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Course DescriptionCourse Description
Accounting information is important for every business which will serveAccounting information is important for every business which will serve
the needs of a variety of interested parties. To satisfy the needs of allthe needs of a variety of interested parties. To satisfy the needs of all
interested  parties,  a  sound  accounting  system  is  very  essential.interested  parties,  a  sound  accounting  system  is  very  essential.
Accounting as a discipline is generally divided into three main parts: (i)Accounting as a discipline is generally divided into three main parts: (i)
Financial  accounting;  (ii)  Cost  accounting;  and  (iii)  ManagementFinancial  accounting;  (ii)  Cost  accounting;  and  (iii)  Management
Accounting.Accounting.
Financial  Accounting  is  mostly  concerned  to  record  the  businessFinancial  Accounting  is  mostly  concerned  to  record  the  business
transaction in books of accounts so that the financial statements can betransaction in books of accounts so that the financial statements can be
prepared. Cost accounting is developed to help the internal managementprepared. Cost accounting is developed to help the internal management
in decision making. The information provided by cost accounting acts as ain decision making. The information provided by cost accounting acts as a
managerial tool so that businesses can utilize the available resources atmanagerial tool so that businesses can utilize the available resources at
optimum level. Management accounting is an extension of managementoptimum level. Management accounting is an extension of management
aspects of cost accounting. It provides the information to management soaspects of cost accounting. It provides the information to management so
that  the  managerial  functions  (planning,  organizing,  directing,  andthat  the  managerial  functions  (planning,  organizing,  directing,  and
controlling) of business operations can be done in an orderly manner. controlling) of business operations can be done in an orderly manner. 
Cost and Management Accounting is taken as one of the best businessCost and Management Accounting is taken as one of the best business
investment a student could make. This is simply because success in anyinvestment a student could make. This is simply because success in any
organization, whether it is a small corner store or a large multinationalorganization, whether it is a small corner store or a large multinational
corporation  requires  the  use  of  cost  and  management  accountingcorporation  requires  the  use  of  cost  and  management  accounting
concepts, techniques and practices. concepts, techniques and practices. 
Cost  and  management  accounting  provides  key  data  to  managers  forCost  and  management  accounting  provides  key  data  to  managers  for
planning  and  controlling  of  future  activities  in  which  the  companyplanning  and  controlling  of  future  activities  in  which  the  company
engages.engages.
Cost  management  accounting  prepares  students  for  the  rewards  andCost  management  accounting  prepares  students  for  the  rewards  and
challenges they face in the competitive world of today and tomorrow. Thechallenges they face in the competitive world of today and tomorrow. The
course emphasize both the development of analytical skills such as excelcourse emphasize both the development of analytical skills such as excel
to  leverage  available  information  technology  and  the  values  andto  leverage  available  information  technology  and  the  values  and
behaviors that make students effective in their future career.behaviors that make students effective in their future career.
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This module can be used in the way in which it is organized from simpleThis module can be used in the way in which it is organized from simple
to complex. The topics in the course covered all the major purposes ofto complex. The topics in the course covered all the major purposes of
accounting  basic  cost  concepts  and  classification,  cost  determination,accounting  basic  cost  concepts  and  classification,  cost  determination,
cost  accumulation & allocation through job-order and process costing,cost  accumulation & allocation through job-order and process costing,
accounting for spoilage, rework and defective goods, accounting for jointaccounting for spoilage, rework and defective goods, accounting for joint
& by product costs and finally the ABC costing systems will be discussed.& by product costs and finally the ABC costing systems will be discussed.

Course ObjectivesCourse Objectives
  
After completion of the course, the students be able to: After completion of the course, the students be able to: 

 Distinguish the similarity & distinction between Cost accounting,Distinguish the similarity & distinction between Cost accounting,
Management Accounting & Financial Accounting.Management Accounting & Financial Accounting.

 Describe  a  framework  for  Cost  Accounting  and  ManagementDescribe  a  framework  for  Cost  Accounting  and  Management
Accounting Accounting 

 Explain the concept of cost and its application in the three businessExplain the concept of cost and its application in the three business
organizations: service, merchandising & manufacturing.organizations: service, merchandising & manufacturing.

 Describe the approaches to evaluating  and implementing job-orderDescribe the approaches to evaluating  and implementing job-order
and process costing systemsand process costing systems

 Describe how cost Accounting supports management Accounting &Describe how cost Accounting supports management Accounting &
Financial Accounting Financial Accounting 

Required Text BookRequired Text Book
Main textbook:Main textbook:

 Charles T Horngren, Cost Accounting: A Managerial Emphasis, 9thCharles T Horngren, Cost Accounting: A Managerial Emphasis, 9th
Edition, Prentice Hall InEdition, Prentice Hall In
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 Cost  Accounting:  A  Managerial  Emphasis  11th  ed Prentice  Hall,Cost  Accounting:  A  Managerial  Emphasis  11th  ed Prentice  Hall,
Inc. New Jersey Charles T.HorgrenInc. New Jersey Charles T.Horgren
Additional references:Additional references:

 Introduction to Management Accounting: Prentice Hall New JerseyIntroduction to Management Accounting: Prentice Hall New Jersey
Charles T. Horngren Charles T. Horngren 

 Principles & practice of cost accounting 2nd ed. Wheeler & Co. Ltd.Principles & practice of cost accounting 2nd ed. Wheeler & Co. Ltd.
New DelhiNew Delhi

 Cost Accounting 3rd ed. John Wiley & Sons, Enc. New York 1991Cost Accounting 3rd ed. John Wiley & Sons, Enc. New York 1991

 Principles  of  Cost  Accounting  10th  ed.  Soult  Western  CollegePrinciples  of  Cost  Accounting  10th  ed.  Soult  Western  College
Publishing Company, Ohio 1979.Publishing Company, Ohio 1979.

 Horngren,  Datar  &  Rajan.  Cost  Accounting:  A  ManagerialHorngren,  Datar  &  Rajan.  Cost  Accounting:  A  Managerial
Emphasis,  th 14   Ed. 2012 Emphasis,  th 14   Ed. 2012 

 Garison.    Noreen and Brewer, Managerial Accounting, 13th  EdGarison.    Noreen and Brewer, Managerial Accounting, 13th  Ed
 Jain  and  Narang,  Cost  and  Management  Accounting,  KalyaniJain  and  Narang,  Cost  and  Management  Accounting,  Kalyani

Publisher, 2001 EditionPublisher, 2001 Edition
 Charles  T Horngren,  Cost  Accounting,  8th Edition,  Prentice HallCharles  T Horngren,  Cost  Accounting,  8th Edition,  Prentice Hall

Inc.Inc.
 CharlesT  Horngren,  Introduction  to  Management  AccountingCharlesT  Horngren,  Introduction  to  Management  Accounting

Prentice Hall IncPrentice Hall Inc
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MODULE  ONE:  COST  AND  MANAGEMENT  ACCOUNTINGMODULE  ONE:  COST  AND  MANAGEMENT  ACCOUNTING
FUNDAMENTAL FUNDAMENTAL 

Content Content 
1.01.0 Introduction Introduction 
1.11.1 Objectives Objectives 
1.21.2  Cost and Management Accounting  Cost and Management Accounting 

1.2.11.2.1 Overview of Accounting In general Overview of Accounting In general 
1.2.21.2.2 The Need for General Accounting Systems The Need for General Accounting Systems 
1.2.31.2.3 Purpose of Cost Accounting Purpose of Cost Accounting 
1.2.41.2.4 Management  Accounting,  Cost  Accounting,  andManagement  Accounting,  Cost  Accounting,  and

Financial AccountingFinancial Accounting
1.31.3 Management Process and Accounting Management Process and Accounting 

1.3.11.3.1 Element of Management Control Element of Management Control 
1.3.21.3.2 Cost Management and Accounting SystemCost Management and Accounting System

1.41.4 Cost Classification concepts and termsCost Classification concepts and terms
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1.4.1 Costs in general 1.4.1 Costs in general 
1.4.2 Cost Accumulation and Assignment 1.4.2 Cost Accumulation and Assignment 
1.4.3. Cost Classification and flow of costs1.4.3. Cost Classification and flow of costs

1.4.3.1 Cost classification approaches 1.4.3.1 Cost classification approaches 
1.51.5 The use of linear, curvilinear and step functions and how theirThe use of linear, curvilinear and step functions and how their

calculations are used to analyze cost behaviorcalculations are used to analyze cost behavior
1.61.6 Flow of costs in a manufacturing company Flow of costs in a manufacturing company 

1.6.11.6.1 Schedule of cost of goods manufacturedSchedule of cost of goods manufactured
1.7. Summary1.7. Summary
1.8. Model Exam Questions 1.8. Model Exam Questions 

1.0 INTRODUCTION 1.0 INTRODUCTION 

Dear  learner,  welcome  to  the  first  unit  of  the  course  Cost  andDear  learner,  welcome  to  the  first  unit  of  the  course  Cost  and

Management  Accounting  I.Management  Accounting  I. This  unit  is  an  introduction  to  cost  andThis  unit  is  an  introduction  to  cost  and
management accounting that identifies the need for general accountingmanagement accounting that identifies the need for general accounting
system and purpose of  accounting,  compares management accounting,system and purpose of  accounting,  compares management accounting,
cost  accounting,  and  financial  accounting  and  described  elements  ofcost  accounting,  and  financial  accounting  and  described  elements  of
management control and cost management. management control and cost management. 

1.1.1.1. LEARNING OBJECTIVES LEARNING OBJECTIVES 

Overview

Dear learner! At the end of the session you are expected to:Dear learner! At the end of the session you are expected to:

6



-- gain and over view of accounting in general gain and over view of accounting in general 
-- describe the need for general accounting systemdescribe the need for general accounting system
-- understand the purpose of cost accounting understand the purpose of cost accounting 
-- Compare  and  contrast  management  accounting,  cost  accounting,Compare  and  contrast  management  accounting,  cost  accounting,

and financial accounting.and financial accounting.
-- Understand how accounting can facilitate planning,  and decisionUnderstand how accounting can facilitate planning,  and decision

making. making. 

1.2.1.2. COST AND MANAGEMNENT ACCOUNTING COST AND MANAGEMNENT ACCOUNTING 

After you are completing this section you should be able to provide anAfter you are completing this section you should be able to provide an
overview  of  accounting  in  general,  the  need  for  general  accountingoverview  of  accounting  in  general,  the  need  for  general  accounting
system,  purpose  of  cost  accounting,  and  compare  and  contrastsystem,  purpose  of  cost  accounting,  and  compare  and  contrast
management accounting, cost accounting, and financial accounting. management accounting, cost accounting, and financial accounting. 

1.2.1.1.2.1. Overview of Accounting In General Overview of Accounting In General 
Accounting  is  the  system that  measures  business  activities,  processesAccounting  is  the  system that  measures  business  activities,  processes
that  information  into  reports,  and  communicates  these  findings  tothat  information  into  reports,  and  communicates  these  findings  to
decision makers. Financial statements are the documents that report ondecision makers. Financial statements are the documents that report on
an individual or an organization's business in monetary amounts. an individual or an organization's business in monetary amounts. 
Is our business making a profit? Should we start up a new line of women'sIs our business making a profit? Should we start up a new line of women's
closing?  Are  sales  strong  enough  to  warrant  opening  a  new  branchclosing?  Are  sales  strong  enough  to  warrant  opening  a  new  branch
outlet? The most intelligent answers to business questions like these useoutlet? The most intelligent answers to business questions like these use
accounting information. Decision makers use the information to developaccounting information. Decision makers use the information to develop
sound business plans. As new programs affect the business’s activities,sound business plans. As new programs affect the business’s activities,
accounting takes the company's financial pulse rate. The cycle continuesaccounting takes the company's financial pulse rate. The cycle continues
as the accounting system measures the results of activities and reportsas the accounting system measures the results of activities and reports
the results to decision makers.the results to decision makers.

1.2.2.1.2.2. The Need For General Accounting Systems The Need For General Accounting Systems 
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The accounting system is the principal and the most credible quantitativeThe accounting system is the principal and the most credible quantitative
information  system  in  almost  every  organization.  This  system  shouldinformation  system  in  almost  every  organization.  This  system  should
provide information for four broad purposes. provide information for four broad purposes. 

Purpose 1: Internal routine reporting to mangers for (a) cost planningPurpose 1: Internal routine reporting to mangers for (a) cost planning
and control of operations, and (b) performance evaluation of people landand control of operations, and (b) performance evaluation of people land
activities. activities. 
 Purpose 2: Internal routine reporting to managers on the profitability of Purpose 2: Internal routine reporting to managers on the profitability of
products, brand categories, customers and distribution channels, and soproducts, brand categories, customers and distribution channels, and so
on. This information is used in marking decision on resource allocationon. This information is used in marking decision on resource allocation
and in some cases decisions on pricing. and in some cases decisions on pricing. 
Purpose 3: Internal non-routine reporting to managers for strategic andPurpose 3: Internal non-routine reporting to managers for strategic and
tactical decisions on matters such as formulating overall polices and long-tactical decisions on matters such as formulating overall polices and long-
range  plans,  new  products  development  -investing  in  equipment  andrange  plans,  new  products  development  -investing  in  equipment  and
special orders or special situations. special orders or special situations. 
Purpose 4: External reporting through financial statement to investors,Purpose 4: External reporting through financial statement to investors,
government  authorities,  and other  outside  parities.  To satisfy  externalgovernment  authorities,  and other  outside  parities.  To satisfy  external
purposes,  businesses  must  report  income  and  inventory  costs,  inpurposes,  businesses  must  report  income  and  inventory  costs,  in
accordance with the generally accepted accounting principles that guideaccordance with the generally accepted accounting principles that guide
financial accounting. financial accounting. 

1.2.3.1.2.3. Purpose of Cost Accounting Purpose of Cost Accounting 

The rule (or purpose) of cost accounting may be summarized as follows: The rule (or purpose) of cost accounting may be summarized as follows: 
PLANNING: the cost accounting system provides vital information neededPLANNING: the cost accounting system provides vital information needed
to plan future operations, cost data help to resolve questions relating toto plan future operations, cost data help to resolve questions relating to
proposed projects or policies, such as the following: proposed projects or policies, such as the following: 

-- Should we build a new plant or modernize the old one? Should we build a new plant or modernize the old one? 
-- How far can we go in lowering prices to increase our volumeHow far can we go in lowering prices to increase our volume

of sales? of sales? 
-- What will be the effects on costs of automating part of ourWhat will be the effects on costs of automating part of our

factory operations? factory operations? 
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BUDGETING: cost accounting is also in preparing a company's budgets. ABUDGETING: cost accounting is also in preparing a company's budgets. A
budget is the overall financial plan for the future activities. All levels ofbudget is the overall financial plan for the future activities. All levels of
the management should be involved in the development of budges. the management should be involved in the development of budges. 

CONTROLLING COSTS:  Cost  accounting  is  one  of  the  most  availableCONTROLLING COSTS:  Cost  accounting  is  one  of  the  most  available
management  tools  to  control  operations.  Company  actual  costs  withmanagement  tools  to  control  operations.  Company  actual  costs  with
budgeted costs are helpful in evaluating the results of operations. Thebudgeted costs are helpful in evaluating the results of operations. The
difference  between  the  two  sets  of  cost  figured  can  be  noted  anddifference  between  the  two  sets  of  cost  figured  can  be  noted  and
investigated while there is still time to take remedial (corrective) actions. investigated while there is still time to take remedial (corrective) actions. 

DETERMINING PROFITS: one of the objectives of cost accounting is theDETERMINING PROFITS: one of the objectives of cost accounting is the
consistent  allocation  of  manufacturing  costs  to  units  in  the  endingconsistent  allocation  of  manufacturing  costs  to  units  in  the  ending
inventory and to units sold during the period. At the end of the fiscal year,inventory and to units sold during the period. At the end of the fiscal year,
the matching of costs with revenues determines profits for the period. the matching of costs with revenues determines profits for the period. 

PRODUCT PRICING: management's pricing policy should assure not onlyPRODUCT PRICING: management's pricing policy should assure not only
the recovery of  all  costs  but  also the securing of  a profit  even underthe recovery of  all  costs  but  also the securing of  a profit  even under
adverse conditions. adverse conditions. 

CHOOSING AMONG ALTERNATIVES:   managers  are  constantly  facedCHOOSING AMONG ALTERNATIVES:   managers  are  constantly  faced
with  the  existence  of  not  just  one  or  two  alternatives  but  numerouswith  the  existence  of  not  just  one  or  two  alternatives  but  numerous
alternative choices of action that might be taken in any given situationalternative choices of action that might be taken in any given situation
facing a firm. The cost and management accounting system assists thefacing a firm. The cost and management accounting system assists the
managers in arriving at a correct decision by presenting suitable analysismanagers in arriving at a correct decision by presenting suitable analysis
of the costs associated with the alternatives at hand. Cost accounting, forof the costs associated with the alternatives at hand. Cost accounting, for
example,  is  a  source  of  information  concerning  different  alternativeexample,  is  a  source  of  information  concerning  different  alternative
course of action such as make or buy, continue or discontinue production,course of action such as make or buy, continue or discontinue production,
developing new product or not, etc. developing new product or not, etc. 

ESTIMATING AND BIDDING: in certain trades, knowledge of the costs ofESTIMATING AND BIDDING: in certain trades, knowledge of the costs of
doing  business  is  needed  to  estimate  job  or  to  bid  for  other  jobs  ordoing  business  is  needed  to  estimate  job  or  to  bid  for  other  jobs  or
contracts.  The  order  generally  goes  to  the  lowest  bidder  undercontracts.  The  order  generally  goes  to  the  lowest  bidder  under
competitive pressure; the decisive difference in a bid may be as little ascompetitive pressure; the decisive difference in a bid may be as little as
fraction  of  a  cent  per  unit.  Attempting  to  bid  without  detailed  costfraction  of  a  cent  per  unit.  Attempting  to  bid  without  detailed  cost
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information can mean losing the job or it can mean winning the job butinformation can mean losing the job or it can mean winning the job but
having to perform the work at a loss. Either result is undesirable. having to perform the work at a loss. Either result is undesirable. 

1.2.4.1.2.4. Management  Accounting,  Cost  Accounting,  AndManagement  Accounting,  Cost  Accounting,  And
Financial Accounting Financial Accounting 

Cost accounting provides information for both management and financialCost accounting provides information for both management and financial
accounting.  Cost  accounting  measures  and  reports  financial  and  non-accounting.  Cost  accounting  measures  and  reports  financial  and  non-
financial  information  relating  to  the  cost  of  acquiring  or  utilizingfinancial  information  relating  to  the  cost  of  acquiring  or  utilizing
resources  in  an  organization.  Cost  accounting  includes  those  parts  ofresources  in  an  organization.  Cost  accounting  includes  those  parts  of
both  management  accounting  and  financial  accounting  in  which  costboth  management  accounting  and  financial  accounting  in  which  cost
information is collected or analyzed.information is collected or analyzed.

Items of difference Items of difference Cost accounting Cost accounting ManagementManagement
Accounting Accounting 

Applicability Applicability It  is  generallyIt  is  generally
applicable  toapplicable  to
manufacturingmanufacturing
concerns concerns 

ManagementManagement
accounting  methodsaccounting  methods
and  techniques  areand  techniques  are
applicable  to  allapplicable  to  all
concerns concerns 

Accounting principlesAccounting principles It  is  used  inIt  is  used  in
accordance  with  theaccordance  with  the
IFRSIFRS
 Double  entry Double  entry
principles  can  beprinciples  can  be
applied  in  costapplied  in  cost
accounting accounting 

It  is  not  constrainedIt  is  not  constrained
by IFRSby IFRS
 Double  entry Double  entry
principle   is  notprinciple   is  not
applied in the case ofapplied in the case of
managementmanagement
accounting accounting 

Future activities Future activities Cost accounting doesCost accounting does
not  attachnot  attach
importance  to  futureimportance  to  future
activities activities 

Future  activities  areFuture  activities  are
primarily considered.primarily considered.
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 Learning Activity 1.1

Answer the following questions.
1.1. The  accounting  system  should  provide  management  accountingThe  accounting  system  should  provide  management  accounting

information for four broad purposes. Describe them. information for four broad purposes. Describe them. 
                                                                                                                    
                                                                                                                    

2. Distinguish between management accounting and financial accountingDistinguish between management accounting and financial accounting?
                                                                                                                                 
                                                                                                                                 

1.3.1.3. MANAGEMENT PROCESS AND ACCOUNTING MANAGEMENT PROCESS AND ACCOUNTING 

After  completing  this  section  you  are  able  to  provide  an  overview  ofAfter  completing  this  section  you  are  able  to  provide  an  overview  of
elements of management control and cost management and accountingelements of management control and cost management and accounting
system. system. 

1.3.1.1.3.1. Element of management control Element of management control 

Planning and control Planning and control 
There are countless definitions of planning and control. There are countless definitions of planning and control. 
Planning:  is  defined as  (the top box)  choosing goal,  predicting resultsPlanning:  is  defined as  (the top box)  choosing goal,  predicting results
under  various  alternative  ways  of  achieving  those  goals,  and  thenunder  various  alternative  ways  of  achieving  those  goals,  and  then
deciding how to attain the descried goals. deciding how to attain the descried goals. 

Management decisions                               Management Accounting Management decisions                               Management Accounting 
The daily sporting news                                                      system The daily sporting news                                                      system 

PLANNING
Increase advertising 
rates by 

BUDGETS
Expected, advertising, 
pages, rate per page 
and revenue 

Financial 
representatio
n of plans  
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Exhibit 1.1 How Accounting facilitates, planning and control Exhibit 1.1 How Accounting facilitates, planning and control 

Planning  and  control  are  strongly  intertwined  that  managers  do  notPlanning  and  control  are  strongly  intertwined  that  managers  do  not
spend time drawing artificially rigid distinctions between th. Control canspend time drawing artificially rigid distinctions between th. Control can
be used in its broadest sense to denote the entire management process ofbe used in its broadest sense to denote the entire management process of
both planning and control For example, management control, system canboth planning and control For example, management control, system can
be referring as management planning and control system. be referring as management planning and control system. 

Do not underestimate the role of people is management control systems.Do not underestimate the role of people is management control systems.
Both  accountants  and  mangers  should  always  remember  thatBoth  accountants  and  mangers  should  always  remember  that
management control systems are not confident exclusively to technicalmanagement control systems are not confident exclusively to technical
matters such as the type of computer systems used and the frequencymatters such as the type of computer systems used and the frequency
with  which  reports  are  prepared.  Management  control  is  primarily  awith  which  reports  are  prepared.  Management  control  is  primarily  a
human activity that should focus on how to help individuals do their jobshuman activity that should focus on how to help individuals do their jobs
better. better. 

1.3.2.1.3.2. Cost management and Accounting systemsCost management and Accounting systems

Report of actual 
comparing budges 
with actual results  

Recording of 
actions and 
classifying them in  
accounting records 

CONTROL ACTION
Charging advertisers 
new rates 

PERFORMANCE
EVALUATION

*Advertising revenues 
5.4% lower then 
budgeted 

Accounting system 
* Source documents 
(invoices to advertisers
and their payments) 
* Recording in 
subsiding and general 
ledgers 
PERFORMANCE 
REPORT 
*Actual advertising 
pages, average rate 
per page, and revenue 
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The  term  cost  management  is  widely  used  in  businesses  today.The  term  cost  management  is  widely  used  in  businesses  today.
Unfortunately, there is no uniform definition. We use cost management toUnfortunately, there is no uniform definition. We use cost management to
describe the approaches and activities of mangers in short-run and  long -describe the approaches and activities of mangers in short-run and  long -
run planning and control decisions that increase value for customers andrun planning and control decisions that increase value for customers and
lower  costs  of  products  and  services.  For  example,  managers  makelower  costs  of  products  and  services.  For  example,  managers  make
decisions regarding the amount and kind of material being used, changesdecisions regarding the amount and kind of material being used, changes
of plant processes, and charges in product designs.  of plant processes, and charges in product designs.  

Information  from  accounting  systems  helps  mangers  make  suchInformation  from  accounting  systems  helps  mangers  make  such
decisions, but the information and the accounting systems themselves aredecisions, but the information and the accounting systems themselves are
not cost management. not cost management. 
Cost management has a broad focus. For example, it includes but is notCost management has a broad focus. For example, it includes but is not
confined to - the  continues reduction of costs. The planning and controlconfined to - the  continues reduction of costs. The planning and control
of costs is usually inextricably linked with revenue and profit planning.of costs is usually inextricably linked with revenue and profit planning.
For  instance,  to  enhance  revenues  and  profits,  managers  oftenFor  instance,  to  enhance  revenues  and  profits,  managers  often
deliberately  incur  additional  costs  for  advertising  and  productsdeliberately  incur  additional  costs  for  advertising  and  products
modifications. modifications. 

Cost management is not practiced in isolation. It is an integral part ofCost management is not practiced in isolation. It is an integral part of
general  management  strategies  and  their  implementation.  Examplesgeneral  management  strategies  and  their  implementation.  Examples
include programs that enhance customer satisfaction and quality, as wellinclude programs that enhance customer satisfaction and quality, as well
as programs that promote “blockbuster" new products development. as programs that promote “blockbuster" new products development. 

 Learning Activity 1.2 

Answer the following questions.
1.1. What  are  the  major  differences  between  cost  accounting  andWhat  are  the  major  differences  between  cost  accounting  and

management accounting? management accounting? 
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1.4. COST CLASSIFICATION CONCEPTS AND TERMS1.4. COST CLASSIFICATION CONCEPTS AND TERMS

In managerial accounting, the term cost is used in many different ways.In managerial accounting, the term cost is used in many different ways.
The reason is that there are many types of costs, and these costs areThe reason is that there are many types of costs, and these costs are
classified differently according to the immediate needs of management.classified differently according to the immediate needs of management.
For example, managers may want cost data to prepare external financialFor example, managers may want cost data to prepare external financial
reports,  to  prepare  planning  budgets,  or  to  make  decisions.  Eachreports,  to  prepare  planning  budgets,  or  to  make  decisions.  Each
different use of cost data demands a different classification and definitiondifferent use of cost data demands a different classification and definition
of  costs.  For  example,  the  preparation  of  external  financial  reportsof  costs.  For  example,  the  preparation  of  external  financial  reports
requires  the use of  historical  cost  data,  whereas decision-making mayrequires  the use of  historical  cost  data,  whereas decision-making may
require current cost data. require current cost data. 

This unit is concerned with the possible uses of cost data and the variousThis unit is concerned with the possible uses of cost data and the various
cost classification systems that accountants have developed to facilitatecost classification systems that accountants have developed to facilitate
management’s  allocation  of  resources  to  the  firm's  various  activities.management’s  allocation  of  resources  to  the  firm's  various  activities.
Although it  emphasizes the problems of  manufacturing enterprise,  theAlthough it  emphasizes the problems of  manufacturing enterprise,  the
concepts  discussed  here  are  also  appropriate  for  non-manufacturingconcepts  discussed  here  are  also  appropriate  for  non-manufacturing
firms.  firms.  

1.4.1 Costs in general 1.4.1 Costs in general 
From accounting point  of  view,  cost  may be  defined as  a  sacrifice ofFrom accounting point  of  view,  cost  may be  defined as  a  sacrifice of
giving up of economic resources for particular purposes,  usually in angiving up of economic resources for particular purposes,  usually in an
exchange for some goods or services. The economic resource given up isexchange for some goods or services. The economic resource given up is
measured in monetary units. It can be cash payment, usage of existingmeasured in monetary units. It can be cash payment, usage of existing
non-monetary assets, or assuming liability. non-monetary assets, or assuming liability. 

Cost is distinguished from expense, which is the value of assets given upCost is distinguished from expense, which is the value of assets given up
to generate revenue. Clearly, most costs eventually become expenses. Into generate revenue. Clearly, most costs eventually become expenses. In
fact some become expenses virtually at the same time as the costs arefact some become expenses virtually at the same time as the costs are
incurred.  When  this  is  true,  the  terms  cost  and  expenses  areincurred.  When  this  is  true,  the  terms  cost  and  expenses  are
interchangeably used. For example, if  a firm buys supplies only as theinterchangeably used. For example, if  a firm buys supplies only as the
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supplies  are needed and if  the  supplies  are used immediately  to  helpsupplies  are needed and if  the  supplies  are used immediately  to  help
generate sales, the outlay for supplies is usually called an expense. But ingenerate sales, the outlay for supplies is usually called an expense. But in
facts  there  was  both  a  cost  and  an  expense  involved.  The  distinctionfacts  there  was  both  a  cost  and  an  expense  involved.  The  distinction
between a cost and an expense can be made clearer if you change thebetween a cost and an expense can be made clearer if you change the
example slightly. Consider a firm that buys supplies in bulk and uses themexample slightly. Consider a firm that buys supplies in bulk and uses them
overtime. Now the cost of supplies is the value of the assets given up toovertime. Now the cost of supplies is the value of the assets given up to
acquire the inventory of supplies. The expense for supplies will be theacquire the inventory of supplies. The expense for supplies will be the
values of the assets (supplies) that are given up (used) during a particularvalues of the assets (supplies) that are given up (used) during a particular
period to generate revenues. period to generate revenues. 

1.4.2 Cost Accumulation and Assignment 1.4.2 Cost Accumulation and Assignment 
A cost system typically accounts for costs in two broad stages: A cost system typically accounts for costs in two broad stages: 
(1)  It  accumulates costs by some " natural"  classification such as raw(1) It  accumulates costs by some " natural"  classification such as raw
materials used, fuel consumed, or advertising placed , and then materials used, fuel consumed, or advertising placed , and then 
(2)  It  allocates  (traces)    these  costs  to  cost  objects.  (2)  It  allocates  (traces)    these  costs  to  cost  objects.  Thus,  costThus,  cost
accumulation involves the collection of cost data in an organized way beaccumulation involves the collection of cost data in an organized way be
some “Natural”  classification,  whereas  cost  assignment  allocation is  asome “Natural”  classification,  whereas  cost  assignment  allocation is  a
general term that encompasses both cost tracing and cost allocation, costgeneral term that encompasses both cost tracing and cost allocation, cost
tracing is the assigning of direct, cots, to the chosen cost object. Costtracing is the assigning of direct, cots, to the chosen cost object. Cost
allocation is the assigning of indirect costs to the chosen cost objectallocation is the assigning of indirect costs to the chosen cost object
                                                  Cost tracing                                                  Cost tracing
                        Directs Costs          →                        Cost Objects                        Directs Costs          →                        Cost Objects
                                  
                                                   Cost allocation                                                   Cost allocation
                              Indirect costs             →                    Cost Objects                              Indirect costs             →                    Cost Objects
Exhibit 1.2 Cost Tracing and Allocation Exhibit 1.2 Cost Tracing and Allocation 

Cost  objects  are  chosen  not  for  their  own  sake  but  to  help  decisionCost  objects  are  chosen  not  for  their  own  sake  but  to  help  decision
makingmaking.  A cost  object  is  defined as  any  activity  for  which  a  separate.  A cost  object  is  defined as  any  activity  for  which  a  separate
measurement  of  costs  is  desired.  Examples  of  cost  objectives  includemeasurement  of  costs  is  desired.  Examples  of  cost  objectives  include
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departments,  facilities,  stores,  divisions,  products,  sales  territories,departments,  facilities,  stores,  divisions,  products,  sales  territories,
kilometers driven, patients seen, student hours taught, and product linekilometers driven, patients seen, student hours taught, and product lines.s.

 Learning Activity 1.3 

Answer the following questions.
1.1. What is cost objects? What is cost objects? 

                                                                                                                    
2.2. What do you understand from the concepts of cost accumulationWhat do you understand from the concepts of cost accumulation

and cost assignment?and cost assignment?
                                                                                                                    
                                                                                                                    

1.4.3. Cost Classification 1.4.3. Cost Classification 
          
Accountants  have  developed  cost  classifications  that  help  to  establishAccountants  have  developed  cost  classifications  that  help  to  establish
responsibility  for  resource utilization and to plan the activity levels  ofresponsibility  for  resource utilization and to plan the activity levels  of
departmental cost units. The following are the different cost classificationdepartmental cost units. The following are the different cost classification
approaches: approaches: 

a)a) General cost classifications General cost classifications 
b)b) Product costs versus period costs Product costs versus period costs 
c)c) Cost classifications for assigning costs to cost objectsCost classifications for assigning costs to cost objects
d)d) Cost classification for decision -making Cost classification for decision -making 

General cost classifications General cost classifications 
(Manufacturing Vs Non-manufacturing costs) (Manufacturing Vs Non-manufacturing costs) 
Classification of  costs  as  manufacturing and non-  manufacturing costsClassification of  costs  as  manufacturing and non-  manufacturing costs
depends on whether the costs are considered direct costs in relation todepends on whether the costs are considered direct costs in relation to
the firm's manufacturing activities taken as a whole. the firm's manufacturing activities taken as a whole. 
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Most manufacturing companies divide manufacturing costs, often calledMost manufacturing companies divide manufacturing costs, often called
production cost of factory cost, into three broad categories:production cost of factory cost, into three broad categories:
i) Direct materials      ii) direct labor, and      iii) Manufacturing overhead.i) Direct materials      ii) direct labor, and      iii) Manufacturing overhead.
A discussion of each of these categories follows: A discussion of each of these categories follows: 

Direct materials:  Direct materials:  are those materials that become an integral part ofare those materials that become an integral part of
the finished products and that can be physically and conveniently tracedthe finished products and that can be physically and conveniently traced
to it. Examples include: to it. Examples include: 

-- Lumber used to manufacture Lumber used to manufacture 
furniture furniture 

-- Cements and bricks to Cements and bricks to 
constructs building constructs building 

-- Cotton  to  produceCotton  to  produce
garment garment 

-- Plastic to make toyPlastic to make toy

Direct labor:Direct labor: the terms directs labor is reserved for those labor costs the terms directs labor is reserved for those labor costs
that can be easily (i.e. physically and conveniently) traced to individualthat can be easily (i.e. physically and conveniently) traced to individual
units  of  products..  Direct  labor  is  sometime  called  touch  labor,  sinceunits  of  products..  Direct  labor  is  sometime  called  touch  labor,  since
directs labor workers typically touch the products while it is being made.directs labor workers typically touch the products while it is being made.
Examples include: Examples include: 

-- the wages of machine operators in a factory the wages of machine operators in a factory 
-- The wages of Assembles who make automobiles The wages of Assembles who make automobiles 
-- The wages of construction workers who build houses, andThe wages of construction workers who build houses, and
-- The labor costs of bricklayers. The labor costs of bricklayers. 

Some labor such as that of janitors, forklift track operators, plant guardsSome labor such as that of janitors, forklift track operators, plant guards
and storeroom clerks is considered to be indirect because it is impossibleand storeroom clerks is considered to be indirect because it is impossible
or economically infeasible to trace such activity to specific products. or economically infeasible to trace such activity to specific products. 
Manufacturing overhead:Manufacturing overhead: Manufacturing overhead, the third element Manufacturing overhead, the third element
of  manufacturing  costs,  include  all  costs  associated  with  theof  manufacturing  costs,  include  all  costs  associated  with  the
manufacturing process that are not classified as direct material or directsmanufacturing process that are not classified as direct material or directs
labor.  It  encompasses  three  types  of  costs:  indirect  material,  indirectlabor.  It  encompasses  three  types  of  costs:  indirect  material,  indirect
labor, and other manufacturing costs. labor, and other manufacturing costs. 
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   Various names are used for manufacturing overhead, such as indirect   Various names are used for manufacturing overhead, such as indirect
manufacturing  cost,  factory  overhead,  factory  burden,  overhead  pool,manufacturing  cost,  factory  overhead,  factory  burden,  overhead  pool,
factory expenses, manufacturing expanse, and indirect factory expenses.factory expenses, manufacturing expanse, and indirect factory expenses.
All of the terms are synonymous with manufacturing overhead. All of the terms are synonymous with manufacturing overhead. 

      Indirect  materials:Indirect  materials: materials  needed  for  the  completion  of  a materials  needed  for  the  completion  of  a
production,  but  are  insignificant  in  cost  and  cannot  be  convenientlyproduction,  but  are  insignificant  in  cost  and  cannot  be  conveniently
traced to the units produced, are termed indirect materials. Examples oftraced to the units produced, are termed indirect materials. Examples of
indirect  materials  include  glue  and  screw  used  to  put  wooden  itemsindirect  materials  include  glue  and  screw  used  to  put  wooden  items
together,  welding  materials  used  to  weld  metallic  items,  and  factorytogether,  welding  materials  used  to  weld  metallic  items,  and  factory
supplies such as lubricating oil, grease, and cleaning materials. supplies such as lubricating oil, grease, and cleaning materials. 

Indirect labor:Indirect labor: Labor that do not work directly on the product but whose Labor that do not work directly on the product but whose
services are necessary for the manufacturing process, are classified asservices are necessary for the manufacturing process, are classified as
indirect labor. Such personnel include janitors in the factory, productionindirect labor. Such personnel include janitors in the factory, production
departments supervisors, employees engaged in repairs and maintenancedepartments supervisors, employees engaged in repairs and maintenance
on production equipment, plant security guards and storeroom clerks. on production equipment, plant security guards and storeroom clerks. 

   Other manufacturing costs: All manufacturing costs other than indirect   Other manufacturing costs: All manufacturing costs other than indirect
materials and indirect labor are classified as other manufacturing costs.materials and indirect labor are classified as other manufacturing costs.
Examples include: Examples include: 

-- Rental costs on factory building Rental costs on factory building 
-- Depreciation on factory building Depreciation on factory building 
-- Costs related to heat, light and power used by factories Costs related to heat, light and power used by factories 
-- Repair  and  maintenance  costs  on  factory  machines  andRepair  and  maintenance  costs  on  factory  machines  and

equipments, and equipments, and 
-- Insurance and property taxes on manufacturing facilities Insurance and property taxes on manufacturing facilities 

Other manufacturing costs also include overtime premiums and the costOther manufacturing costs also include overtime premiums and the cost
of idle time. of idle time. 

To summarize manufacturing costs include directs material, directs labor,To summarize manufacturing costs include directs material, directs labor,
and manufacturing overhead. Direct materials and directs labor are oftenand manufacturing overhead. Direct materials and directs labor are often
referred to as prime costs. They are called so because direct materialsreferred to as prime costs. They are called so because direct materials
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and direct labor makes significant portion of production costs in the past.and direct labor makes significant portion of production costs in the past.
Direct labor and overhead are often called conversion costs. This termDirect labor and overhead are often called conversion costs. This term
stems  from  the  facts  that  direct  labor  costs  and  overhead  costs  arestems  from  the  facts  that  direct  labor  costs  and  overhead  costs  are
incurred in the conversion of raw material into finished products. incurred in the conversion of raw material into finished products. 

Exhibit 1.3 manufacturing costs Exhibit 1.3 manufacturing costs 
In  addition  to  manufacturing  costs,  an  understanding  of  non-In  addition  to  manufacturing  costs,  an  understanding  of  non-
manufacturing costs is very helpful. Generally, non-manufacturing costsmanufacturing costs is very helpful. Generally, non-manufacturing costs
or commercial expenses fall into two large categories.  or commercial expenses fall into two large categories.  

1. marketing (distribution or selling) costs 1. marketing (distribution or selling) costs 
2. Administrative (General and administrative) costs2. Administrative (General and administrative) costs

Marketing  or  selling  costs:Marketing  or  selling  costs: include  all  costs  necessary  to  secure include  all  costs  necessary  to  secure
customer orders and get the finished product or service into the hands ofcustomer orders and get the finished product or service into the hands of
the customer. These costs are often called order-getting and order-fillingthe customer. These costs are often called order-getting and order-filling
costs. Examples of marketing costs include advertising, shipping, salescosts. Examples of marketing costs include advertising, shipping, sales
commissions, sales salaries, and costs of finished goods warehouse. commissions, sales salaries, and costs of finished goods warehouse. 

Administrative costs:Administrative costs: include all executive, organizational, and clerical include all executive, organizational, and clerical
costs associated with the general management of an organization rathercosts associated with the general management of an organization rather
than  with  manufacturing,  marketing,  or  selling.  Examples  ofthan  with  manufacturing,  marketing,  or  selling.  Examples  of

Prime costs  

Direct material

Conversion 
costs  

Direct labor  Factory 
overhead  

Manufacturing costs Manufacturing costs 
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administrative costs include executive compensation, general accounting,administrative costs include executive compensation, general accounting,
secretarial,  public  relations,  and  similar  costs  involved  in  the  overall,secretarial,  public  relations,  and  similar  costs  involved  in  the  overall,
general administration of the organization as a whole. general administration of the organization as a whole. 

 Learning Activity 1.4 

Answer the following questions.
1.1. Identify the three elements that make up manufacturing costs? Identify the three elements that make up manufacturing costs? 

                                                                                                                    
                                                                                                                    

2.2. Compare and contrast prime costs and conversion costs? Compare and contrast prime costs and conversion costs? 
                                                                                                                    
                                                                                                                    

3.3. Firms usually classify non-manufacturing costs as either marketingFirms usually classify non-manufacturing costs as either marketing
costs  or  administrative  costs.  How  do  these  two  types  of  costscosts  or  administrative  costs.  How  do  these  two  types  of  costs
differ?differ?

                                                                                                                    
                                                                                                                    

 Product costs versus period costs  Product costs versus period costs 

   Product costs    Product costs 
For financial accounting purposes, product costs include all the costs thatFor financial accounting purposes, product costs include all the costs that
are  involved  in  acquiring  or  making  a  product.  In  the  case  ofare  involved  in  acquiring  or  making  a  product.  In  the  case  of
manufactured goods, these costs consist of direct materials, direct labor,manufactured goods, these costs consist of direct materials, direct labor,
and manufacturing overhead. Product costs are viewed as “attaching" toand manufacturing overhead. Product costs are viewed as “attaching" to
units of product as the goods are purchased or manufactured, and theyunits of product as the goods are purchased or manufactured, and they
remain attached as the goods go into inventory awaiting sale. So initially,remain attached as the goods go into inventory awaiting sale. So initially,
product costs are assigned to an inventory accounts on the balance sheet.product costs are assigned to an inventory accounts on the balance sheet.
When  the  goods  are  sold,  the  costs  are  released  from  inventory  asWhen  the  goods  are  sold,  the  costs  are  released  from  inventory  as
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expense (typically called cost of goods sold) and matched against salesexpense (typically called cost of goods sold) and matched against sales
revenue. Since product costs are initially assigned to inventories, they arerevenue. Since product costs are initially assigned to inventories, they are
also known as inventoriable costs. also known as inventoriable costs. 

   It  is  important  to  emphasize  that  product  costs  are  not  necessarily   It  is  important  to  emphasize  that  product  costs  are  not  necessarily
treated as expenses in the period in which they’re incurred. Rather, astreated as expenses in the period in which they’re incurred. Rather, as
explained above, they are treated as expense in the period in which theexplained above, they are treated as expense in the period in which the
related products are sold.  This means that a product cost such as directrelated products are sold.  This means that a product cost such as direct
materials or direct labor might be incurred during one period but notmaterials or direct labor might be incurred during one period but not
treated  as  an  expense  until  a  following  period  when  the  completedtreated  as  an  expense  until  a  following  period  when  the  completed
product is sold. product is sold. 

   Period costs    Period costs 
      Period costs are all costs that are not included in product costs. ThesePeriod costs are all costs that are not included in product costs. These

costs are expensed on the income statement in the period in which theycosts are expensed on the income statement in the period in which they
are incurred  are incurred  using the usual rules of accrual accounting. All  research,using the usual rules of accrual accounting. All  research,
selling and administrative costs are treated as period costs. Under IFRSselling and administrative costs are treated as period costs. Under IFRS
development cost is capitalized.  development cost is capitalized.  

        Cost classifications for assigning costs to cost objectsCost classifications for assigning costs to cost objects
Costs are assigned to cost  objects for  a  variety of  purposes includingCosts are assigned to cost  objects for  a  variety of  purposes including
pricing  profitability  studies,  and  control  of  spending.  For  purposes  ofpricing  profitability  studies,  and  control  of  spending.  For  purposes  of
assigning costs to cost objects, costs are classified as either direct  orassigning costs to cost objects, costs are classified as either direct  or
indirect. indirect. 

    
Direct Costs Direct Costs 

   A direct cost is a cost that can be easily and conveniently traced to the   A direct cost is a cost that can be easily and conveniently traced to the
particular cost objects under consideration in an economical feasible way.particular cost objects under consideration in an economical feasible way.
"Trace  ability”  refers  to  the  existence  of  a  clear  cause  -and-  effect"Trace  ability”  refers  to  the  existence  of  a  clear  cause  -and-  effect
relationship  between  the  cost  object  and  the  incurrence  of  a  cost.relationship  between  the  cost  object  and  the  incurrence  of  a  cost.
“Economically feasible" means cost effective i.e.  that managers do not“Economically feasible" means cost effective i.e.  that managers do not
want cost accounting to be too expensive in relation to expected benefits.want cost accounting to be too expensive in relation to expected benefits.
For example, it may be economically feasible to trace the exact cost ofFor example, it may be economically feasible to trace the exact cost of
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steel and fabric (direct costs) to a specific lot of desk chairs, but it may besteel and fabric (direct costs) to a specific lot of desk chairs, but it may be
economically infeasible to trace the exact cost of rivets or thread(indirecteconomically infeasible to trace the exact cost of rivets or thread(indirect
cost) to the chairs. cost) to the chairs. 

Indirect cost Indirect cost 

An indirect cost is a cost that cannot be easily and conveniently traced toAn indirect cost is a cost that cannot be easily and conveniently traced to
the  particular  cost  object  under  consideration.  For  example,  a  soupthe  particular  cost  object  under  consideration.  For  example,  a  soup
factory may produce dozens of  varieties  of  canned soups.  The factoryfactory may produce dozens of  varieties  of  canned soups.  The factory
manger's salary would be an indirect cost of a particular variety soup. manger's salary would be an indirect cost of a particular variety soup. 

      
A particular cost may be direct or in direct depending on the cost object.A particular cost may be direct or in direct depending on the cost object.
For example, if Lucy Company (a fictitious company based in Ethiopia)For example, if Lucy Company (a fictitious company based in Ethiopia)
were assigning costs to its various original sales offices, then the salary ofwere assigning costs to its various original sales offices, then the salary of
the sales manager in its Awassa office would be direct cost of that office.the sales manager in its Awassa office would be direct cost of that office.
In contrast, the factory manger's salary at Awassa plant, for example, willIn contrast, the factory manger's salary at Awassa plant, for example, will
be an indirect cost of a particular product manufactured there.be an indirect cost of a particular product manufactured there.
Controllable and uncontrollable costsControllable and uncontrollable costs
One of the primary uses of cost data is to facilitate control of the costingOne of the primary uses of cost data is to facilitate control of the costing
units  of  a  firm.  In  order  to  analyze  effectively  a  costing  unit'sunits  of  a  firm.  In  order  to  analyze  effectively  a  costing  unit's
performance,  it  is  necessary  to  know  for  which  costs  the  unit  wasperformance,  it  is  necessary  to  know  for  which  costs  the  unit  was
responsible.  Thus,  accountants  must  develop  reports  that  reflect  costresponsible.  Thus,  accountants  must  develop  reports  that  reflect  cost
behavior according to responsibility. A cost is said to be controllable bybehavior according to responsibility. A cost is said to be controllable by
the head of a costing unit when the level of the cost incurred is under histhe head of a costing unit when the level of the cost incurred is under his
influence. Thus, if the head of the costing unit, through his supervision, isinfluence. Thus, if the head of the costing unit, through his supervision, is
able  to  affect  the  amount  of  raw  materials  used  to  produce  a  givenable  to  affect  the  amount  of  raw  materials  used  to  produce  a  given
output, raw material costs are to consider controllable by him.output, raw material costs are to consider controllable by him.

However, if the supervisor has no control over the different skills of theHowever, if the supervisor has no control over the different skills of the
workers  assigned  to  him,  a  large  portion  of  his  labor  cost  must  beworkers  assigned  to  him,  a  large  portion  of  his  labor  cost  must  be
considered non controllable by him.considered non controllable by him.
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As another example, the head of the accounting department may be ableAs another example, the head of the accounting department may be able
to  hire  as  many  accountants  as  he  needs.  But  he  must  pay  eachto  hire  as  many  accountants  as  he  needs.  But  he  must  pay  each
accountant  the  wage  established  for  persons  who  possess  the  skillsaccountant  the  wage  established  for  persons  who  possess  the  skills
necessary  for  the  job,  and  this  wage  is  usually  set  by  the  personnelnecessary  for  the  job,  and  this  wage  is  usually  set  by  the  personnel
department.  Thus,  the  number  of  employees  in  the  accountingdepartment.  Thus,  the  number  of  employees  in  the  accounting
department is controllable by the department head, but the rate at whichdepartment is controllable by the department head, but the rate at which
they are paid is controlled by the personnel department.they are paid is controlled by the personnel department.
  

 Learning Activity 1.5 

Answer the following questions.
1.1. “Advertising is period cost." Do you agree? Explain. “Advertising is period cost." Do you agree? Explain. 

                                                                                                                    
                                                                                                                    

2.2. The same cost can be direct or indirect cost" do you agree? Explain.The same cost can be direct or indirect cost" do you agree? Explain.
                                                                                                                    
                                                                                                                    

Cost classification for decision -making Cost classification for decision -making 
So far  the  focus  has  been on  cost  classifications  that  primarily  serveSo far  the  focus  has  been on  cost  classifications  that  primarily  serve
management's need to control and evaluate the operations of the firm. Atmanagement's need to control and evaluate the operations of the firm. At
this point we consider cost classifications that are useful to managementthis point we consider cost classifications that are useful to management
in making decisions that will affect future operations. in making decisions that will affect future operations. 

Decision problems arise whenever there are two or more alternative waysDecision problems arise whenever there are two or more alternative ways
to accomplish the same objective. They are resolved by forecasting theto accomplish the same objective. They are resolved by forecasting the
net benefits that would be received by forecasting the net benefits thatnet benefits that would be received by forecasting the net benefits that
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would be received under each alternative and selecting the alternativewould be received under each alternative and selecting the alternative
that  promises  the  highest  net  benefits.  Expected net  benefits  of  eachthat  promises  the  highest  net  benefits.  Expected net  benefits  of  each
alternative  may  be  defined,  in  general  ,  as  the  expected  value  to  bealternative  may  be  defined,  in  general  ,  as  the  expected  value  to  be
received less  the  expected  costs  associated  with  the  alternative.  Costreceived less  the  expected  costs  associated  with  the  alternative.  Cost
estimates for decision making are based on forecasts of the resourcesestimates for decision making are based on forecasts of the resources
that would be consumed under the various alternatives. that would be consumed under the various alternatives. 

Incremental costs Incremental costs 
Incremental costs are defined as the change in costs that will occur as theIncremental costs are defined as the change in costs that will occur as the
result of a charge in activity from base or reference level to another level.result of a charge in activity from base or reference level to another level.
The nature of  these costs is  best illustrated by the example shown inThe nature of  these costs is  best illustrated by the example shown in
exhibit  2.9.  The  base  or  reference  level  is  400,000  units;  this  mightexhibit  2.9.  The  base  or  reference  level  is  400,000  units;  this  might
represent the current level of operation, or it might be a contemplatedrepresent the current level of operation, or it might be a contemplated
level of activity for a future period. level of activity for a future period. 

Sunk costs Sunk costs 
Sunk costs are the costs of resources already acquired whose total will beSunk costs are the costs of resources already acquired whose total will be
unaffected by the choice among alternatives. As an example depreciationunaffected by the choice among alternatives. As an example depreciation
is a sunk cost since it represents an allocation of the cost of resourceis a sunk cost since it represents an allocation of the cost of resource
services  that  will  remain  the  same  whether  we  accept  or  reject  theservices  that  will  remain  the  same  whether  we  accept  or  reject  the
increased  output.  The  original  or  present  recorded  cost  of  an  assetincreased  output.  The  original  or  present  recorded  cost  of  an  asset
acquired in the past is also a sunk cost and should have no bearing onacquired in the past is also a sunk cost and should have no bearing on
whether to use or sell that asset today. Suppose we acquired a machinewhether to use or sell that asset today. Suppose we acquired a machine
for Br 10, 000 two years ago that we now list at a depreciated value of Brfor Br 10, 000 two years ago that we now list at a depreciated value of Br
8,000  the  asset  may  be  sold  today  for  Br  6,000  or  used  for  another8,000  the  asset  may  be  sold  today  for  Br  6,000  or  used  for  another
operating cycle , after which it will be sold for Br 5,000 . The fact that theoperating cycle , after which it will be sold for Br 5,000 . The fact that the
asset is listed on our records at Br 8,000 is generally irrelevant to ourasset is listed on our records at Br 8,000 is generally irrelevant to our
decision  to  use  or  sell  the  assets  today.  It  is  relevant  only  to  ourdecision  to  use  or  sell  the  assets  today.  It  is  relevant  only  to  our
computation of the tax effects of selling the assets today. If the asset iscomputation of the tax effects of selling the assets today. If the asset is
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sold today, a book loss of Br 2,000 (br. 8,000 -Br 6,000) will be recognizedsold today, a book loss of Br 2,000 (br. 8,000 -Br 6,000) will be recognized
and will produce a tax benefit (by reducing our tax bill) in the amount ofand will produce a tax benefit (by reducing our tax bill) in the amount of
Br 2,000 multiplied by the tax rate.Br 2,000 multiplied by the tax rate.

Opportunity costs Opportunity costs 
The opportunity cost of an asset in a specific alternative is the net benefitThe opportunity cost of an asset in a specific alternative is the net benefit
that would be received if the asset were utilized in its best alternativethat would be received if the asset were utilized in its best alternative
use. The opportunity costs of some assets may be difficult to measure inuse. The opportunity costs of some assets may be difficult to measure in
practice since the best alternative may not be known. practice since the best alternative may not be known. 

 Learning Activity 1.6 

Answer the following questions.
1.1. The sales department urges developing a new product and, as partThe sales department urges developing a new product and, as part

of  the  data  presented  in  support  of  its  proposal,  indicates  totalof  the  data  presented  in  support  of  its  proposal,  indicates  total
additional  cost  involved  (the  increase  in  total  cost).   What  costadditional  cost  involved  (the  increase  in  total  cost).   What  cost
concept is matched with the given statement?concept is matched with the given statement?

                                                                                                                    
                                                                                                                    

2.2. The management of a corporation considering replacing a machineThe management of a corporation considering replacing a machine
that  operates  satisfactorily  with  a  more  efficient  new  model.that  operates  satisfactorily  with  a  more  efficient  new  model.
Depreciation on the cost of the existing machine is omitted from theDepreciation on the cost of the existing machine is omitted from the
data  used  in  judging  the  proposal,  because  it  has  little  or  nodata  used  in  judging  the  proposal,  because  it  has  little  or  no
significance  with  respect  to  such  a  decision.  What  term of  costsignificance  with  respect  to  such  a  decision.  What  term of  cost
concept the above sentences describe?concept the above sentences describe?
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3.3. Explain what an opportunity cost is. Accountants do not ordinarilyExplain what an opportunity cost is. Accountants do not ordinarily
record opportunity costs in the formal accounting records.  Why?record opportunity costs in the formal accounting records.  Why?

                                                                                                                    
                                                                                                                    

1.5.1.5.  The use of linear, curvilinear and step functions and how The use of linear, curvilinear and step functions and how
their calculations are used to analyze cost behaviortheir calculations are used to analyze cost behavior

   Cost behavior and cost drivers   Cost behavior and cost drivers
   Cost behavior shows the direction in which the cost of an activity is   Cost behavior shows the direction in which the cost of an activity is

affected  by  changes  in  the  level  of  cost  driver.   Some  examples  ofaffected  by  changes  in  the  level  of  cost  driver.   Some  examples  of
activities  include  production,  machine  operation,  assembling,  productactivities  include  production,  machine  operation,  assembling,  product
inspection, purchasing and set-up.inspection, purchasing and set-up.

Cost driver is any factor whose change causes a change in the total costCost driver is any factor whose change causes a change in the total cost
of a related cost object.  There are many possible cost drivers and theof a related cost object.  There are many possible cost drivers and the
follo0wing are only some examples.follo0wing are only some examples.

                            ActivityActivity                             Cost driverCost driver
   - Production    - Production -number of units produced, number -number of units produced, number 
                                                                           of set ups, direct  labor                                                                           of set ups, direct  labor

hours, directhours, direct
                                                                           material costs.                                                                            material costs.                                 
   -Machine operation   -Machine operation                                         -machine hours operated                                          -machine hours operated 
   -Assembling                                                     -labor hours assembled    -Assembling                                                     -labor hours assembled 
   -Production inspection                                    -n   -Production inspection                                    -no o of productsof products  inspected    inspected    
   -Purchasing                                                      -purchase orders handled    -Purchasing                                                      -purchase orders handled 
   -Setup                                                               -set up hours     -Setup                                                               -set up hours  
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   -Maintenance                                                   - machine hours   -Maintenance                                                   - machine hours
   -Calling                                                             - number of calls   -Calling                                                             - number of calls

Costs based on cost behavior are classified as follows:Costs based on cost behavior are classified as follows:
a)a) Variable costs.Variable costs.
b)b) Fixed costs Fixed costs 
c)c) Mixed costsMixed costs
d)d) Step costsStep costs
e)e) Non-linear costsNon-linear costs

a) Variable costs a) Variable costs 
A variable  cost  is  a  cost  that  varies,  in  total,  in  direct  proportion  toA  variable  cost  is  a  cost  that  varies,  in  total,  in  direct  proportion  to
changes in the level of activity (cost driver). For instance, a 5% increasechanges in the level of activity (cost driver). For instance, a 5% increase
in the units production would produce a 5% increase in variable costs.in the units production would produce a 5% increase in variable costs.
However, the variable cost per unit of cost driver remains the same asHowever, the variable cost per unit of cost driver remains the same as
activity changes. Some example of variable costs include direct materialactivity changes. Some example of variable costs include direct material
costs, direct labor costs, indirect materials costs, factory utilities, powercosts, direct labor costs, indirect materials costs, factory utilities, power
to run machine, shipping costs and sale commission.            to run machine, shipping costs and sale commission.            

   It is important to note that when we speak of a cost as being variable, we   It is important to note that when we speak of a cost as being variable, we
mean the total rises and fall as the activity level rises and falls. This ideamean the total rises and fall as the activity level rises and falls. This idea
is presented below, assuming that a company's products cost $24:is presented below, assuming that a company's products cost $24:

     Units produced     Units produced cost per unit  ($)cost per unit  ($) Total  variable   CostTotal  variable   Cost
($)  ($)  

11 2424 2424
500500 2424 1200012000

10001000 2424 2400024000
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TVCTVC
24,00024,000

                                                                                     24                                                                                     24 VC/UVC/U
12,00012,000

                   500     1000     1500                   500     1000     1500
                                                                                                  500    1000                                                                                                  500    1000
1500     1500     
               Volume of cost driver                                             Volume of cost               Volume of cost driver                                             Volume of cost
driver driver 
      

Exhibit 1.4 variable cost behavior Exhibit 1.4 variable cost behavior 
As the above graphs show, total variable cost increases proportionatelyAs the above graphs show, total variable cost increases proportionately
with activity. When the volume of activity (units produced) doubles fromwith activity. When the volume of activity (units produced) doubles from
500 to 1000 total  variable cost  doubles  from birr  12000 to 24000.  In500 to 1000 total  variable cost  doubles  from birr  12000 to 24000.  In
contrast, a variable cost on a per unit basis remains constant birr 24 ascontrast, a variable cost on a per unit basis remains constant birr 24 as
the volume of output increases. The following formula can used to showthe volume of output increases. The following formula can used to show
total variable and unit variable costs respectively.total variable and unit variable costs respectively.

   TVC=UVC x A, where   TVC=UVC x A, where
TVC-Total variable costTVC-Total variable cost
UVC-unit variable costUVC-unit variable cost
A-activity volumeA-activity volume

      UVC=TVC/A      UVC=TVC/A
b) Fixed costsb) Fixed costs

A fixed cost is a cost that remains constant, in total regardless of changesA fixed cost is a cost that remains constant, in total regardless of changes
in the level of activity. Unlike variable costs, fixed costs are not affectedin the level of activity. Unlike variable costs, fixed costs are not affected
by changes in activity. Consequently, as the activity level rises and falls,by changes in activity. Consequently, as the activity level rises and falls,
the fixed costs remain constant in total amount unless influenced by somethe fixed costs remain constant in total amount unless influenced by some
outside  force,  such  as  price  changes.  Some  examples  of  fixed  costsoutside  force,  such  as  price  changes.  Some  examples  of  fixed  costs
include rental costs for building, machinery and equipment, depreciationinclude rental costs for building, machinery and equipment, depreciation
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of  building,  machinery  and  equipment,  property  tax  on  building,of  building,  machinery  and  equipment,  property  tax  on  building,
insurance costs, salaries of permanent workers; advertising costs, plantinsurance costs, salaries of permanent workers; advertising costs, plant
administration, and plant supervisor's salary.   administration, and plant supervisor's salary.   

When we say a cost is fixed we mean it is fixed within some relevantWhen we say a cost is fixed we mean it is fixed within some relevant
range.  The  relevant  range  is  the  range  of  activity  within  which  therange.  The  relevant  range  is  the  range  of  activity  within  which  the
assumptions  about  variable  and  fixed  costs  are  valid.  For  instance,assumptions  about  variable  and  fixed  costs  are  valid.  For  instance,
assume that MAD electric plant has relevant range of between 40000 andassume that MAD electric plant has relevant range of between 40000 and
80000 cases of   light bulbs per month and that total monthly fixed costs80000 cases of   light bulbs per month and that total monthly fixed costs
within relevant range is birr 80000. Within the relevant range of 40000 towithin relevant range is birr 80000. Within the relevant range of 40000 to
80000 cases a month, fixed costs will remain the same. If production falls80000 cases a month, fixed costs will remain the same. If production falls
below 40,000 cases, change in personnel and salaries would slash fixedbelow 40,000 cases, change in personnel and salaries would slash fixed
costs to an amount below birr 800,000. If operations rise above 80000costs to an amount below birr 800,000. If operations rise above 80000
cases, increase in personnel and salaries would boost fixed costs abovecases, increase in personnel and salaries would boost fixed costs above
Br. 800000.Br. 800000.

  The basic idea of a relevant range also applies to variable costs. That is,  The basic idea of a relevant range also applies to variable costs. That is,
outside relevant range some variable cost such as fuel consumed mayoutside relevant range some variable cost such as fuel consumed may
behave  differently  per  unit  of  cost  driver  activity.  For  example,  thebehave  differently  per  unit  of  cost  driver  activity.  For  example,  the
efficiency of motor is affected if they are used too much or too little. efficiency of motor is affected if they are used too much or too little. 

Fixed costs can create difficulties if it becomes necessary to express theFixed costs can create difficulties if it becomes necessary to express the
cost on a per unit bases. This is because if fixed costs are expressed on acost on a per unit bases. This is because if fixed costs are expressed on a
per  unit  basis,  they  will  react  inversely  with  changes  in  activity.  Forper  unit  basis,  they  will  react  inversely  with  changes  in  activity.  For
instance, suppose that MAD clinic rents a machine for Br. 8000 per monthinstance, suppose that MAD clinic rents a machine for Br. 8000 per month
that tests blood samples for the presence of leukemia cells. The Br. 8000that tests blood samples for the presence of leukemia cells. The Br. 8000
monthly rental cost will be sustained regardless of the number of testsmonthly rental cost will be sustained regardless of the number of tests
that may be performed during the month. Assume also that the capacitythat may be performed during the month. Assume also that the capacity
of the leukemia diagnostic machine at the MAD clinic is Br. 2000 tests perof the leukemia diagnostic machine at the MAD clinic is Br. 2000 tests per
month. In the clinic the average cost per test will fall as the number ofmonth. In the clinic the average cost per test will fall as the number of
tests performed increases. This is because the Br. 8000 rental cost will betests performed increases. This is because the Br. 8000 rental cost will be
spread over more tests. Conversely, as the number of tests performed inspread over more tests. Conversely, as the number of tests performed in
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the clinic declines. The average cost per test will rises as the Br. 8000the clinic declines. The average cost per test will rises as the Br. 8000
rental cost is spread over fewer tests. This concept is illustrated in therental cost is spread over fewer tests. This concept is illustrated in the
table below and in graphic form in exhibit 2.4.    table below and in graphic form in exhibit 2.4.    

              

 Monthly Rental cost    No. of Tests performed Monthly Rental cost    No. of Tests performed                Average               Average
cost per testcost per test

        Br. 8,000        Br. 8,000 1010       Br. 8,000      Br. 8,000

              8,000              8,000 500500 1616

              8,000              8,000 20002000 44

CostCost          8000         8000
 8,000 8,000 TFCTFC

CostCost FC /unit FC /unit 

500            2000500            2000 500                  2000500                  2000
Volume of activity                                                  Volume of activity Volume of activity                                                  Volume of activity 

Exhibit 1.5 fixed cost behaviorExhibit 1.5 fixed cost behavior
  
Major assumptionMajor assumption
The  definitions  of  variable  and  fixed  costs  have  important  underlyingThe  definitions  of  variable  and  fixed  costs  have  important  underlying
assumptions:assumptions:

1.1. The  cost  objects  must  be  specified.  Examples  are  activities,The  cost  objects  must  be  specified.  Examples  are  activities,
products, Services, projects, departments, etc.products, Services, projects, departments, etc.

2.2. The time span must be specified. Examples are months, quarters,The time span must be specified. Examples are months, quarters,
years, and product life cycle.years, and product life cycle.

3.3. Costs are linear that is, when plotted on ordinary graph paper; aCosts are linear that is, when plotted on ordinary graph paper; a
total cost in relation to the cost driver will appear as an unbrokentotal cost in relation to the cost driver will appear as an unbroken
straight line.straight line.
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4.4. For  the  time  being,  all  costs  are  either    variable  or  fixed.  InFor  the  time  being,  all  costs  are  either    variable  or  fixed.  In
practice,  of  course,  classification  is  difficult  and  nearly  alwayspractice,  of  course,  classification  is  difficult  and  nearly  always
necessities some simplifying assumptionsnecessities some simplifying assumptions

5.5. There is only one cost driver. The influences of other possible costThere is only one cost driver. The influences of other possible cost
drivers  in  the  total  cost  are  held  constant  or  deemed  to  bedrivers  in  the  total  cost  are  held  constant  or  deemed  to  be
insignificant.  Volume,  often  expressed  in  measures  of  unitsinsignificant.  Volume,  often  expressed  in  measures  of  units
produced or sold.produced or sold.

6.6. The  relevant  range  of  fluctuation  in  the  cost  driver  must  beThe  relevant  range  of  fluctuation  in  the  cost  driver  must  be
specified.specified.

Committed fixed costs vs. discretionary fixed costsCommitted fixed costs vs. discretionary fixed costs
Sometimes accountants  further  classify  fixed costs  as  committed fixedSometimes accountants  further  classify  fixed costs  as  committed fixed
costs and discretionary fixed costs.        costs and discretionary fixed costs.        

Committed fixed costs:Committed fixed costs: they are costs that result from having property, they are costs that result from having property,
plant,  equipment,  and  key  managerial  personnel.  In  the  short  run,plant,  equipment,  and  key  managerial  personnel.  In  the  short  run,
managers  can  do  little  to  change  their  amounts.  Examples  includemanagers  can  do  little  to  change  their  amounts.  Examples  include
depreciation,  property  taxes,  insurance  for  plant  and  equipment,  longdepreciation,  property  taxes,  insurance  for  plant  and  equipment,  long
term lease amounts, and salaries of key personnel. term lease amounts, and salaries of key personnel. 

Committed fixed costs usually are incurred in large, indivisible “chunks"Committed fixed costs usually are incurred in large, indivisible “chunks"
that the organization is obligate to incur or usually would not considerthat the organization is obligate to incur or usually would not consider
avoiding. avoiding. 

Discretionary  fixed  costs:Discretionary  fixed  costs: discretionary  fixed  costs,  also  called discretionary  fixed  costs,  also  called
managed  fixed  costs  (1)  arise  from  periodic  (usually  yearly)  budgetmanaged  fixed  costs  (1)  arise  from  periodic  (usually  yearly)  budget
decisions that reflect top- management policies,  and (2)  have no cleardecisions that reflect top- management policies,  and (2)  have no clear
relationship between inputs and outputs.  Examples include advertisingrelationship between inputs and outputs.  Examples include advertising
and  promotion,  public  relations,  employee  training  programs,and  promotion,  public  relations,  employee  training  programs,
management salaries, short-term renewable costs, system development,management salaries, short-term renewable costs, system development,
research and development, and contributions to charitable organization. research and development, and contributions to charitable organization. 
 C) Mixed costs
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A mixed cost is a cost that has both a fixed and variable component. ManyA mixed cost is a cost that has both a fixed and variable component. Many
costs such as repair and maintenance, electricity, telephone, and watercosts such as repair and maintenance, electricity, telephone, and water
costs are incurred in such a way that part of the cost varies with the levelcosts are incurred in such a way that part of the cost varies with the level
of activity and part of it does not. The number of repairs required oftenof activity and part of it does not. The number of repairs required often
depends on how much the equipment has been used. Thus, the repairsdepends on how much the equipment has been used. Thus, the repairs
and their  cost  vary  with  the  level  of  production.  Maintenance  that  isand their  cost  vary  with  the  level  of  production.  Maintenance  that  is
performed periodically depends only on the passage of time, not on theperformed periodically depends only on the passage of time, not on the
level of activity. Therefore, the cost includes both a fixed component andlevel of activity. Therefore, the cost includes both a fixed component and
a variable component and as labeled a mixed cost. a variable component and as labeled a mixed cost. 

Electricity costs also are often mixed costs. Part of the electricity costsElectricity costs also are often mixed costs. Part of the electricity costs
depends on the amount of time the equipment is operated. This part isdepends on the amount of time the equipment is operated. This part is
variable. Part of the cost is incurred for lights and perhaps heating orvariable. Part of the cost is incurred for lights and perhaps heating or
cooling. This part of the cost does not depend on the level of activity andcooling. This part of the cost does not depend on the level of activity and
therefore is fixed. therefore is fixed. 

Telephone  costs  are  also  typically  mixed  costs.  The  telephone  cost  isTelephone  costs  are  also  typically  mixed  costs.  The  telephone  cost  is
made up of a fixed monthly service charges and a variable charge thatmade up of a fixed monthly service charges and a variable charge that
depends or the number of message units used charge that depends on thedepends or the number of message units used charge that depends on the
number of message units used during the month. The same concept isnumber of message units used during the month. The same concept is
true for water costs. true for water costs. 

The  sum up,  the  fixed  portion  of  a  mixed  cost  represents  the  basic,The  sum up,  the  fixed  portion  of  a  mixed  cost  represents  the  basic,
minimum cost of the just having a service ready and available for use.minimum cost of the just having a service ready and available for use.
The variable portion represents the cost incurred for actual consumptionsThe variable portion represents the cost incurred for actual consumptions
of the service. The variable element varies in proportion to the amount ofof the service. The variable element varies in proportion to the amount of
service that is consumed. service that is consumed. 

d) Step costsd) Step costs
A step cost is a cost that remains fixed in total over a range of activity,A step cost is a cost that remains fixed in total over a range of activity,
then increases in steps to another level of activity where it again remainsthen increases in steps to another level of activity where it again remains
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fixed in total over a range of activity. This process may repeat itself manyfixed in total over a range of activity. This process may repeat itself many
times. times. 

Example: Assume that the Three-Honey Company owned and operated byExample: Assume that the Three-Honey Company owned and operated by
T, R, and D needs a supervisor for every 20,000 units. Assume also that aT, R, and D needs a supervisor for every 20,000 units. Assume also that a
supervisor's salary is also Br 1,000. supervisor's salary is also Br 1,000. 
                  
        Output                         No of                                   Total        Output                         No of                                   Total
monthly monthly 
          Range                          supervisor                         Cost of          Range                          supervisor                         Cost of
supervisors supervisors 
       01- 20,000        01- 20,000      1      1          Br 1,000          Br 1,000 
20,001- 40,000 20,001- 40,000                  2                  2   2,000    2,000  
40,001- 60,000                             3                                           3,000 40,001- 60,000                             3                                           3,000 
60,001 - 80,000                            4                                           4,00060,001 - 80,000                            4                                           4,000
80,001 -100,000                           580,001 -100,000                           5   5,000  5,000

The behavior of step cost is shown graphically in The behavior of step cost is shown graphically in EExhibit 1.6xhibit 1.6  
          

    6,000    6,000
    5,000    5,000

4,0004,000
3,0003,000
2,0002,000
1,0001,000

20     40     60     80      10020     40     60     80      100
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Volume of activity ('000) Volume of activity ('000) 
Exhibit 1.7 step cost behaviorExhibit 1.7 step cost behavior
e) Non liner costs e) Non liner costs 
A non-linear cost is a cost that varies with the volume of activity but notA non-linear cost is a cost that varies with the volume of activity but not
proportionally  or  consistently.  Non-linear  costs  may  increase  at  aproportionally  or  consistently.  Non-linear  costs  may  increase  at  a
decreasing rate or at an increasing rate. Exhibit 2.7 shows a non-lineardecreasing rate or at an increasing rate. Exhibit 2.7 shows a non-linear
cost that increases at a decreasing rate. This type of cost is referred to ascost that increases at a decreasing rate. This type of cost is referred to as
a learning curve cost. The terms originate from the observed decrease ina learning curve cost. The terms originate from the observed decrease in
labor costs that sometimes occurs, as employee becomes familiar with alabor costs that sometimes occurs, as employee becomes familiar with a
new task. new task. 

AverageAverage
DL DL 
Hours  Hours  
Per unit Per unit 

Average cost Average cost 

                              Cumulative units                               Cumulative units 
Exhibit 1.8 The behavior of non-linear cost Exhibit 1.8 The behavior of non-linear cost 
As the graph in  As the graph in  exhibit 1.8exhibit 1.8 shows,  the unit  variable cost  declines as shows,  the unit  variable cost  declines as
activity  increase.  Put  differently,  this  cost  exhibit  decreasing marginalactivity  increase.  Put  differently,  this  cost  exhibit  decreasing marginal
costs (the cost of producing the next unit) or this type of cost behavior iscosts (the cost of producing the next unit) or this type of cost behavior is
characterized  by  smaller  cost  per  unit  of  output  as  activity  levelcharacterized  by  smaller  cost  per  unit  of  output  as  activity  level
increases. increases. 

 Learning Activity 1.7 

Answer the following questions.
1.1. What  do managerial  accountants  mean when they  speak of  costWhat  do managerial  accountants  mean when they  speak of  cost
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behavior?behavior?
                                                                                                                    
                                                                                                                    

2.2. Classify each of the following costs as variable or fixed or mixed.Classify each of the following costs as variable or fixed or mixed.
a)a) Depreciation of an office building based on straight line method. Depreciation of an office building based on straight line method. 
b)b) Costs of raw materials used in producing a firm's products. Costs of raw materials used in producing a firm's products. 
c)c) Leasing costs of a delivery truck, which is Br 9,500 per monthLeasing costs of a delivery truck, which is Br 9,500 per month
and Br 38 per mile.and Br 38 per mile.
d) Local property taxes on land and buildings. d) Local property taxes on land and buildings. 

1.6.1.6. Flow of costs in a manufacturing company Flow of costs in a manufacturing company 
The principles and procedures existing in accounting would also exist in The principles and procedures existing in accounting would also exist in 
cost accounting. Cost accounting consists of a system that is concerned cost accounting. Cost accounting consists of a system that is concerned 
with precise recording and measurement of cost elements as they with precise recording and measurement of cost elements as they 
originate and flow through the productive process. originate and flow through the productive process. 
Generally, the accounts that describe manufacturing operations are Generally, the accounts that describe manufacturing operations are 
materials, payroll, factory overhead- control, and work -in -process, materials, payroll, factory overhead- control, and work -in -process, 
finished goods, and cost of goods sold. These accounts are used to finished goods, and cost of goods sold. These accounts are used to 
recognize, and measure the flow of costs in each fiscal period from the recognize, and measure the flow of costs in each fiscal period from the 
acquisition of materials, through factory operations, to the cost of acquisition of materials, through factory operations, to the cost of 
products sold and are known as cost accounts. products sold and are known as cost accounts. 

1.6.1 Schedule of cost of goods manufactured1.6.1 Schedule of cost of goods manufactured
 Cost  of  goods  manufactured  refers  to  the  cost  of  goods  brought  to Cost  of  goods  manufactured  refers  to  the  cost  of  goods  brought  to
completion,  whether  they  were  started  before  or  during  the  currentcompletion,  whether  they  were  started  before  or  during  the  current
accounting period. Some of the manufacturing costs incurred during theaccounting period. Some of the manufacturing costs incurred during the
year  are  held  back  as  cost  of  the  ending  work-in-process  inventory.year  are  held  back  as  cost  of  the  ending  work-in-process  inventory.
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Similarly, the costs of the beginning work-in-process inventory becomeSimilarly, the costs of the beginning work-in-process inventory become
part of the cost of goods manufactured for the year.  The schedule thatpart of the cost of goods manufactured for the year.  The schedule that
shows this information is called schedule of cost of goods manufactured. shows this information is called schedule of cost of goods manufactured. 

Cross Manufacturing CompanyCross Manufacturing Company
Schedule of cost of goods manufacturedSchedule of cost of goods manufactured
For the year ended December 31,20xxFor the year ended December 31,20xx

Direct material costs: Direct material costs: 
Beginning directs materials inventory Beginning directs materials inventory    Br 60,000    Br 60,000 
Add: purchases of directs materials (net)Add: purchases of directs materials (net)               400,000400,000  
Cost of directs materials available for use Cost of directs materials available for use                    460,000                    460,000 
Deduct: Ending direct materials inventory Deduct: Ending direct materials inventory                                           50,00050,000  
Direct materials used in production Direct materials used in production            Br           Br
410,000410,000
Directs labor cost  Directs labor cost                    60,000                   60,000 
Manufacturing overhead: Manufacturing overhead: 
    Indirect labor     Indirect labor Br 100,000 Br 100,000 
    Insurance, factory                                                           6,000    Insurance, factory                                                           6,000
    Machine rental     Machine rental                   50,000                  50,000
    Heat, light, and power, factory                                      75,000     Heat, light, and power, factory                                      75,000 
    Supplies                                                                         21,000    Supplies                                                                         21,000
    Depreciation, factory                                                     90,000    Depreciation, factory                                                     90,000
    Property taxes, factory                                                         Property taxes, factory                                                     8,0008,000
Total  overhead  costsTotal  overhead  costs
Br.Br.350, 000350, 000
Manufacturing costs incurred during the year                                     BrManufacturing costs incurred during the year                                     Br
820,000 820,000 
Add: Beginning work -in-process inventoryAdd: Beginning work -in-process inventory
90,00090,000                                                       Total manufacturing costs                                                       Total manufacturing costs
account for                                                Br.910, 000account for                                                Br.910, 000
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Deducts:  ending  work-in-process  inventoryDeducts:  ending  work-in-process  inventory
60,00060,000
Cost  of  goods  manufacturedCost  of  goods  manufactured
Br.850, 000Br.850, 000

Exhibits 1.9 schedule of cost of goods manufactured Exhibits 1.9 schedule of cost of goods manufactured 

Note that the beginning work-in-process inventory must be added to theNote that the beginning work-in-process inventory must be added to the
manufacturing  costs  of  the  period,  and  the  ending  work-in-processmanufacturing  costs  of  the  period,  and  the  ending  work-in-process
inventory must be deducted to arrive at the cost of goods manufactured. inventory must be deducted to arrive at the cost of goods manufactured. 

In a manufacturing business cost of goods manufactured information isIn a manufacturing business cost of goods manufactured information is
used to determine cost of goods sold for the period as shown in Exhibitused to determine cost of goods sold for the period as shown in Exhibit
2.12. 2.12. 
Computation of cost of goods soldComputation of cost of goods sold
Beginning finished goods inventory                                                     Br.Beginning finished goods inventory                                                     Br.
125,000 125,000 
Add:  cost  of  goods  manufacturedAdd:  cost  of  goods  manufactured
850,000850,000
Cost of goods available for sale                                                             BrCost of goods available for sale                                                             Br
975,000 975,000 
Deducts:  Ending  finished  goods  inventoryDeducts:  Ending  finished  goods  inventory
175,000 175,000 
Cost of goods sold                                                                                Cost of goods sold                                                                                BrBr
800,00 800,00           

            
1.7.1.7.  SUMMARY  SUMMARY 
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 Accounting  is  the  system  that  measures  business  activities,Accounting  is  the  system  that  measures  business  activities,

processes that information into reports and communicates these findingsprocesses that information into reports and communicates these findings
to decision makersto decision makers.  As part  of  accounting,  managerial  accounting and. As part  of  accounting,  managerial  accounting and
financial accounting both deal with economic events and reports aboutfinancial accounting both deal with economic events and reports about
them.  But  the  two  areas  of  accounting  are  different  in  many  ways,them.  But  the  two  areas  of  accounting  are  different  in  many  ways,
primarily  because  they  serve  different  audiences.  Managerialprimarily  because  they  serve  different  audiences.  Managerial
accounting  serves  internal  mangers  in  organizations.  In  businesses,accounting  serves  internal  mangers  in  organizations.  In  businesses,
mangers associated with sales, production, finance, and accounting andmangers associated with sales, production, finance, and accounting and
top executives all use accounting date for planning and control, includingtop executives all use accounting date for planning and control, including
decision  making  and  performance  evaluation.  Whereas  financialdecision  making  and  performance  evaluation.  Whereas  financial
accounting primarily  focuses  on primary  users  (such as  Investors  andaccounting primarily  focuses  on primary  users  (such as  Investors  and
Creditors)Creditors)
  
Cost  accounting  has  developed  as  a  specialty  within  the  field  ofCost  accounting  has  developed  as  a  specialty  within  the  field  of
accounting  at  the  same  time  that  business  enterprises  become  moreaccounting  at  the  same  time  that  business  enterprises  become  more
complex  and  its  role,  includes  planning,  budgeting,  controlling  costs,complex  and  its  role,  includes  planning,  budgeting,  controlling  costs,
determining  profits,  choosing  among  alternatives,  and  providingdetermining  profits,  choosing  among  alternatives,  and  providing
information for bidding. information for bidding. 
In this unit, several cost terms, concepts, and classification are definedIn this unit, several cost terms, concepts, and classification are defined
and illustrated.  How the  costs  will  be  for  preparing  external  reports,and illustrated.  How the  costs  will  be  for  preparing  external  reports,
predicting  cost  behavior,  assigning  cost  to  cost  objects,  or  decisionpredicting  cost  behavior,  assigning  cost  to  cost  objects,  or  decision
making will dictate how the costs will be classified. making will dictate how the costs will be classified. 

For purposes of valuing inventories and determining expenses, costs areFor purposes of valuing inventories and determining expenses, costs are
classified  as  either  products  costs  or  period  costs,  product  costs  areclassified  as  either  products  costs  or  period  costs,  product  costs  are
assigned to inventories and are considered assets until the products areassigned to inventories and are considered assets until the products are
sold. At the point of sale, product cost become cost of goods sold on thesold. At the point of sale, product cost become cost of goods sold on the
income statement.  Period  costs,  in  contrast,  are  taken directly  to  theincome statement.  Period  costs,  in  contrast,  are  taken directly  to  the
income statement as expenses in the period in which they are incurred. income statement as expenses in the period in which they are incurred. 
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For purposes of predicting cost behavior how cost will reacts to changesFor purposes of predicting cost behavior how cost will reacts to changes
in activity-mangers commonly classify costs into five categories: variable,in activity-mangers commonly classify costs into five categories: variable,
fixed,  mixed,  step,  and  nonlinear.  Variable  costs,  in  total,  are  strictlyfixed,  mixed,  step,  and  nonlinear.  Variable  costs,  in  total,  are  strictly
proportional to activity. Thus, the variable cost per unit is constant. Fixedproportional to activity. Thus, the variable cost per unit is constant. Fixed
costs, in total, remain at the same level for changes in activity that occurscosts, in total, remain at the same level for changes in activity that occurs
within the relevant range. Thus, the average fixed cost per unit decreaseswithin the relevant range. Thus, the average fixed cost per unit decreases
as the number of unit increases and vice versa. Mixed cost has both aas the number of unit increases and vice versa. Mixed cost has both a
fixed and a variable component. Step cost remains fixed in total over afixed and a variable component. Step cost remains fixed in total over a
range of volume, then jumps to a new level and remains fixed at that levelrange of volume, then jumps to a new level and remains fixed at that level
until the next jump. Nonlinear cost varies with the volume of activity butuntil the next jump. Nonlinear cost varies with the volume of activity but
not proportionately. not proportionately. 

For  purposes  of  assigning  costs  to  cost  objects  such  as  products  orFor  purposes  of  assigning  costs  to  cost  objects  such  as  products  or
departments, costs are classified as directs or indirect. Direct costs candepartments, costs are classified as directs or indirect. Direct costs can
be  conveniently  traced  to  the  cost  objects.  Indirect  costs  cannot  bebe  conveniently  traced  to  the  cost  objects.  Indirect  costs  cannot  be
conveniently  traced  to  cost  objects.  The  terms  controllable  andconveniently  traced  to  cost  objects.  The  terms  controllable  and
uncontrollable are used to describe the extent to which a manger canuncontrollable are used to describe the extent to which a manger can
influence a cost.influence a cost.

 For  purposes  of  making  decisions,  concepts  of  incremental  costs, For  purposes  of  making  decisions,  concepts  of  incremental  costs,
opportunity costs,  and sunk costs are of vital  importance. Incrementalopportunity costs,  and sunk costs are of vital  importance. Incremental
costs are the cost items that differ between alternatives. Opportunity costcosts are the cost items that differ between alternatives. Opportunity cost
is  the  benefit  that  is  forgone  when  one  alternative  is  selected  overis  the  benefit  that  is  forgone  when  one  alternative  is  selected  over
another.  Sunk cost  is  a  cost  that  occurred in the  past  and cannot  beanother.  Sunk cost  is  a  cost  that  occurred in the  past  and cannot  be
altered. Incremental and opportunity costs should be carefully consideredaltered. Incremental and opportunity costs should be carefully considered
in decisions. Sunk cost is always irrelevant in decisions and should bein decisions. Sunk cost is always irrelevant in decisions and should be
ignored. ignored. 

Cost  of  goods  manufactured  refers  to  the  cost  of  goods  brought  toCost  of  goods  manufactured  refers  to  the  cost  of  goods  brought  to
completion,  whether  they  were  started  before  or  during  the  currentcompletion,  whether  they  were  started  before  or  during  the  current
accounting period. Schedule of cost of goods manufactured shows howaccounting period. Schedule of cost of goods manufactured shows how
cost of goods manufactured during a year is determined. cost of goods manufactured during a year is determined. 
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1.8.1.8.  MODEL EXAMINATION QUESTIONS MODEL EXAMINATION QUESTIONS

Part I. Write the word “True” if the statement is correct and thePart I. Write the word “True” if the statement is correct and the
word “False” if the statement is incorrect.word “False” if the statement is incorrect.
___________1.  Cost of  finished goods does not  include factory overhead___________1.  Cost of  finished goods does not  include factory overhead
costs-since factory overhead costs can’t be identified cost effectively withcosts-since factory overhead costs can’t be identified cost effectively with
a particular product or job.a particular product or job.
________________2.  After  manufacturing  overhead  costs  have  been________________2.  After  manufacturing  overhead  costs  have  been
accumulated, departments must allocate these costs to jobs or products.accumulated, departments must allocate these costs to jobs or products.
________________3.  Under  a  job  order  cost  system,  the  costs  are________________3.  Under  a  job  order  cost  system,  the  costs  are
accumulated for each department with in the factory.accumulated for each department with in the factory.
________________4. Costs that are incurred in marketing the product and________________4. Costs that are incurred in marketing the product and
delivering the sold product to customers are not part of manufacturingdelivering the sold product to customers are not part of manufacturing
costs.costs.
________________5. As a practical matter, in order for costs to be classified________________5. As a practical matter, in order for costs to be classified
as direct  material  cost,  the cost  must  only  be  an integral  part  of  theas direct  material  cost,  the cost  must  only  be  an integral  part  of  the
finished product. finished product. 
________________6. Manufacturing cost is the sum of conversion cost and________________6. Manufacturing cost is the sum of conversion cost and
prime cost of a given period. prime cost of a given period. 
________________7.  The time card shows the  total  hours  worked by the________________7.  The time card shows the  total  hours  worked by the
employee each day and also the particular job worked on.employee each day and also the particular job worked on.
________________  8.  A  debit  balance  in  the  Manufacturing  Overhead________________  8.  A  debit  balance  in  the  Manufacturing  Overhead
account  at  the end of  a  period would mean that  overhead was underaccount  at  the end of  a  period would mean that  overhead was under
applied for the period.applied for the period.
_________________9. All the raw materials purchased during a period are_________________9. All the raw materials purchased during a period are
included in the cost of goods manufactured figure.included in the cost of goods manufactured figure.
_________________10.  Actual  manufacturing  overhead  costs  are  charged_________________10.  Actual  manufacturing  overhead  costs  are  charged
directly to the Work in Process account as the costs are incurred.directly to the Work in Process account as the costs are incurred.
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Part II. Work OutPart II. Work Out
1. Cross incorporated produces a single product. The following data1. Cross incorporated produces a single product. The following data
apply to the period just ended. apply to the period just ended. 

    
Inventories                                          Beginning                         EndingInventories                                          Beginning                         Ending
Direct materials                                       br 100                                 BrDirect materials                                       br 100                                 Br
70 70 
Work-in-process                                           140Work-in-process                                           140
150 150 
Finished goods                                              200Finished goods                                              200
300    300    
        

The following additional information has been provided: The following additional information has been provided: 
-- The  total  materials  available  for  use  during  the  periodThe  total  materials  available  for  use  during  the  period

amounted to br 250.amounted to br 250.
-- Prime costs assigned to production during the period totaledPrime costs assigned to production during the period totaled

Br 400. Br 400. 
-- Overhead costs amounted to 50% of direct labor cost. Overhead costs amounted to 50% of direct labor cost. 
-- Sales  for  the period were Br 1,000 and net  income beforeSales  for  the period were Br 1,000 and net  income before

taxes was br 250. taxes was br 250. 
Required:Required: Prepare a statement of cost of goods manufactured and an Prepare a statement of cost of goods manufactured and an
income statement for Cross Company.income statement for Cross Company.

2.2. Following are several words; choose the cost term or terms aboveFollowing are several words; choose the cost term or terms above
that  appropriately  describe  the  costs  identified  in  each  of  thethat  appropriately  describe  the  costs  identified  in  each  of  the
following situations. A cost term can be used more than once. following situations. A cost term can be used more than once. 

Fixed cost                                Conversion cost Fixed cost                                Conversion cost 
Variable cost                            prime cost Variable cost                            prime cost 
Mixed cost                               opportunity cost Mixed cost                               opportunity cost 
Period cost                               sunk cost Period cost                               sunk cost 
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Product cost                             step cost Product cost                             step cost 
i)  Deprecation  on  the  equipment  used  to  print    the  book  would  bei)  Deprecation  on  the  equipment  used  to  print    the  book  would  be
classified by  Artistic  printing enterprise  as  a  __________________________classified by  Artistic  printing enterprise  as  a  __________________________
cost. However, depreciation on any equipment used by the company iscost. However, depreciation on any equipment used by the company is
selling  and  administrator  activities  would  be  classified  as  aselling  and  administrator  activities  would  be  classified  as  a
___________cost.  In  terms  of  cost  behavior,  depreciation  would  be___________cost.  In  terms  of  cost  behavior,  depreciation  would  be
classified as a __________________cost.                 classified as a __________________cost.                 
ii)  Taken  together,  the  direct  labor  cost  and  manufacturing  overheadii)  Taken  together,  the  direct  labor  cost  and  manufacturing  overhead
cost  involved  in  the  manufacture  of  a  product  would  be  called  acost  involved  in  the  manufacture  of  a  product  would  be  called  a
_____________cost._____________cost.
iii)  MAD  company  sells  its  product  through  agents  who  are  paid  aiii)  MAD  company  sells  its  product  through  agents  who  are  paid  a
commission  on  each  book  sold.  The  company  would  classify  thesecommission  on  each  book  sold.  The  company  would  classify  these
commissions as a _______________ cost. commissions as a _______________ cost. 
iv)  The sum of direct material and direct labor makes up a _________cost. iv)  The sum of direct material and direct labor makes up a _________cost. 
3.3. “For a furniture manufacturer, glue or tacks become an integral part of“For a furniture manufacturer, glue or tacks become an integral part of

the  finished product,  so  they  would  be  direct  material.”  Do  youthe  finished product,  so  they  would  be  direct  material.”  Do  you
agree? Explain. agree? Explain. 

4.4. Explain “economically feasible” or cost  effective “as applied to costExplain “economically feasible” or cost  effective “as applied to cost
accounting. accounting. 

5.5. Give three examples of cost object. Give three examples of cost object. 
6.6. Classify each of the following costs based on function. Classify each of the following costs based on function. 

a)a) Directs labor costs Directs labor costs 
b)b) Quality inspection costs Quality inspection costs 
c)c) Factory depreciation Factory depreciation 
d)d) Rent for plant facility Rent for plant facility 
e)e) Advertising expenses Advertising expenses 
f)f) Directs materials costs Directs materials costs 
g)g) Sales commissions Sales commissions 
h)h) Gasoline expenses for delivery trucks Gasoline expenses for delivery trucks 
i)i) Accounting clerks’ salaries Accounting clerks’ salaries 
j)j) Office building property taxes Office building property taxes 
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6. Classify each of the following costs as a variable or a fixed cost. 6. Classify each of the following costs as a variable or a fixed cost. 
a)a) Transportation-in cots on materials purchased.Transportation-in cots on materials purchased.
b)b) Assembly line workers’ wages. Assembly line workers’ wages. 
c)c) Salaries of top executives in the company. Salaries of top executives in the company. 
d)d) Overtime premium for assembly workers. Overtime premium for assembly workers. 
e)e) Production supervisory salaries. Production supervisory salaries. 
f)f) Supplies used in assembly work. Supplies used in assembly work. 
g)g) Power to operate factory equipment. Power to operate factory equipment. 

7.  What  is  the  difference  between  discretionary  and  committed  fixed7.  What  is  the  difference  between  discretionary  and  committed  fixed
costs? costs? 
8. “My variable costs are br. 2 per unit. If I want to increase production8. “My variable costs are br. 2 per unit. If I want to increase production
fromfrom
     100,000 units to 150,000 units, my costs should go up by only br.     100,000 units to 150,000 units, my costs should go up by only br.
100,000.”100,000.”
     Comment.      Comment. 
9. Graph for the descriptions of cost elements given below. 9. Graph for the descriptions of cost elements given below. 

a)a) Depreciation  of  equipment,  where  the  amount  of  depreciationDepreciation  of  equipment,  where  the  amount  of  depreciation
charged is computed by the units of production method. charged is computed by the units of production method. 

b)b) Electricity  bill,  a  flat  charge plus  a  variable  cost  after  a  certainElectricity  bill,  a  flat  charge plus  a  variable  cost  after  a  certain
number of kilowatt hours are used. number of kilowatt hours are used. 

c)c) Rent  for  a  factory  building  donated  by  the  country,  where  theRent  for  a  factory  building  donated  by  the  country,  where  the
agreement calls  for  rent  of  Br,  100.000 less  Br  1  for  each houragreement calls  for  rent  of  Br,  100.000 less  Br  1  for  each hour
laborers worked in excess of 200,000 hours, but a minimum rentallaborers worked in excess of 200,000 hours, but a minimum rental
payment of Br 20,000 is required. payment of Br 20,000 is required. 

10.10. On January 30, 2004, a manufacturing facility of DAMI CompanyOn January 30, 2004, a manufacturing facility of DAMI Company
was severely damaged by an earthquake followed by a fire. As awas severely damaged by an earthquake followed by a fire. As a
result,  the  company's  directs  materials,  work-in-process,  andresult,  the  company's  directs  materials,  work-in-process,  and
finished goods inventories were destroyed. The company did havefinished goods inventories were destroyed. The company did have
access to certain incomplete accounting records that revealed theaccess to certain incomplete accounting records that revealed the
following: following: 

a)a) beginning inventories January 1: beginning inventories January 1: 
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         Directs materials                          Br    32,000    Directs materials                          Br    32,000 
           Work-in-process                                   68,000    Work-in-process                                   68,000 
          Finished goods                                      30,000  Finished goods                                      30,000
b)b) key ratios for this plant are: key ratios for this plant are: 
     Gross profit = 20% of net sales      Gross profit = 20% of net sales 
     Prime costs = 70% of manufacturing costs      Prime costs = 70% of manufacturing costs 
     Ending  work  -in-  process  averages  10%  of  the  monthly     Ending  work  -in-  process  averages  10%  of  the  monthly
manufacturingmanufacturing
     Costs      Costs 
     Factory overhead = 40% conversion costs      Factory overhead = 40% conversion costs 
c)  All costs are incurred uniformly in the manufacturing process c)  All costs are incurred uniformly in the manufacturing process 
d)  Actual operating data for January:d)  Actual operating data for January:
     Net sales= Br 900,000      Net sales= Br 900,000 
     Directs material purchase      = Br 320,000      Directs material purchase      = Br 320,000 
     Directs labor cost incurred    = Br 360,000      Directs labor cost incurred    = Br 360,000 
Required: from the above data, reconstruct a schedule of cost of goodsRequired: from the above data, reconstruct a schedule of cost of goods
manufactured. manufactured. 

MODULE  TWO:  MODULE  TWO:  COST  DETERMINATION:   THE  COSTING  OFCOST  DETERMINATION:   THE  COSTING  OF
RESOURCE INPUTSRESOURCE INPUTS

Content Content 
2.0 Introduction 2.0 Introduction 
2.1 Objectives 2.1 Objectives 
2.2 Raw Material Overview 2.2 Raw Material Overview 
2.3 Concepts and Objectives of Material Control 2.3 Concepts and Objectives of Material Control 

2.3.1  Accounting  and  Control  for  Purchase  and  Receipt  of2.3.1  Accounting  and  Control  for  Purchase  and  Receipt  of
MaterialsMaterials

2.3.2 Accounting for Material Returned 2.3.2 Accounting for Material Returned 
2.3.3 Sorting and Issuing Material 2.3.3 Sorting and Issuing Material 
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2.4 Controlling and Valuing Inventory2.4 Controlling and Valuing Inventory
2.4.1. Inventory Control 2.4.1. Inventory Control 
2.4.2. Valuing Inventory 2.4.2. Valuing Inventory 

2.5 Summary 2.5 Summary 
2.6. Glossary2.6. Glossary

      2.7. Accounting for Labor      2.7. Accounting for Labor
2.7.1 Type of labor costs  2.7.1 Type of labor costs  
2.7.2 Accounting procedures for labor costs: 2.7.2 Accounting procedures for labor costs: 

          2.8 Summary2.8 Summary
2.9 Glossary 2.9 Glossary 
2.10. Meaning& nature of over head2.10. Meaning& nature of over head
2.11. Departmentalizing overhead costs 2.11. Departmentalizing overhead costs 

2.11.1 Allocating Service Department Costs 2.11.1 Allocating Service Department Costs 
2.11.1.1 Basis of allocation 2.11.1.1 Basis of allocation 

                                    2.11.1.2 Methods of Allocation                                     2.11.1.2 Methods of Allocation 
            2.12. Setting overhead rates 2.12. Setting overhead rates 

2.12.1 Factors Affecting Rate Setting 2.12.1 Factors Affecting Rate Setting 
2.12.2. Departmental and factory rates 2.12.2. Departmental and factory rates 
2.12.3 Types of overhead rate bases 2.12.3 Types of overhead rate bases 

          2.13. Applying manufacturing overhead 2.13. Applying manufacturing overhead 
          2.14. Over applied or under applied overhead2.14. Over applied or under applied overhead
2.15. Model Exam questions2.15. Model Exam questions

2.02.0  INTRODUCTIONINTRODUCTION      

Dear  learner,  welcome  to  the  second  unit  of  the  course  Cost  andDear  learner,  welcome  to  the  second  unit  of  the  course  Cost  and

Management  Accounting I.Management  Accounting I. This  unit  discusses  where  the  cost  of  rawThis  unit  discusses  where  the  cost  of  raw
materials originates, how raw material costs are accounted, how the rawmaterials originates, how raw material costs are accounted, how the raw
materials are physically controlled. The detailed procedures and recordsmaterials are physically controlled. The detailed procedures and records
required to account for materials purchased and used will be introducedrequired to account for materials purchased and used will be introduced
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at the beginning of the unit. The procedures required to control and valueat the beginning of the unit. The procedures required to control and value
inventory of raw materials are discussed by the end of the unit. inventory of raw materials are discussed by the end of the unit. 

2.12.1 LEARNING LEARNING  OBJECTIVESOBJECTIVES  

Overview

Dear learner! At the end of the session you are expected to:Dear learner! At the end of the session you are expected to:

-- Define materials control Define materials control 
-- Describe documents and records used to control materials Describe documents and records used to control materials 
-- Describe the Accounting journal entries required to record majorDescribe the Accounting journal entries required to record major

material transactionsmaterial transactions
-- Know material inventory costing methods Know material inventory costing methods 
-- Explain the major types of labor costs  Explain the major types of labor costs  
-- Describe accounting procedures for labor costDescribe accounting procedures for labor cost
-- Explain the Meaning& nature of over headExplain the Meaning& nature of over head
-- Analyze Departmentalizing overhead costs Analyze Departmentalizing overhead costs 
-- Determine how overhead rates are SetDetermine how overhead rates are Set
-- Explain the accounting for Over applied or under applied overheadExplain the accounting for Over applied or under applied overhead

costcost

2.2.2 RAW MATERIALS: OVERVIEW2 RAW MATERIALS: OVERVIEW

The term “materials" generally used in manufacturing concern refers toThe term “materials" generally used in manufacturing concern refers to
raw materials used for production, sub-assemblies and fabricated parts. raw materials used for production, sub-assemblies and fabricated parts. 
These materials will be, directly or indirectly, entered in to the productionThese materials will be, directly or indirectly, entered in to the production
of the final product. Thus, proper accounting and control over materialsof the final product. Thus, proper accounting and control over materials
are required for effective & efficient materials management. are required for effective & efficient materials management. 

2.3 2.3 CONCEPTS AND OBJECTIVES OF MATERIALS CONTROL CONCEPTS AND OBJECTIVES OF MATERIALS CONTROL 
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Materials cost constitute the major part of the total cost of production inMaterials cost constitute the major part of the total cost of production in
manufacturing firms. Therefore, proper accounting for and control overmanufacturing firms. Therefore, proper accounting for and control over
materials  purchase,  consumption,  and  inventories  are  important  formaterials  purchase,  consumption,  and  inventories  are  important  for
effective management of a business. Basically, materials control aims ateffective management of a business. Basically, materials control aims at
efficient  efficient  purchasing, &Receivingpurchasing, &Receiving of materials, their Storing and efficient of materials, their Storing and efficient
Use, or Consumption. Use, or Consumption. 

In general, the following are the objectives in a good system of materialsIn general, the following are the objectives in a good system of materials
control. control. 

1.1. Materials of the desired quality will be available when needed forMaterials of the desired quality will be available when needed for
efficient and uninterrupted production. efficient and uninterrupted production. 

2.2. Materials will be purchased only when need exists and in economicMaterials will be purchased only when need exists and in economic
quantities. quantities. 

3.3. The investment in materials will be maintained at the lowest levelThe investment in materials will be maintained at the lowest level
consistent with operating requirements. consistent with operating requirements. 

4.4. Purchase  of  materials  will  be  made  at  the  most  favorable  pricePurchase  of  materials  will  be  made  at  the  most  favorable  price
under the best possible terms. under the best possible terms. 

5.5. Materials are protected against loss by fire & theft. Materials are protected against loss by fire & theft. 
6.6. Materials should be handled in such a way that the handling timeMaterials should be handled in such a way that the handling time

and cost can be minimized. and cost can be minimized. 
7.7. Vouchers will be approved for payment only if the materials haveVouchers will be approved for payment only if the materials have

been received and are available for use. been received and are available for use. 

8.8. Issues of materials are properly authorized and properly accountedIssues of materials are properly authorized and properly accounted
for. for. 

9.9. At  all  times,  materials  are charged as the responsibility of someAt all  times,  materials  are charged as the responsibility of some
individual. individual. 

In short, control over materials enables us to achieve the five R's. In short, control over materials enables us to achieve the five R's. 

1.1. Right quantity materials Right quantity materials 
2.2. Right Quality materialsRight Quality materials
3.3. At the right time At the right time 
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4.4. At the right place At the right place 
5.5. From right suppliers From right suppliers 

2.3.1  Accounting&  Control  for  Purchase  and  Receipt  of2.3.1  Accounting&  Control  for  Purchase  and  Receipt  of
MaterialsMaterials
Different firms may have different purchasing procedures, but all of themDifferent firms may have different purchasing procedures, but all of them
follow a general  pattern in the purchase and receipt of  materials  andfollow a general  pattern in the purchase and receipt of  materials  and
payment of obligations. The most important steps in materials purchasingpayment of obligations. The most important steps in materials purchasing
and receiving procedures are summarized below: and receiving procedures are summarized below: 

1.1. Purchase Requisition Purchase Requisition 
The  purchase  requisition  is  properly  approved,  or  authorized,  writtenThe  purchase  requisition  is  properly  approved,  or  authorized,  written
request for materials. Usually, purchase requisitions are prepared by therequest for materials. Usually, purchase requisitions are prepared by the
storekeepers for regular store items, which are below, or approaching thestorekeepers for regular store items, which are below, or approaching the
minimum level of stock. The purchase of specialized materials may beminimum level of stock. The purchase of specialized materials may be
requested  by  production  of  user  departments.  These  requested  by  production  of  user  departments.  These  purchasepurchase
requisitions are used as a formal request to purchasing department torequisitions are used as a formal request to purchasing department to
order  goodorder  goods.  A  typical  purchase  requisition  contains  details,  such  ass.  A  typical  purchase  requisition  contains  details,  such  as
number,  date,  department,  quantity  description,  and signatures  of  thenumber,  date,  department,  quantity  description,  and signatures  of  the
concerned individuals. concerned individuals. 

2.2. Purchase order Purchase order 
After receiving requisition, the purchasing department places an orderAfter receiving requisition, the purchasing department places an order
with  a  supplier.  For  routine  purchases,  the  order  is  placed  withwith  a  supplier.  For  routine  purchases,  the  order  is  placed  with
established suppliers. In other cases, the purchasing department may askestablished suppliers. In other cases, the purchasing department may ask
fro bids or send out request for price quotation before placing the order. fro bids or send out request for price quotation before placing the order. 

Purchase order should clearly state the materials required and the price:Purchase order should clearly state the materials required and the price:
and provide information such as delivery period and the department forand provide information such as delivery period and the department for
whom in the materials is purchased. Purchase order may be prepared inwhom in the materials is purchased. Purchase order may be prepared in
several  copies  depending  on  the  need  of  the  firm.  The  original  copyseveral  copies  depending  on  the  need  of  the  firm.  The  original  copy
however is sent to the supplier: Second copy to accounting department:however is sent to the supplier: Second copy to accounting department:
third copy to store: fourth copy to receiving department and so on. third copy to store: fourth copy to receiving department and so on. 

48



3. Receiving Materials 3. Receiving Materials 

The  receiving  department  performs  the  function  of  unloading  andThe  receiving  department  performs  the  function  of  unloading  and
unpacking materials which are received by an organization. Materials areunpacking materials which are received by an organization. Materials are
inspected and inspection report is prepared, indicating the items acceptedinspected and inspection report is prepared, indicating the items accepted
and rejected, with reason. Receiving report is prepared by the receivingand rejected, with reason. Receiving report is prepared by the receiving
department. Inspection report may be incorporated in the receiving report,department. Inspection report may be incorporated in the receiving report,
or may be issued separately. or may be issued separately. 

Receiving report  may be prepared in several  copies,  one going to eachReceiving report  may be prepared in several  copies,  one going to each
department  interested  in  the  arrival  of  materials,  including  stories,department  interested  in  the  arrival  of  materials,  including  stories,
purchasing department, and accounting department. purchasing department, and accounting department. 

4. Preparing and Recoding the Voucher: 4. Preparing and Recoding the Voucher: 

The invoice received from the supplier is sent to the purchasing unit. TheThe invoice received from the supplier is sent to the purchasing unit. The
purchasing  unit  holds  the  invoice  and  the  purchase  order  in  the  openpurchasing  unit  holds  the  invoice  and  the  purchase  order  in  the  open
purchase  order  file  until  the  receiving  report  is  received  from  storepurchase  order  file  until  the  receiving  report  is  received  from  store
(receiving  department).  After  the  receiving  report  is  received,  the(receiving  department).  After  the  receiving  report  is  received,  the
purchasing unit compares the supplier's invoice with the purchase orderpurchasing unit compares the supplier's invoice with the purchase order
and receiving report to make sure that: and receiving report to make sure that: 

- Goods ordered have been received in good condition and those listed on- Goods ordered have been received in good condition and those listed on
the invoice. the invoice. 
- Terms, unit prices, shipping charges, and other details agree with order- Terms, unit prices, shipping charges, and other details agree with order
specifications. specifications. 
- Computations are correct. - Computations are correct. 

After comparisons,  an employee of  the purchasing unit  staples togetherAfter comparisons,  an employee of  the purchasing unit  staples together
one copy of the invoice, receiving report, and purchase order, and placesone copy of the invoice, receiving report, and purchase order, and places
them  in  a  completed  purchases  file  alphabetically  by  supplier.  Next  athem  in  a  completed  purchases  file  alphabetically  by  supplier.  Next  a
disbursement  voucher  is  completed  and  a  second  set  of  supportingdisbursement  voucher  is  completed  and  a  second  set  of  supporting
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documents is attached to it. Then   the voucher is formally approved anddocuments is attached to it. Then   the voucher is formally approved and
sent to the accounting unit for recording.sent to the accounting unit for recording.
When the voucher, invoice, and attached papers reach the accounting unit,When the voucher, invoice, and attached papers reach the accounting unit,
the  voucher  clerk  compared  quantities,  verifies  intentions  and footings,the  voucher  clerk  compared  quantities,  verifies  intentions  and footings,
computes  discounts,  and  checks  all  other  computations.  The  clerk  alsocomputes  discounts,  and  checks  all  other  computations.  The  clerk  also
checks that all supporting documents are included in the file and that theychecks that all supporting documents are included in the file and that they
are properly approved and signed. are properly approved and signed. 
5. Paying the voucher 5. Paying the voucher 

Before the due, the voucher is removed from the unpaid vouchers file. ABefore the due, the voucher is removed from the unpaid vouchers file. A
check is prepared for the net amount. The check is then recorded in thecheck is prepared for the net amount. The check is then recorded in the
check register. The employee marks the voucher “paid “by using a rubbercheck register. The employee marks the voucher “paid “by using a rubber
stamp and enters the check is mailed to the supplier, and the voucher isstamp and enters the check is mailed to the supplier, and the voucher is
returned to the voucher clerk. The voucher clerk enters the check numberreturned to the voucher clerk. The voucher clerk enters the check number
and date of payment in the voucher register. The voucher, with the invoiceand date of payment in the voucher register. The voucher, with the invoice
and supporting documents, is then placed in the paid vouchers file. and supporting documents, is then placed in the paid vouchers file. 

Accounting for materials returned Accounting for materials returned 
Occasionally, damaged or defective materials received. These items areOccasionally, damaged or defective materials received. These items are
usually returned to the supplier immediately. A note of the return is madeusually returned to the supplier immediately. A note of the return is made
on the receiving clerk' copy of the purchase order and on the receivingon the receiving clerk' copy of the purchase order and on the receiving
repot. The purchasing agent then prepares a debit memorandum. A debitrepot. The purchasing agent then prepares a debit memorandum. A debit
memorandum is a notice to the vendor (means suppler) of a reductionmemorandum is a notice to the vendor (means suppler) of a reduction
from the invoice for the cost of the returned materials. Then the followingfrom the invoice for the cost of the returned materials. Then the following
entry is recorded. entry is recorded. 

              Vouchers payable --------------------------------------------xxx               Vouchers payable --------------------------------------------xxx 
                         Purchase returns and allowances ------------------            xxx                          Purchase returns and allowances ------------------            xxx 
Example Example 

A furniture manufacturer has issued a debit memorandum to a supplierA furniture manufacturer has issued a debit memorandum to a supplier
for materials returned costing $3000. The entry to record this transactionfor materials returned costing $3000. The entry to record this transaction
in the book of the buyer is in the book of the buyer is 
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              Vouchers payable --------------------------------------------3000              Vouchers payable --------------------------------------------3000
                         Purchase returns and allowances ------------------            3000                         Purchase returns and allowances ------------------            3000

A credit  memorandum is  a notice to  the supplier  of  an addition to  theA credit  memorandum is  a notice to  the supplier  of  an addition to  the
invoice a supplier ships more materials than were ordered. In this case, ifinvoice a supplier ships more materials than were ordered. In this case, if
the buyer needs the excess materials, they will be kept by issuing creditthe buyer needs the excess materials, they will be kept by issuing credit
memorandum for additional cost. The accounting entry is shown below: memorandum for additional cost. The accounting entry is shown below: 

        Raw materials ----------------------------xxx         Raw materials ----------------------------xxx 
                      Vouchers payable ----------------------------------xxx                      Vouchers payable ----------------------------------xxx

2.3.3 Storing and Issuing Materials2.3.3 Storing and Issuing Materials

   2.3.3.1 Storage of Materials  2.3.3.1 Storage of Materials 
Two types of control are made in store, one is Two types of control are made in store, one is physical controlphysical control of materials of materials
and the second is and the second is accounting controlaccounting control. . 

a)  Physical  control  of  materials  involves  restricting  admission  to  thea)  Physical  control  of  materials  involves  restricting  admission  to  the
storeroom area only for authorized personnel. If the store room is openstoreroom area only for authorized personnel. If the store room is open
to everybody, materials may be stolen. to everybody, materials may be stolen. 

b)  Accounting  control  of  materials  involves  maintaining  the  necessaryb)  Accounting  control  of  materials  involves  maintaining  the  necessary
records  for  the  materials;  one  important  record  is  materials  ledger.records  for  the  materials;  one  important  record  is  materials  ledger.
Materials  ledger  is  used  to  protect  materials  in  the  storeroom  and  toMaterials  ledger  is  used  to  protect  materials  in  the  storeroom  and  to
identify  materials.  Materials  ledger  is  established  for  each  type  ofidentify  materials.  Materials  ledger  is  established  for  each  type  of
materials  indicating  material  number,  type  of  material  and  its  location.materials  indicating  material  number,  type  of  material  and  its  location.
Materials  are  stored in  a  systematic  manner on a  bin,  on racks,  or  onMaterials  are  stored in  a  systematic  manner on a  bin,  on racks,  or  on
shelves. A bin tag may be attached to each bin. The bin tag is an informalshelves. A bin tag may be attached to each bin. The bin tag is an informal
but  carefully  maintained record to show the quantities  of  the materialsbut  carefully  maintained record to show the quantities  of  the materials
received, issued and on hand at all timesreceived, issued and on hand at all times

2.3.3.2 Issuance of Materials 2.3.3.2 Issuance of Materials 

Materials  requisition  is  prepared  by  production  (using)  departments  inMaterials  requisition  is  prepared  by  production  (using)  departments  in
order receive materials  from the store.  No material  is  issued without aorder receive materials  from the store.  No material  is  issued without a
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materials requisition. Materials requisition is prepared by department headmaterials requisition. Materials requisition is prepared by department head
or job supervisor. or job supervisor. 

Materials  requisition  shows  the  quantity  materials  number,  description,Materials  requisition  shows  the  quantity  materials  number,  description,
and job number to which the materials are charged (for direct materials) orand job number to which the materials are charged (for direct materials) or
department      (for indirect materials) department      (for indirect materials) 
Up on receipt of materials requisition, the storeroom supervisor issues theUp on receipt of materials requisition, the storeroom supervisor issues the
materials  and  makes  the  necessary  notations  or  the  requisition.  Thematerials  and  makes  the  necessary  notations  or  the  requisition.  The
storeroom clerk enters the unit price and computers and enters the totalstoreroom clerk enters the unit price and computers and enters the total
amount. Then the storeroom clerk records the entry in the issued section ofamount. Then the storeroom clerk records the entry in the issued section of
the materials ledger, computes the new quantity on hand, and records it inthe materials ledger, computes the new quantity on hand, and records it in
the balance section.  the balance section.  

Note that the materials ledger is a subsidiary ledger that will be verifiedNote that the materials ledger is a subsidiary ledger that will be verified
against the raw materials control account. At the end of the accountingagainst the raw materials control account. At the end of the accounting
period,  the  sum of  the  dollar  amount  balances  on the  materials  ledgerperiod,  the  sum of  the  dollar  amount  balances  on the  materials  ledger
cards should equal the balance of the control account. cards should equal the balance of the control account. 

After the requisition has been recorded on the related materials ledger,After the requisition has been recorded on the related materials ledger,
card  the  requisition  is  fore  warded  to  the  cost  clerk.  The  cost  clerkcard  the  requisition  is  fore  warded  to  the  cost  clerk.  The  cost  clerk
journalizes the transaction (issuance of materials) requisition journal. journalizes the transaction (issuance of materials) requisition journal. 

The Journal entry is as follows: The Journal entry is as follows: 

        Work in process -------------------------------------xxx         Work in process -------------------------------------xxx 
         MOH control ---------------------------------------xxx          MOH control ---------------------------------------xxx 
                  Raw materials ----------------------------------------------xxx                   Raw materials ----------------------------------------------xxx 

Note that materials Requisition Journal is a special journal used in a job-Note that materials Requisition Journal is a special journal used in a job-
cost system. cost system. 

The next step is that the cost accountant will post the information from theThe next step is that the cost accountant will post the information from the
requisition to the materials section of the proper job cost sheet. Similarly,requisition to the materials section of the proper job cost sheet. Similarly,
the direct materials cost is posted to departmental overhead analysis sheetthe direct materials cost is posted to departmental overhead analysis sheet
in the indirect materials sectionin the indirect materials section
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The important principles of internal for storing and issuing materials are: The important principles of internal for storing and issuing materials are: 

1.1. Admittance to the storage area is restricted. Admittance to the storage area is restricted. 
2.2. Materials ledger cards are maintained to record all receipts and issues. Materials ledger cards are maintained to record all receipts and issues. 
3.3. Each type of materials is clearly identified, stored in a particular place,Each type of materials is clearly identified, stored in a particular place,

and carefully protected while in storage. and carefully protected while in storage. 
4.4. Materials are issued only upon proper written authorization   Materials are issued only upon proper written authorization   
5.5. The accounting system permits a periodic check of the materials ledgerThe accounting system permits a periodic check of the materials ledger

against the balance of the Raw materials control account. against the balance of the Raw materials control account. 
6.6. Separation of duties in storage and issuance operations. Separation of duties in storage and issuance operations. 

Special Issuing procedures Special Issuing procedures 

1. Bill of Materials1. Bill of Materials

The bill of materials lists all materials required on the job and the dateThe bill of materials lists all materials required on the job and the date
they will be needed. The bill of materials serves as a requisitionthey will be needed. The bill of materials serves as a requisition

2.3.3.3 Return of Materials to storeroom 2.3.3.3 Return of Materials to storeroom 
Sometimes materials that have been issued are returned to the storeroom.Sometimes materials that have been issued are returned to the storeroom.
This  may be due to requisitioning too many materials,  withdrawing theThis  may be due to requisitioning too many materials,  withdrawing the
wrong materials, or some other reasons. A returned materials report has towrong materials, or some other reasons. A returned materials report has to
be prepared. It is very similar to the materials requisition. The bin tag isbe prepared. It is very similar to the materials requisition. The bin tag is
adjusted. Then the cost clerk will make the following entry and post to jobadjusted. Then the cost clerk will make the following entry and post to job
cost sheet and/or department overhead analysis sheet. cost sheet and/or department overhead analysis sheet. 

          Raw materials --------------------------------------xxx           Raw materials --------------------------------------xxx 
                      Work in process -----------------------------------------xxx                       Work in process -----------------------------------------xxx 
                       MOH-----------------------------------------------------xxx                       MOH-----------------------------------------------------xxx

Returned materials report is the basis to post the above transaction to jobReturned materials report is the basis to post the above transaction to job
cost sheet and departmental overhead analysis sheet. Note that individualcost sheet and departmental overhead analysis sheet. Note that individual
amount  is  not  posted  to  general  ledger  (controlling)  account)  fromamount  is  not  posted  to  general  ledger  (controlling)  account)  from
materials  requisition  journal.  Rather  the  totals  of  each  column  in  thematerials  requisition  journal.  Rather  the  totals  of  each  column  in  the
materials  requisitions  journal  (work  in  process,  MOH control  and  Rawmaterials  requisitions  journal  (work  in  process,  MOH control  and  Raw
materials) are posted to the appropriate controlling account. materials) are posted to the appropriate controlling account. 
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 Learning Activity 2.1 

Answer the following questions.
1.1. What is a materials requisition formWhat is a materials requisition form? ? 

                                                                                                                    
                                                                                                                    

2.2. Difference between purchase requisition and materials requisition?Difference between purchase requisition and materials requisition?
                                                                                                                    
                                                                                                                    

2.4. CONTROLLING AND VALUING INVENTORY 2.4. CONTROLLING AND VALUING INVENTORY 

 2.4.1. Inventory Control  2.4.1. Inventory Control 
Inventory management refers to the planning, organizing, and controllingInventory management refers to the planning, organizing, and controlling
activities  to  ensure  that  inventories  are  kept  at  levels  which  provideactivities  to  ensure  that  inventories  are  kept  at  levels  which  provide
maximum  services  at  minimum cost.  The  main  objective  of  inventorymaximum  services  at  minimum cost.  The  main  objective  of  inventory
control is to ensure that stock outs do not occur and that surplus stockscontrol is to ensure that stock outs do not occur and that surplus stocks
are  not  accumulated  and  carried.  Inventory  management  includesare  not  accumulated  and  carried.  Inventory  management  includes
management of finished goods, work-in-process, and raw materials. management of finished goods, work-in-process, and raw materials. 
In controlling inventories or stock levels are established for standardizedIn controlling inventories or stock levels are established for standardized
materials which are regularly used by the firm so that inventory holdingmaterials which are regularly used by the firm so that inventory holding
can be controlled. can be controlled. 

Control  of  raw  materials  requires  the  purchasing  department  toControl  of  raw  materials  requires  the  purchasing  department  to
determine the reorder point and reorder quantity. Reorder quantity refersdetermine the reorder point and reorder quantity. Reorder quantity refers
the quantity to be covered in a single purchase order. Reorder point (orthe quantity to be covered in a single purchase order. Reorder point (or
the level) is the level at which store-keeper initiates purchase requisitionsthe level) is the level at which store-keeper initiates purchase requisitions
for new supplies of materials. Lead time is another factor that should befor new supplies of materials. Lead time is another factor that should be
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considered  in  determining  reorder  quantity.  Lead  time  refers  to  theconsidered  in  determining  reorder  quantity.  Lead  time  refers  to  the
amount  of  time  it  takes  for  the  materials  to  be  delivered  from  theamount  of  time  it  takes  for  the  materials  to  be  delivered  from  the
supplier.  Usage is  also used to determine the reorder quantity.  Usagesupplier.  Usage is  also used to determine the reorder quantity.  Usage
represents the consumption patterns. represents the consumption patterns. 

Determining the Recorder pointDetermining the Recorder point

In order to determine the reorder point, we need to have the lead time,In order to determine the reorder point, we need to have the lead time,
usage  and safety  stock  (if  any).  Safety  stock  is  the  minimum level  ofusage  and safety  stock  (if  any).  Safety  stock  is  the  minimum level  of
material that should be on hand to ensure that the company does not runmaterial that should be on hand to ensure that the company does not run
out of materials.  out of materials.  

Example Example 
Assume that XYZ manufacturing wants to have at least 180 units on handAssume that XYZ manufacturing wants to have at least 180 units on hand
at all times. The factory uses 10 units every day. It takes fifteen days toat all times. The factory uses 10 units every day. It takes fifteen days to
receive an order. The reorder point is receive an order. The reorder point is 

Lead time usage (10x 15 days) ------------------------- 150 units Lead time usage (10x 15 days) ------------------------- 150 units 
Add, Safety Stock------------------------------------------Add, Safety Stock------------------------------------------180  180  
Reorder point ----------------------------------------------330 unitsReorder point ----------------------------------------------330 units

The reorder point represents the inventory level at which a new purchaseThe reorder point represents the inventory level at which a new purchase
order must be issued. According to the above example, a new purchaseorder must be issued. According to the above example, a new purchase
order is placed when the quantities of raw materials on hand reached 330order is placed when the quantities of raw materials on hand reached 330
units. If the new purchase order is processed as expected within 15 days,units. If the new purchase order is processed as expected within 15 days,
the inventory reaches the safety stock of 180 units when the new unitsthe inventory reaches the safety stock of 180 units when the new units
arrive at the premise of the factory. arrive at the premise of the factory. 

Another problem is determining how much to order at a time (EconomicAnother problem is determining how much to order at a time (Economic
order Quantity). To determine this quantity, it is necessary to consider theorder Quantity). To determine this quantity, it is necessary to consider the
costs of placing an order and the costs of carrying items in the store. Ifcosts of placing an order and the costs of carrying items in the store. If
the frequency of ordering materials is increasing, the cost of order will bethe frequency of ordering materials is increasing, the cost of order will be
higher and vice versa. Holding many items involve higher holding costs. higher and vice versa. Holding many items involve higher holding costs. 
Some examples of order costs are: Some examples of order costs are: 

1.1. Costs of maintaining the purchasing department Costs of maintaining the purchasing department 
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2.2. Costs of operating the receiving department Costs of operating the receiving department 
3.3. Clerical costs of processing an order. Clerical costs of processing an order. 

The costs of holding items in the inventory include:  The costs of holding items in the inventory include:  

1.1. Costs of handling and storing materials Costs of handling and storing materials 
2.2. Costs of operating the receiving department Costs of operating the receiving department 
3.3. Clerical costs of processing an order Clerical costs of processing an order 
4.4. Clerical costs of maintaining inventory records Clerical costs of maintaining inventory records 

In order to determine the quantity that should be ordered at a time, theIn order to determine the quantity that should be ordered at a time, the
following formula is used. following formula is used. 
EOQ =     EOQ =     2DC2DC
                   H                   H
Where Where 
EOQ = Economic order quantity EOQ = Economic order quantity 
  D   = Annual requirements (demand)   D   = Annual requirements (demand) 
  C    = Ordering cost per unit   C    = Ordering cost per unit 
  H   = Holding cost per unit   H   = Holding cost per unit 

Example Example 

ABC printing has determined that the cost to place an order for papers isABC printing has determined that the cost to place an order for papers is
Br. 10 and the cost to carry this item in inventory is Br. 0.8 per dozen.Br. 10 and the cost to carry this item in inventory is Br. 0.8 per dozen.
10,000 dozen of papers are required for production each year, what is the10,000 dozen of papers are required for production each year, what is the
economic order quantity? economic order quantity? 

SolutionSolution

EOQ = EOQ = 2DC2DC = =2X10,000X10  2X10,000X10  = 500dozen of papers= 500dozen of papers

              H                0.8              H                0.8

2.4.2 Valuing inventory 2.4.2 Valuing inventory 

In  the  earlier  part  of  this  chapter,  it  was  assumed that  the  prices  ofIn  the  earlier  part  of  this  chapter,  it  was  assumed that  the  prices  of
materials were constant. However, prices vary from one purchase to thematerials were constant. However, prices vary from one purchase to the
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next, and it is often impossible to tell the specific purchase from which annext, and it is often impossible to tell the specific purchase from which an
issue is made. This topic is intended to introduce how accountants priceissue is made. This topic is intended to introduce how accountants price
issuance of materials. And the topic will introduce how to value the unitsissuance of materials. And the topic will introduce how to value the units
on hand. on hand. 

The primary basis of inventory valuation is cost. In the situation whereThe primary basis of inventory valuation is cost. In the situation where
the  purchase  prices  of  materials  vary,  accountants  must  make  anthe  purchase  prices  of  materials  vary,  accountants  must  make  an
assumption about the flow of costs. The flow of costs may not match theassumption about the flow of costs. The flow of costs may not match the
physical flow of goods; these cost flow assumptions are called inventoryphysical flow of goods; these cost flow assumptions are called inventory
costing methods. There are four basic inventory flow assumptions. Thesecosting methods. There are four basic inventory flow assumptions. These
are: are: 

1.1. Specific identification method Specific identification method 
2.2. First-in-first -out ( FIFO) First-in-first -out ( FIFO) 
3.3. Last -in ,first out (LIFO) Last -in ,first out (LIFO) 
4.4. Moving Average Method Moving Average Method 

Specific identification Method Specific identification Method 

Some materials do not lose their identity when placed in the bin. TheseSome materials do not lose their identity when placed in the bin. These
materials  have  unique  specification.  Examples  of  these  materials  arematerials  have  unique  specification.  Examples  of  these  materials  are
electric motors for large pumps and compressors where each motor iselectric motors for large pumps and compressors where each motor is
different from others. In this case, it is easy to identify the purchase pricedifferent from others. In this case, it is easy to identify the purchase price
of materials issued to production, and items remaining in store. of materials issued to production, and items remaining in store. 

First-in, First-Out (FIFO) methodFirst-in, First-Out (FIFO) method

This  method assumes that  stocks (inventories)  are issued in  a  strictlyThis  method assumes that  stocks (inventories)  are issued in  a  strictly
chronological order. Materials issues are coasted at the unit cost of thechronological order. Materials issues are coasted at the unit cost of the
oldest supply on hand. The ending inventory is composed of the mostoldest supply on hand. The ending inventory is composed of the most
recent costs of material or production of goods. recent costs of material or production of goods. 

Last -in First-Out (LIFO) method Last -in First-Out (LIFO) method 

Under LIFO, the cost of the latest items purchased is assumed to be theUnder LIFO, the cost of the latest items purchased is assumed to be the
first to be assigned to units issued. The materials in the ending inventoryfirst to be assigned to units issued. The materials in the ending inventory
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are  coasted  at  prices  in  existence  at  a  much  earlier  date  since  theyare  coasted  at  prices  in  existence  at  a  much  earlier  date  since  they
represent the cost of the oldest stock on hand. represent the cost of the oldest stock on hand. 

Moving Average method Moving Average method 

This  method  allows  the  issuance  to  be  coasted  out  currently  at  theThis  method  allows  the  issuance  to  be  coasted  out  currently  at  the
average unit cos. average unit cos. 
                                                                                                              Cost of materials available for use Cost of materials available for use 
Average Unit Cost                 =     Quantities of materials available for use Average Unit Cost                 =     Quantities of materials available for use 

A new average unit cost is calculated after each purchase. Until anotherA new average unit cost is calculated after each purchase. Until another
new purchase is  made,  the  current  average cost  is  used to  value  thenew purchase is  made,  the  current  average cost  is  used to  value  the
materials issued. materials issued. 

Valuation of inventory at Lower of Cost or Net realizable MethodValuation of inventory at Lower of Cost or Net realizable Method
(IAS 2)(IAS 2)

The previous four methods have been on cost. When the Net realizableThe previous four methods have been on cost. When the Net realizable
value  (estimated  selling  price  less  cost  to  complete  and  sale)  hasvalue  (estimated  selling  price  less  cost  to  complete  and  sale)  has
declined, the most appropriate method is lower of cost or Net realizabledeclined, the most appropriate method is lower of cost or Net realizable
Value, under lower of cost or market, the inventory is valued at either aValue, under lower of cost or market, the inventory is valued at either a
cost, or replacement cost, whichever is lower.cost, or replacement cost, whichever is lower.

 Learning Activity 2.2 

Answer the following questions.
1.1. Under what method of inventory costing are the materials on handUnder what method of inventory costing are the materials on hand

always      considered to be from the last ones purchased? always      considered to be from the last ones purchased? 
                                                                                                                    
                                                                                                                    

2.2. What are the three ways that the lower of cost or Net realizableWhat are the three ways that the lower of cost or Net realizable
method can be applied to inventory items?method can be applied to inventory items???
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2.5 SUMMARY2.5 SUMMARY

 Raw materials must be controlled to safeguard the company's big Raw materials must be controlled to safeguard the company's big 

investment and to ensure enough supplies are on hand to meet the investment and to ensure enough supplies are on hand to meet the 
production schedules. production schedules. 

To  achieve  better  accounting  and  control  for  raw  materials  majorTo  achieve  better  accounting  and  control  for  raw  materials  major
materials transaction should be accounted and carefully. Controlled thismaterials transaction should be accounted and carefully. Controlled this
major transaction include purchasing, receiving, storing, issuing, usingmajor transaction include purchasing, receiving, storing, issuing, using
consuming and returning materials. consuming and returning materials. 

2.6. GLOSSARY2.6. GLOSSARY

Raw materials:Raw materials: materials including indirect materials, direct materials  materials including indirect materials, direct materials  
and factory supplies and factory supplies 

Purchase requisition:  a form /  document used to request material  forPurchase requisition:  a form /  document used to request material  for
purchase                             and prepared by the store purchase                             and prepared by the store 

Purchase order:             a legal document prepared by purchasing Purchase order:             a legal document prepared by purchasing 
department and     sent to vendors asking them to department and     sent to vendors asking them to 
deliver materials deliver materials 

2.7.2.7.ACCOUNTING FOR LABORACCOUNTING FOR LABOR
Labor cost is an important element of costs, It constitutes a significant Labor cost is an important element of costs, It constitutes a significant 
portion of total cost of production. This it is important to establish an portion of total cost of production. This it is important to establish an 
efficient system of labor control and selecting the most appropriate efficient system of labor control and selecting the most appropriate 
method of remunerating them. The productivity of all other resources is method of remunerating them. The productivity of all other resources is 
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linked to the productivity of employees. Assets cannot operate by linked to the productivity of employees. Assets cannot operate by 
themselves. themselves. 

2.7.1 Type of labor costs  2.7.1 Type of labor costs  

Labor costs are composed of direct and indirect payments to workers andLabor costs are composed of direct and indirect payments to workers and
other  personnel  engaged  in  manufacturing  activities.  In  other  words,other  personnel  engaged  in  manufacturing  activities.  In  other  words,
labor  costs  represent  the  costs  of  purchasing  the  labor  hours  andlabor  costs  represent  the  costs  of  purchasing  the  labor  hours  and
employee's  services.  Thus  labor  costs  are  classified  as  direct  laboremployee's  services.  Thus  labor  costs  are  classified  as  direct  labor
indirect labor. indirect labor. 

1. 1. Direct laborDirect labor is the personnel who work directly with the raw materials is the personnel who work directly with the raw materials
in converting them to finished goods. In other words, direct labor is thein converting them to finished goods. In other words, direct labor is the
time spent by a work, identifiable with the particular job or a process. time spent by a work, identifiable with the particular job or a process. 

2.2. Indirect laborIndirect labor is the wage of factory personnel who do not work is the wage of factory personnel who do not work
directly  on raw materials.  Indirect  labor does not  directly spenddirectly  on raw materials.  Indirect  labor does not  directly spend
time on a particular job or product. The distinction between directtime on a particular job or product. The distinction between direct
labor and indirect labor is based on the convenience of linking thelabor and indirect labor is based on the convenience of linking the
time spent on a particular job or product. Although indirect workerstime spent on a particular job or product. Although indirect workers
spend time on work of general nature, they also equally supportspend time on work of general nature, they also equally support
production activitiesproduction activities

 Learning Activity 2.3 

Answer the following questions.
1. Define direct labor costsDefine direct labor costs?
                                                                                                                    
                                                                                                                    
2. Define indirect labor costDefine indirect labor cost?
                                                                                                                    
                                                                                                                    

60



2.7.2 Accounting procedures for labor costs: 2.7.2 Accounting procedures for labor costs: 
Accounting for labor cost requires Accounting for labor cost requires 
a) Strict control on labor recruitment a) Strict control on labor recruitment 
b) Correct time keeping b) Correct time keeping 
c) Time booking i.e. analysis of time in terms of departments, operationsc) Time booking i.e. analysis of time in terms of departments, operations
and production orders or jobs. and production orders or jobs. 
d) Generation of adequate and effective manpower performance reportsd) Generation of adequate and effective manpower performance reports
indicating productivity and efficiency of labor. indicating productivity and efficiency of labor. 
e)  Constant  attempt  to  improve  productivity  and  efficiency  throughe)  Constant  attempt  to  improve  productivity  and  efficiency  through
improvement  in  the  remunerations,  conversion  of  indirect  labor  intoimprovement  in  the  remunerations,  conversion  of  indirect  labor  into
direct labor, etc. direct labor, etc. 

 In general, accounting for labor costs has three phases. These are:  In general, accounting for labor costs has three phases. These are: 

A.A. Timekeeping procedures Timekeeping procedures 
B.B. payroll procedures payroll procedures 
C.C. Charging labor costs into production Charging labor costs into production 

A. Timekeeping proceduresA. Timekeeping procedures

Timekeeping is the procedure for keeping records of time worked by eachTimekeeping is the procedure for keeping records of time worked by each
employee. There are various methods for recording the time spent by anemployee. There are various methods for recording the time spent by an
employee in the factory. Some of them are described below. employee in the factory. Some of them are described below. 

1. Clock cards (or time cards) 1. Clock cards (or time cards) 

Clock cards are produced by mechanical devices. They provide evidenceClock cards are produced by mechanical devices. They provide evidence
of the presence of a worker inside the plant and the time of his entry ofof the presence of a worker inside the plant and the time of his entry of
departure. Clock cards are used with time clocks. Time clock is installeddeparture. Clock cards are used with time clocks. Time clock is installed
at the entrance of the plant. Each employee has his or her own time cardat the entrance of the plant. Each employee has his or her own time card
which shows the dates worked and the time the employee entered andwhich shows the dates worked and the time the employee entered and
left each day. If there is time Clock card is entered in to time clock. Theleft each day. If there is time Clock card is entered in to time clock. The
time clock prints on the card the “in" and “out" time. The clock card ourtime clock prints on the card the “in" and “out" time. The clock card our
time card may be filled out manually. time card may be filled out manually. 
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It  is  necessary  that  the  timekeeping staffs are present  at  the time ofIt  is  necessary  that  the  timekeeping staffs are present  at  the time of
filling the cards to supervise and ensure smooth and rapid movement offilling the cards to supervise and ensure smooth and rapid movement of
workers and also to ensure that proper clock card procedure is observed. workers and also to ensure that proper clock card procedure is observed. 

Time cards may be collected daily or at the end of the wage period.Time cards may be collected daily or at the end of the wage period.

2. Time tickets (job tickets) 2. Time tickets (job tickets) 
Time  ticket  show the  time  spent  by  each  employee  on  individual  jobTime  ticket  show the  time  spent  by  each  employee  on  individual  job
during the day. Time tickets serve dual purposes: during the day. Time tickets serve dual purposes: 

a)a) it provides instructions for operations to be performedit provides instructions for operations to be performed
b)b) It records time spent in performing the operations It records time spent in performing the operations 

The worker  normally  collects  the ticket  form the foreman's  office.  OnThe worker  normally  collects  the ticket  form the foreman's  office.  On
completion of the operations, the worker records time of completion oncompletion of the operations, the worker records time of completion on
the ticket, submits the same to the Forman and collects a new ticket forthe ticket, submits the same to the Forman and collects a new ticket for
the next job to be worked on. Time ticket is needed because time card orthe next job to be worked on. Time ticket is needed because time card or
clock card indicates only the total time worked on by an employee. Timeclock card indicates only the total time worked on by an employee. Time
card does not show the number of hours worked on a specific job by ancard does not show the number of hours worked on a specific job by an
employee. employee. 

However, time ticket clearly shows the number of hours worked on by anHowever, time ticket clearly shows the number of hours worked on by an
employee on a specific job. employee on a specific job. 

Daily analysis of Data Daily analysis of Data 

At the end of the day all time tickets are collected by a time clerk. TheAt the end of the day all time tickets are collected by a time clerk. The
time clerk will complete the following procedures. time clerk will complete the following procedures. 

1.1. Compare the hours shown on each employee’s time tickets with theCompare the hours shown on each employee’s time tickets with the
total time shown on the employee's time card. total time shown on the employee's time card. 

2.2. Investigate the differences between time tickets and time cards. Investigate the differences between time tickets and time cards. 
3.3. Enter the earnings (Amount) on the time tickets. Enter the earnings (Amount) on the time tickets. 
4.4. Enter the number of hours worked during the day by each worker,Enter the number of hours worked during the day by each worker,

in the payroll register. in the payroll register. 
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5.5. Separate individual parts of the time tickets to make it easier toSeparate individual parts of the time tickets to make it easier to
sort by job or department. sort by job or department. 

Idle time Idle time 

Idle time is said to occur if time cards show more hours as compared toIdle time is said to occur if time cards show more hours as compared to
the time tickets. Idle time may occur because of the following reasons: the time tickets. Idle time may occur because of the following reasons: 

-- Hour lost waiting for materials Hour lost waiting for materials 
-- Hour lost waiting for assignment to a new job Hour lost waiting for assignment to a new job 
-- Hour lost waiting for a machine to be repaired Hour lost waiting for a machine to be repaired 
-- Strikers, fire floods etc. Strikers, fire floods etc. 

Idle time costs are considered to be manufacturing overhead. Idle time costs are considered to be manufacturing overhead. 
Note  that  the  short  time spent  during  the  morning an afternoon restNote  that  the  short  time spent  during  the  morning an afternoon rest
periods is not considered idle time. It is absorbed into whatever job theperiods is not considered idle time. It is absorbed into whatever job the
employee is working on at the time of the break. employee is working on at the time of the break. 

At the end of each week, an analysis of idle time is made an idle timeAt the end of each week, an analysis of idle time is made an idle time
sheet is prepared. Then the idle time sheet is attached to time ticket. sheet is prepared. Then the idle time sheet is attached to time ticket. 

If the clock card hours are less than hours recorded on time ticket theIf the clock card hours are less than hours recorded on time ticket the
difference  is  as  a  result  of  error.  The  error  has  to  be  corrected  indifference  is  as  a  result  of  error.  The  error  has  to  be  corrected  in
consolation with the Forman and the worker concerned. consolation with the Forman and the worker concerned. 

B. Payroll Procedures B. Payroll Procedures 

The payroll unit (or payroll department) is responsible for the following: The payroll unit (or payroll department) is responsible for the following: 

1.1. Maintain details of job classification cost center and wage rate ofMaintain details of job classification cost center and wage rate of
each employee each employee 

2.2. Maintain a list of mandatory deductions such as employee incomeMaintain a list of mandatory deductions such as employee income
taxes taxes 

3.3. Maintain a list of voluntary deductions, such as credit associationMaintain a list of voluntary deductions, such as credit association
contribution, contribution, 

4.4. Determine  for  each  employee  the  amount  of  income  tax  to  beDetermine  for  each  employee  the  amount  of  income  tax  to  be
deducted from each employee's gross pay. deducted from each employee's gross pay. 

5.5. Determine the net amount payable to each employee. Determine the net amount payable to each employee. 
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6.6. Prepare  wage  sheets  which  form  the  basis  for  disbursement  ofPrepare  wage  sheets  which  form  the  basis  for  disbursement  of
wages wages 

7.7. Summarize  the  cost  by  cost  center  including  the  gross  amountSummarize  the  cost  by  cost  center  including  the  gross  amount
earned  deductions,  net  pay  hours,  worked  overtime  premiumearned  deductions,  net  pay  hours,  worked  overtime  premium
incurred, incentive earned by each employee etc. incurred, incentive earned by each employee etc. 

The  time keeping  procedures  provide  the  data  needed  by  the  payrollThe  time keeping  procedures  provide  the  data  needed  by  the  payroll
department for computing earnings and completing labor cost records.department for computing earnings and completing labor cost records.
Factory payroll register may be prepared weekly, and monthly (or semiFactory payroll register may be prepared weekly, and monthly (or semi
monthly)  monthly)  
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 Learning Activity 2.4 

Answer the following questions.
1.1. Describe the Following Phases in Accounting for LaborDescribe the Following Phases in Accounting for Labor

                      A. time keeping                      A. time keeping
                      B. payroll procedure                      B. payroll procedure

2.2. Differentiate between time ticket and time card?Differentiate between time ticket and time card?
                                                                                                                    
                                                                                                                    

EMPLOYER'S PAYROLL TAXES EMPLOYER'S PAYROLL TAXES 

Employer's payroll taxes represent the amount of pension contributed toEmployer's payroll taxes represent the amount of pension contributed to
the employee's pension plan by the employer. Payroll taxes are usuallythe employee's pension plan by the employer. Payroll taxes are usually
part of the manufacturing overhead. They are recorded as follows: part of the manufacturing overhead. They are recorded as follows: 
            Manufacturing overhead control ---------------------xxx             Manufacturing overhead control ---------------------xxx 
                            Cash (or other account) -----------------------------------xxx                             Cash (or other account) -----------------------------------xxx 

Fringe Benefit Costs Fringe Benefit Costs 

Fringe benefits are costs related to salaries and wages. These includeFringe benefits are costs related to salaries and wages. These include
vacation  and  holiday  pay,  compensation  insurance  of  workers,vacation  and  holiday  pay,  compensation  insurance  of  workers,
hospitalization,  insurance,  life insurance e.t.c.  Fringe benefit costs arehospitalization,  insurance,  life insurance e.t.c.  Fringe benefit costs are
usually charged to manufacturing overheadusually charged to manufacturing overhead
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 Learning Activity 2.5 

Answer the following questions.
1.1. What are fringe benefits? What are fringe benefits? 

                                                                                                                    
                                                                                                                    

2.2. How they are typically accounted for? How they are typically accounted for? 
                                                                                                                    
                                                                                                                    

2.8 SUMMARY2.8 SUMMARY

 Labor cost is an important element of costs; it constitutes a Labor cost is an important element of costs; it constitutes a 

significant portion of total cost of production. This it is important to significant portion of total cost of production. This it is important to 
establish an efficient system of labor control and selecting the most establish an efficient system of labor control and selecting the most 
appropriate method of remunerating them. The productivity of all other appropriate method of remunerating them. The productivity of all other 
resources is linked to the productivity of employees. Assets cannot resources is linked to the productivity of employees. Assets cannot 
operate by themselves. operate by themselves. 

2.9 GLOSSARY 2.9 GLOSSARY 

Time keeping is  a  procedure used to  keep records of  the  total  hoursTime keeping is  a  procedure used to  keep records of  the  total  hours
worked by each employee worked by each employee 
Time ticket a document used to record the amount of time spent by eachTime ticket a document used to record the amount of time spent by each
employee on the employee on the 
Job Job 
Time card: a card used to record the total hour spent by each employee inTime card: a card used to record the total hour spent by each employee in
the plant the plant 
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ACCOUNTING FOR FACTO RY OVER HEAD COSTSACCOUNTING FOR FACTO RY OVER HEAD COSTS

2.10. 2.10. MEANING& NATURE OF OVER HEADMEANING& NATURE OF OVER HEAD

Overhead  refers  to  any  cost  which  is  not  directly  attributable  to  aOverhead  refers  to  any  cost  which  is  not  directly  attributable  to  a
particular unit. In other words, overheads are real costs and representparticular unit. In other words, overheads are real costs and represent
spending on resources or services which benefit all units of products andspending on resources or services which benefit all units of products and
services. Overhead costs are costs common to more than one unit cannotservices. Overhead costs are costs common to more than one unit cannot
be linked to a particular unit. be linked to a particular unit. 

2.11. 2.11. DEPARTMENTALIZING OVERHEAD COSTS DEPARTMENTALIZING OVERHEAD COSTS 

Classification of overhead costs Classification of overhead costs 

a) Factory overheada) Factory overhead

Factory  overhead  is  the  aggregate  of  indirect  costs  associated  withFactory  overhead  is  the  aggregate  of  indirect  costs  associated  with
manufacturing activities, Factory overhead is also called factory burden,manufacturing activities, Factory overhead is also called factory burden,
manufacturing  overhead,  manufacturing  expresses,  or  indirectmanufacturing  overhead,  manufacturing  expresses,  or  indirect
manufacturing costs. manufacturing costs. 

Factory overhead includes: Factory overhead includes: 

-- Factory rent, lighting an heating Factory rent, lighting an heating 
-- Depreciation  repairs  and  maintenance  and  insurance  of  factoryDepreciation  repairs  and  maintenance  and  insurance  of  factory

building, plant and machinery & other facilities. building, plant and machinery & other facilities. 
-- Power and fuel Power and fuel 
-- Salaries and related costs of production management Salaries and related costs of production management 
-- Wages of indirect costs of production management Wages of indirect costs of production management 
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-- Indirect materials Indirect materials 
-- Direct  materials  of  small  individual  value  that  cannot  beDirect  materials  of  small  individual  value  that  cannot  be

economically feasible to allocate to individual unit economically feasible to allocate to individual unit 
-- Expenses connected with administration of factory Expenses connected with administration of factory 
-- Fringe benefits etc Fringe benefits etc 

In general, factory overhead costs are classified into three. There are: In general, factory overhead costs are classified into three. There are: 

1.1. Indirect labor Indirect labor 
2.2. Indirect materials Indirect materials 
3.3. Other factory overhead  Other factory overhead  

b) Administration overhead b) Administration overhead 

Administration overhead is the aggregate of the costs of formulating theAdministration overhead is the aggregate of the costs of formulating the
policy,  directing the  organization  and controlling  the  operations  of  anpolicy,  directing the  organization  and controlling  the  operations  of  an
undertaking  which  is  not  directly  related  to  production,  selling  andundertaking  which  is  not  directly  related  to  production,  selling  and
distribution. Administration is a distinct function of an organization whichdistribution. Administration is a distinct function of an organization which
supports the other main functions. supports the other main functions. 

Examples of administration are: Examples of administration are: 

1)1) Office rents Office rents 
2)2) Office lighting, heating and cleaning Office lighting, heating and cleaning 
3)3) Depreciation,  repairs  and  maintenance,  and  insurance  of  officeDepreciation,  repairs  and  maintenance,  and  insurance  of  office

buildings,  office  equipment  office  furniture  and  other  officebuildings,  office  equipment  office  furniture  and  other  office
machines.machines.

4)4) Salaries of office staff Salaries of office staff 
5)5) Director's remuneration Director's remuneration 
6)6) Office  supplies  and  otherOffice  supplies  and  other

expenses expenses 
7)7) Postage and telephone Postage and telephone 

8)8) Printing and stationery Printing and stationery 
9)9) Audit fees Audit fees 
10)10) Legal expense Legal expense 
11)11) Bank charges Bank charges 
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Administration  overhead  costs  are  not  product  costs,  rather  directlyAdministration  overhead  costs  are  not  product  costs,  rather  directly
recorded as expense when incurred. recorded as expense when incurred. 

c) Selling overhead c) Selling overhead 

Selling overhead costs refers to those indirect costs which are associatedSelling overhead costs refers to those indirect costs which are associated
with marketing and selling (excluding distribution) activities. Exampleswith marketing and selling (excluding distribution) activities. Examples
are: are: 

1.1. Salaries  commissions  and  traveling  expenses  of  salesmen  andSalaries  commissions  and  traveling  expenses  of  salesmen  and
technical representatives. technical representatives. 

2.2. Sales office expense Sales office expense 
3.3. Bad -debits expense (or uncollectible accounts) Bad -debits expense (or uncollectible accounts) 
4.4. Brokerage or third-party commissions Brokerage or third-party commissions 
5.5. Costs of marketing information system including market research Costs of marketing information system including market research 
6.6. Advertisement and publicity expenses Advertisement and publicity expenses 
7.7. Costs of catalogues and price -levels Costs of catalogues and price -levels 
8.8. Expenses incurred in maintenance of show rooms. Expenses incurred in maintenance of show rooms. 

Selling overhead costs  are not  part  of  product  costs.  They are periodSelling overhead costs  are not  part  of  product  costs.  They are period
costs costs 

d) Distribution overhead d) Distribution overhead 

Distribution overhead costs are the aggregate of indirect costs associatedDistribution overhead costs are the aggregate of indirect costs associated
with  the  distribution  of  finished  goods.  Distribution  includes  suchwith  the  distribution  of  finished  goods.  Distribution  includes  such
activities as moving articles to central or local storage, moving articles toactivities as moving articles to central or local storage, moving articles to
and from prospective customers. In gas, electricity, and water industriesand from prospective customers. In gas, electricity, and water industries
“Distribution" means pipes, mains and services which may be regarded as“Distribution" means pipes, mains and services which may be regarded as
equivalent to packing and transportation. Some examples of distributionequivalent to packing and transportation. Some examples of distribution
overhead are: overhead are: 

1.1. Packing charges    Packing charges    
2.2. Warehousing expenses Warehousing expenses 
3.3. Insurance of finished goods Insurance of finished goods 
4.4. Wastages of finished goods Wastages of finished goods 
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5.5. Deprecation,  repairs  and  maintenance,  insurance,  and  cost  ofDeprecation,  repairs  and  maintenance,  insurance,  and  cost  of
operating the distribution vehicles. operating the distribution vehicles. 

Behavioral classification of factory overhead Behavioral classification of factory overhead 

Factory  overhead  costs  are  also  classified  in  to  three  behavioralFactory  overhead  costs  are  also  classified  in  to  three  behavioral
classifications (categories) classifications (categories) 

1. Fixed overheads                 1. Fixed overheads                 
 2. Variable overheads              2. Variable overheads             
3. Semi variable overheads 3. Semi variable overheads 

Fixed overheads are  indirect  costs  which conform to  the  definition ofFixed overheads are  indirect  costs  which conform to  the  definition of
fixed costs. If there are many different types of overhead costs, factoryfixed costs. If there are many different types of overhead costs, factory
overhead analysis sheets are used as a subsidiary ledger. The controllingoverhead analysis sheets are used as a subsidiary ledger. The controlling
account of the analysis sheet is manufacturing overhead control account.account of the analysis sheet is manufacturing overhead control account.
This summarizes the data in the analysis sheets. Usually large businessesThis summarizes the data in the analysis sheets. Usually large businesses
divide factory operations into departments so that costs can be effectivelydivide factory operations into departments so that costs can be effectively
controlled. There are two methods of achieving cost departmentalization. controlled. There are two methods of achieving cost departmentalization. 

1. Maintain separate control accounts 1. Maintain separate control accounts 
Under this  method, a control  account is  maintained for each differentUnder this  method, a control  account is  maintained for each different
manufacturing overhead cost. An analysis sheets are used to show themanufacturing overhead cost. An analysis sheets are used to show the
amount  chargeable  to  each  department  in  a  subsidiary  ledge.  Foramount  chargeable  to  each  department  in  a  subsidiary  ledge.  For
example, a control account for indirect materials through the factory mayexample, a control account for indirect materials through the factory may
be set up in the following manner. be set up in the following manner. 
Indirect materials                               No_______________________Indirect materials                               No_______________________

Date Date ExplanatiExplanati
on on 

PostPost
RefRef

Departmental AnalysisDepartmental Analysis
Total Total Dep 1 Dep 1 Dept 2Dept 2 Dept 3Dept 3 Dept 4Dept 4
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2. Maintain single control accounts 2. Maintain single control accounts 

Under  this  method  a  single  control  accounts  is  maintained  for  allUnder  this  method  a  single  control  accounts  is  maintained  for  all
manufacturing overhead costs. The subsidiary ledger may organize costsmanufacturing overhead costs. The subsidiary ledger may organize costs
two ways. two ways. 

a) Subsidiary ledger by type of cost a) Subsidiary ledger by type of cost 

For  each  manufacturing  overhead  cost  a  subsidiary  ledger  account  isFor  each  manufacturing  overhead  cost  a  subsidiary  ledger  account  is
maintained (or kept) for example, a separate account 'is established formaintained (or kept) for example, a separate account 'is established for
indirect labor. Another account is maintained for utilities. This methodindirect labor. Another account is maintained for utilities. This method
enables to accumulate costs by type. enables to accumulate costs by type. 

b) Subsidiary ledger by department b) Subsidiary ledger by department 

Under this method, the departmental overhead analysis sheet is used as aUnder this method, the departmental overhead analysis sheet is used as a
subsidiary ledger account) subsidiary ledger account) 
Recording overhead costs Recording overhead costs 

Certain factory overhead costs, such as electricity, fuel,  and water areCertain factory overhead costs, such as electricity, fuel,  and water are
paid at end of month. Thus, these costs are recorded when paid or billspaid at end of month. Thus, these costs are recorded when paid or bills
are  received.  Other  manufacturing  overhead  costs,  such  as  insuranceare  received.  Other  manufacturing  overhead  costs,  such  as  insurance
vacations,  and  holidays,  is  accrued  and  arises  from  adjusting  entriesvacations,  and  holidays,  is  accrued  and  arises  from  adjusting  entries
made at the end of the relevant period. made at the end of the relevant period. 

Once we obtain the necessary source documents, the necessary entriesOnce we obtain the necessary source documents, the necessary entries
are made in the voucher register. In order to record in a voucher register,are made in the voucher register. In order to record in a voucher register,
a voucher must be prepared first using the following steps. a voucher must be prepared first using the following steps. 

1.1. Compare the invoice with purchase order and receiving report andCompare the invoice with purchase order and receiving report and
all computations are checked. all computations are checked. 

2.2. Prepare a voucher,  including a notation of  the department to bePrepare a voucher,  including a notation of  the department to be
changed changed 

3.3. Record the voucher in the voucher register. The entry is: Record the voucher in the voucher register. The entry is: 
      Manufacturing overhead control -----------------------------xxx       Manufacturing overhead control -----------------------------xxx 
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                   Vouchers payable -----------------------------------------------xxx                    Vouchers payable -----------------------------------------------xxx 
4.4. The  cost  clerk  will  post  the  cost  to  the  appropriate  departmentalThe  cost  clerk  will  post  the  cost  to  the  appropriate  departmental

overhead analysis sheet.overhead analysis sheet.
Note that the above four steps do not apply to the manner of recordingNote that the above four steps do not apply to the manner of recording
indirect  materials  and  indirect  labor.  Indirect  materials  are  directlyindirect  materials  and  indirect  labor.  Indirect  materials  are  directly
entered  into  departmental  overhead  analysis  sheet  from  materialsentered  into  departmental  overhead  analysis  sheet  from  materials
requisition.  Indirect  labor  is  directly  transferred  from the  time  ticketrequisition.  Indirect  labor  is  directly  transferred  from the  time  ticket
analysis to departmental overhead analysis sheet. analysis to departmental overhead analysis sheet. 

Manufacturing overhead costs that occur at the end of the period areManufacturing overhead costs that occur at the end of the period are
recorded by means of adjusting entries.  These costs usually do not varyrecorded by means of adjusting entries.  These costs usually do not vary
from month. Examples are depreciation, taxes, and property insurance.from month. Examples are depreciation, taxes, and property insurance.
These costs are recorded in the general journal voucher and then postedThese costs are recorded in the general journal voucher and then posted
to departmental overhead analysis sheet.to departmental overhead analysis sheet.

Illustration Illustration 

1.1. Indirect  materials  costing  Br  75,000  were  issued  to  differentIndirect  materials  costing  Br  75,000  were  issued  to  different
departments. Prepare the entry to record the issuance. departments. Prepare the entry to record the issuance. 

Entry Entry 

MOH control - Indirect materials ------------------------------75,000 MOH control - Indirect materials ------------------------------75,000 
      Raw materials ---------------------------------------------------------------75,000      Raw materials ---------------------------------------------------------------75,000

2.2. Analysis of time ticket indicates that indirect labor costs amountedAnalysis of time ticket indicates that indirect labor costs amounted
to Br. 160,000 prepare the entry to record the costs. to Br. 160,000 prepare the entry to record the costs. 

Entry Entry 
MOH control - Indirect labor ---------------------160,000 MOH control - Indirect labor ---------------------160,000 
       Factory payroll clearing ------------------------------------160,000        Factory payroll clearing ------------------------------------160,000 
3.3. Assume that depreciation for the period amounts to Br. 120,000 onAssume that depreciation for the period amounts to Br. 120,000 on

the factory building and to Br. 95, 000 on the factory equipment.the factory building and to Br. 95, 000 on the factory equipment.
Prepare the entry to record depreciation. Prepare the entry to record depreciation. 

                      Entry Entry 
            MOH control - Depreciation --------------------------215,000             MOH control - Depreciation --------------------------215,000 
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                    Accumulated depreciation -Factory Building ---------------                    Accumulated depreciation -Factory Building ---------------
120,000 120,000 
                    Accumulated depreciation - Factory Equipment----------                    Accumulated depreciation - Factory Equipment----------
95,000 95,000 
4.4. Insurance of factory building amounting Br. 5000 has been expiredInsurance of factory building amounting Br. 5000 has been expired

during the period. Prepayment for insurance was initially debited toduring the period. Prepayment for insurance was initially debited to
asset account. Prepare the entry to record the expired insurance. asset account. Prepare the entry to record the expired insurance. 

          Entry Entry 
        MOH control property taxes -------------5000                      MOH control property taxes -------------5000              
               Property taxes payable ---------------------------5000               Property taxes payable ---------------------------5000
5.5. Property taxes on factory facilities are estimated to be Br. 49000.Property taxes on factory facilities are estimated to be Br. 49000.

Prepare the entry to record property taxes. Prepare the entry to record property taxes. 
                      Entry Entry 
            MOH control property taxes ----------------------49000             MOH control property taxes ----------------------49000 
                    Property taxes payable -----------------------------------49000                     Property taxes payable -----------------------------------49000 

6.6. Factory utilities have been paid in cash of Br. 140,000 Factory utilities have been paid in cash of Br. 140,000 
            Entry Entry 
       MOH control - Utilities ----------------------140,000        MOH control - Utilities ----------------------140,000 
              Cash -------------------------------------------------------140,000               Cash -------------------------------------------------------140,000 

Distributing Service Department CostsDistributing Service Department Costs
By the end of the period, the Production departments and other serviceBy the end of the period, the Production departments and other service
departments are expected to operate efficiently. Bur service departmentsdepartments are expected to operate efficiently. Bur service departments
do  not  produce  goods  themselves.  The  manufacturing  overhead  costsdo  not  produce  goods  themselves.  The  manufacturing  overhead  costs
charged  to  service  departments  operations  must  be  redistributed  tocharged  to  service  departments  operations  must  be  redistributed  to
where goods are produced. where goods are produced. 

2.11.1 2.11.1 Allocating Service Department Costs Allocating Service Department Costs 

Service  departments  help  producing  departments  and  other  serviceService  departments  help  producing  departments  and  other  service
departments  to  operate  efficiently.  But  service  departments  do  notdepartments  to  operate  efficiently.  But  service  departments  do  not
produce goods themselves. The manufacturing overhead costs charged toproduce goods themselves. The manufacturing overhead costs charged to
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service departments operations must be redistributed to where goods areservice departments operations must be redistributed to where goods are
produced. produced. 

It  must  be  noted  that  relationships  exist  not  only  between  serviceIt  must  be  noted  that  relationships  exist  not  only  between  service
departments  and  production  departments  but  also  among  individualdepartments  and  production  departments  but  also  among  individual
service departments. One service department receives service from otherservice departments. One service department receives service from other
service departments, or gives service to other service departments. Costsservice departments, or gives service to other service departments. Costs
are  primarily  accumulated  at  each  department  for  planning  andare  primarily  accumulated  at  each  department  for  planning  and
controlling  purposes.  For  inventory  costing  purposes,  however,  thecontrolling  purposes.  For  inventory  costing  purposes,  however,  the
factory  service  department  costs  must  be  allocated  to  the  productionfactory  service  department  costs  must  be  allocated  to  the  production
departments. departments. 

2.11.1.1 Basis of allocation 2.11.1.1 Basis of allocation 
Allocation of service department costs require a proper assessment of theAllocation of service department costs require a proper assessment of the
benefits  received  provide  the  most  equitable  basis  of  allocation.  Thebenefits  received  provide  the  most  equitable  basis  of  allocation.  The
following are some of common bases usually adopted for measurement offollowing are some of common bases usually adopted for measurement of
benefits. benefits. 

        Basis                                                         Cost Item         Basis                                                         Cost Item 
1. Floor Area                               Rent, depreciation, maintenance of1. Floor Area                               Rent, depreciation, maintenance of
building                                                 building                                                 
                                                             lighting heating, fire precaution                                                             lighting heating, fire precaution
service.      service.      
2. Number of workers employee    Any expense associated with 2. Number of workers employee    Any expense associated with 

workers such     as recreation costs, time workers such     as recreation costs, time 
keeping supervision costs etc. keeping supervision costs etc. 

3. Value of materials passing              Costs associated with material3. Value of materials passing              Costs associated with material
such as                such as                
     through    the department               materials handling expenses      through    the department               materials handling expenses 
4. Capital value                                  Depreciation, insurance and4. Capital value                                  Depreciation, insurance and

maintenance of maintenance of 
                                                             production facilities                                                              production facilities 
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5.5. Direct labor hours and/or               Majority of general overheadDirect labor hours and/or               Majority of general overhead
items. items. 

      Machine hours       Machine hours 
6.6. Technical estimates, or watts       a) Lighting: capacity of lighting orTechnical estimates, or watts       a) Lighting: capacity of lighting or

number of Used number of Used lights                                  b) lights                                  b) Electric power, Horse power ofElectric power, Horse power of

machines     coupled with operating timemachines     coupled with operating time

                                                             c) Steam                                                             c) Steam
                                                             d) Water                                                              d) Water 

2.11.1.2 Methods of Allocation 2.11.1.2 Methods of Allocation 
There are three methods of allocating the costs of service departments toThere are three methods of allocating the costs of service departments to
production departments. These are: production departments. These are: 

1.1. Direct allocation method Direct allocation method 
2.2. Step down allocating method Step down allocating method 
3.3. Reciprocal allocation method Reciprocal allocation method 

ExampleExample

Cross company is a manufacturing firm and has two service departmentsCross company is a manufacturing firm and has two service departments
(Maintenance  and  Record  Keeping  departments)  and  two  production(Maintenance  and  Record  Keeping  departments)  and  two  production
departments (Production 1 and Production 2 departments).  During thedepartments (Production 1 and Production 2 departments).  During the
current year the service departments have rendered the following hourscurrent year the service departments have rendered the following hours
of service and incurred the respective costs:of service and incurred the respective costs:

DepartmenDepartmen
tsts

CostCost Service HoursService Hours

MaintenanMaintenan
cece

Dept Dept 

RecordRecord
keepingkeeping

ProductioProductio
nn

Dept 1Dept 1

ProductioProductio
nn

Dept 2Dept 2

MaintenanMaintenan 40,00040,000 -- 2 Hrs2 Hrs 4 Hrs4 Hrs 4 Hrs4 Hrs
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cece BirrBirr

RecordRecord
KeepingKeeping

60,00060,000
BirrBirr

5 Hrs5 Hrs -- 3 Hrs3 Hrs 2 Hrs2 Hrs

N.B.  Allocation  base  used  for  allocating  service  department  cost  toN.B.  Allocation  base  used  for  allocating  service  department  cost  to
production departments is Service Hours.production departments is Service Hours.

RequiredRequired

Allocate service dept costs to production departments by using;Allocate service dept costs to production departments by using;

1.1. Direct Allocation MethodDirect Allocation Method

2.2. Step Down Allocation MethodStep Down Allocation Method

3.3. Algebraic /Reciprocal/ Allocation MethodAlgebraic /Reciprocal/ Allocation Method

Solution Solution 

Before  we  start  allocating  service  department  costs  to  productionBefore  we  start  allocating  service  department  costs  to  production
departments, let us plot the relationship of service that exists betweendepartments, let us plot the relationship of service that exists between
departments  on  a  diagram.  This  helps  us  to  understand  the  flow  ofdepartments  on  a  diagram.  This  helps  us  to  understand  the  flow  of
services easily and allocate costs of service departments to productionservices easily and allocate costs of service departments to production
departments right away.departments right away.
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3.3. Direct Allocation method Direct Allocation method 

Direct Allocation Method: Under this method, service exchanged betweenDirect Allocation Method: Under this method, service exchanged between
service departments is totally ignored. Service department cost is directlyservice departments is totally ignored. Service department cost is directly
allocated to production departments.allocated to production departments.

Service DepartmentsService Departments S1S1 S2S2 P1P1 P2P2

MaintenanceMaintenance
DepartmentDepartment

-- -- 40000x4/840000x4/8

=20,000 Birr=20,000 Birr

40,000X4/840,000X4/8

=20,000 Birr=20,000 Birr

Record  KeepingRecord  Keeping
DepartmentDepartment

-- -- 60,000x3/560,000x3/5

=36,000 Birr=36,000 Birr

60,000x2/560,000x2/5

=24,000 Birr=24,000 Birr

Service  Dept  CostsService  Dept  Costs
allocated to productionallocated to production
DepartmentsDepartments

56,000 Birr56,000 Birr 44,000 Birr44,000 Birr

TotalTotal 100,000 Birr100,000 Birr

Where: S1 = Maintenance DepartmentWhere: S1 = Maintenance Department

              S2 = Record Keeping Department              S2 = Record Keeping Department
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              P1 = Production Department 1              P1 = Production Department 1

              P2 = Production Department 2              P2 = Production Department 2

As  it  can  be  inferred  from  the  above  table;  Out  of  the  total  serviceAs  it  can  be  inferred  from  the  above  table;  Out  of  the  total  service
departments cost of 100,000 Birr, 56,000 Birr is allocated to Productiondepartments cost of 100,000 Birr, 56,000 Birr is allocated to Production
Department 1 and 44,000 Birr is allocated to Production Department 2. Department 1 and 44,000 Birr is allocated to Production Department 2. 

4.4. Step down method Step down method 

 Under  this  method  service  department  cost   is  allocated   between Under  this  method  service  department  cost   is  allocated   between
service department  only in one direction that is from  service departmentservice department  only in one direction that is from  service department
which has rendered its most service to  the other service department towhich has rendered its most service to  the other service department to
the  service department which has rendered lesser .the  service department which has rendered lesser .

Under  our  case,  Maintenance  has  rendered  20%  (2hrs/10hrs)  of  itsUnder  our  case,  Maintenance  has  rendered  20%  (2hrs/10hrs)  of  its
service to Record Keeping department and Record-keeping departmentservice to Record Keeping department and Record-keeping department
has rendered 50% (5hrs/10hrs) of its service to Maintenance Department.has rendered 50% (5hrs/10hrs) of its service to Maintenance Department.
From  this  computation,  it  can  be  concluded  that  Record  KeepingFrom  this  computation,  it  can  be  concluded  that  Record  Keeping
Department  is  the  one,  which has  rendered  its  most  service  to  otherDepartment  is  the  one,  which has  rendered  its  most  service  to  other
service department (Maintenance). Therefore, cost will be allocated fromservice department (Maintenance). Therefore, cost will be allocated from
Record-Keeping to Maintenance department then the allocated costs willRecord-Keeping to Maintenance department then the allocated costs will
be distributed to production departments at the end.be distributed to production departments at the end.

Service DepartmentsService Departments S1S1 S2S2 P1P1 P2P2

Record  KeepingRecord  Keeping
DepartmentDepartment

60,000x5/160,000x5/1
0=30,0000=30,000
BirrBirr

--  50,000x3/10 50,000x3/10

=18000 Birr=18000 Birr

 50,000x2/1 50,000x2/1
00

=12000 Birr=12000 Birr

MaintenanceMaintenance
DepartmentDepartment

-- -- *70,000x4/8*70,000x4/8

=35,000 Birr=35,000 Birr

*70,000x4/8*70,000x4/8

=35000 Birr=35000 Birr

Service  Dept  CostsService  Dept  Costs 53,000 Birr53,000 Birr 47,000 Birr47,000 Birr
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allocated to productionallocated to production
DepartmentsDepartments

TotalTotal 100,000 Birr100,000 Birr

*  70,000  Birr  =  Cost  allocated  from  Record  Keeping  +  Cost  of*  70,000  Birr  =  Cost  allocated  from  Record  Keeping  +  Cost  of
Maintenance DeptMaintenance Dept

                             Department to Record                              Department to Record 

                              Keeping Dept                              Keeping Dept

                          = 30,000 Birr + 40,000 Birr                          = 30,000 Birr + 40,000 Birr

                                   = 70,000 Birr                                   = 70,000 Birr

Where: S1 = Maintenance DepartmentWhere: S1 = Maintenance Department

              S2 = Record Keeping Department              S2 = Record Keeping Department

              P1 = Production Department 1              P1 = Production Department 1

              P2 = Production Department 2              P2 = Production Department 2

5.5. Algebraic /reciprocal /method Algebraic /reciprocal /method 

 Under this method service exchanged between service departments is Under this method service exchanged between service departments is
considered in both directions between service departments. considered in both directions between service departments. 

Before we start allocation of costs to production departments, we need toBefore we start allocation of costs to production departments, we need to
calculate costs of service departments by considering the costs allocatedcalculate costs of service departments by considering the costs allocated
between  themselves.  For  such  purpose  we  can  use  simultaneous  orbetween  themselves.  For  such  purpose  we  can  use  simultaneous  or
substitution method. For this specific example, let us see how substitutionsubstitution method. For this specific example, let us see how substitution
method is applied:method is applied:

S1=   40,000 Birr + 0.5 S2S1=   40,000 Birr + 0.5 S2

S2 = 60,000 Birr + 0.2 S1 S2 = 60,000 Birr + 0.2 S1 
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S1=   40,000 Birr + 0.5 S2S1=   40,000 Birr + 0.5 S2

Now Substitute S2 in S1’s formulaNow Substitute S2 in S1’s formula

S1 = 40,000+0.5 (60,000 Birr + 0.2S1)  S1 = 40,000+0.5 (60,000 Birr + 0.2S1)  

 S1 = 40,000 Birr +30,000 Birr+0.1 S1 S1 = 40,000 Birr +30,000 Birr+0.1 S1

 S1 = 70,000 Birr +0.1 S1 S1 = 70,000 Birr +0.1 S1

S1- 0.1 S1 = 70,000S1- 0.1 S1 = 70,000

 0.9 S1= 70,000 Birr  0.9 S1= 70,000 Birr 

S1 = 70,000 Birr /0.9 S1 = 70,000 Birr /0.9 

= 77,777.78 Birr= 77,777.78 Birr

Now Substitute S1 in S2’s formulaNow Substitute S1 in S2’s formula

S2 = 60,000 Birr + 0.2 S1S2 = 60,000 Birr + 0.2 S1

S2 =60,000 Birr + 0.2(77,777.78 Birr)S2 =60,000 Birr + 0.2(77,777.78 Birr)

=75,555.5 Birr=75,555.5 Birr

Once the service department cost is determined, on the next step it willOnce the service department cost is determined, on the next step it will
be allocated to production departments.be allocated to production departments.

ServiceService
DepartmentsDepartments

S1S1 S2S2 P1P1 P2P2

RecordRecord
KeepingKeeping
DepartmentDepartment

-- 77,777.78x77,777.78x
.02 .02 

=15,555.5=15,555.5
56 Birr56 Birr

77,777.78X0.4=77,777.78X0.4=
31,111.11231,111.112

=  31,111.112=  31,111.112
BirrBirr

77,777.78X0.4=77,777.78X0.4=
31,111.11231,111.112

=  31,111.112=  31,111.112
BirrBirr
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MaintenanceMaintenance
DepartmentDepartment

75,555.5X75,555.5X
0.50.5

==
37,777.7537,777.75
BirrBirr

 75,555.5X0.3 75,555.5X0.3

=22,666.65 Birr=22,666.65 Birr

75,555.5X0.275,555.5X0.2

=15,111.1 Birr=15,111.1 Birr

Service  DeptService  Dept
Costs allocatedCosts allocated
to  productionto  production
DepartmentsDepartments

53.777.8 Birr53.777.8 Birr 46.222.2  Birr46.222.2  Birr

TotalTotal 100,000 Birr100,000 Birr

 Learning Activity 2.6 

Answer the following questions.
1.1. What are the major techniques which could be used to allocateWhat are the major techniques which could be used to allocate

service department cost to production department?service department cost to production department?
                                                                                                                    
                                                                                                                    

2.12. SETTING OVERHEAD RATES 2.12. SETTING OVERHEAD RATES 

Manufacturing  overhead  costs  are  not  directly  traceable  to  a  unit  ofManufacturing  overhead  costs  are  not  directly  traceable  to  a  unit  of
output. Instead, these costs are accumulated during the year and chargedoutput. Instead, these costs are accumulated during the year and charged
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to jobs or products at the end of the year. However, management cannotto jobs or products at the end of the year. However, management cannot
wait until the end of the year, or month to find out how much particularwait until the end of the year, or month to find out how much particular
job costs. Cost date are most useful when they are immediately availablejob costs. Cost date are most useful when they are immediately available
then  they  can  be  used  to  evaluate  efficiency,  to  suggest  changes  inthen  they  can  be  used  to  evaluate  efficiency,  to  suggest  changes  in
procedures,  and  to  help  setting  profitable  selling  prices.  The  costprocedures,  and  to  help  setting  profitable  selling  prices.  The  cost
accountant  is  usually  expected  to  report  the  total  setting  profitableaccountant  is  usually  expected  to  report  the  total  setting  profitable
selling prices. The cost accountant is usually expected to report the totalselling prices. The cost accountant is usually expected to report the total
cost of a job as soon as it s finished. At this time the actual total overheadcost of a job as soon as it s finished. At this time the actual total overhead
costs are available, as they would be the end of a fiscal period. Thus, thecosts are available, as they would be the end of a fiscal period. Thus, the
accountant  has  to  devise  a  method  of  estimating  overhead  costsaccountant  has  to  devise  a  method  of  estimating  overhead  costs
applicable  of  the  completed  jobs.  This  is  achieved  by  establishing  aapplicable  of  the  completed  jobs.  This  is  achieved  by  establishing  a
predetermined  overhead  rate,  or  predetermined  overhead  applicationpredetermined  overhead  rate,  or  predetermined  overhead  application
rate. rate. 

Predetermined overhead application rate refers to the rate determinedPredetermined overhead application rate refers to the rate determined
before the commencement of the period during which the same would bebefore the commencement of the period during which the same would be
used. used. 

2.12.1 Factors Affecting Rate Setting 2.12.1 Factors Affecting Rate Setting 
Several factors affect the setting overhead rate. Among these are: Several factors affect the setting overhead rate. Among these are: 
1. Length of the Period 1. Length of the Period 
This refers to the length of the period over which the rate is to be used.This refers to the length of the period over which the rate is to be used.
Selection of the length of the period determines the questions as to howSelection of the length of the period determines the questions as to how
frequently the rate should be revised. The period varies from organizationfrequently the rate should be revised. The period varies from organization
to organization. Rate may be revised every year, six months, quarter, orto organization. Rate may be revised every year, six months, quarter, or
even every month. even every month. 
The general principle governing the selection of the period is that theThe general principle governing the selection of the period is that the
period should be long enough to normalize the rate. A shorter period forperiod should be long enough to normalize the rate. A shorter period for
averaging costs is not satisfactory because wide variation can occur fromaveraging costs is not satisfactory because wide variation can occur from
to period. These variations are due to changes is seasons, calendar, andto period. These variations are due to changes is seasons, calendar, and
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volume.  Fluctuating  costs  also  complicate  any  attempt  to  use  shortervolume.  Fluctuating  costs  also  complicate  any  attempt  to  use  shorter
period such as a month. period such as a month. 

2.12.2. Departmental and factory rates 2.12.2. Departmental and factory rates 

The second factor is whether a single factory wide rate is used for allThe second factor is whether a single factory wide rate is used for all
factory overhead or whether separate rates are used for each producingfactory overhead or whether separate rates are used for each producing
departments.  If  the  company  is  small,  has  a  few  manufacturingdepartments.  If  the  company  is  small,  has  a  few  manufacturing
departments, produces very few types of goods, it may successfully use adepartments, produces very few types of goods, it may successfully use a
single overhead application rate. However, a single overhead rate is notsingle overhead application rate. However, a single overhead rate is not
appropriate  if  different  types  of  products  are  manufactured,  of  if  allappropriate  if  different  types  of  products  are  manufactured,  of  if  all
products  do  not  go  through  all  departments.  If  one  department  usesproducts  do  not  go  through  all  departments.  If  one  department  uses
largely machine operations, and another department uses primarily handlargely machine operations, and another department uses primarily hand
labor, a single rate is not suitable. Note that when a single rate is used forlabor, a single rate is not suitable. Note that when a single rate is used for
the entire, it is called blanket rate. the entire, it is called blanket rate. 

2.12.3 Types of overhead rate bases 2.12.3 Types of overhead rate bases 

The overhead rate is calculated with reference to the amount of overheadThe overhead rate is calculated with reference to the amount of overhead
provided  in  the  budget  and a  predetermined volume of  production  inprovided  in  the  budget  and a  predetermined volume of  production  in
terms of the base which will be used as denominator. The base should beterms of the base which will be used as denominator. The base should be
the best available of the cause and effect relationships between overheadthe best available of the cause and effect relationships between overhead
costs and cost drivers. costs and cost drivers. 

Overhead rate = Overhead rate = Estimated manufacturing overheadEstimated manufacturing overhead  
                             Estimated activity base                              Estimated activity base 

Activity base may be any one of the six bases mentioned below: Activity base may be any one of the six bases mentioned below: 

A number of bases may be used in computing overhead application rate.A number of bases may be used in computing overhead application rate.
The most common bases are: The most common bases are: 
1. Units of production1. Units of production
2. Direct material cost 2. Direct material cost 
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3. Direct labor cost 3. Direct labor cost 
4. Prime cost 4. Prime cost 
5. Direct labor hours 5. Direct labor hours 
6. Machine hours 6. Machine hours 

Illustration Illustration 
A summary of the budget data for Abdi manufacturer for the year endedA summary of the budget data for Abdi manufacturer for the year ended
December 31, 1998 is given below: December 31, 1998 is given below: 

Budgeted            Manufacturing overhead costs   = $ 600,000 Budgeted            Manufacturing overhead costs   = $ 600,000 
   "                       Units of production                   = 30,000 units    "                       Units of production                   = 30,000 units 
   "     "     Direct labor costs                        = $400,000    Direct labor costs                        = $400,000 
   "    "    Direct labor hours    Direct labor hours        = 240,000 hours        = 240,000 hours 
   "    "    Direct material costs                  = $ 360,000    Direct material costs                  = $ 360,000 
   "                      Machine hours                            = 350,000 hours    "                      Machine hours                            = 350,000 hours 

Required:  Determine  overhead  application  rate  under  each  of  theRequired:  Determine  overhead  application  rate  under  each  of  the
following bases: following bases: 

a)a) Units of production Units of production 
b)b) Direct material cost Direct material cost 
c)c) Direct labor cost Direct labor cost 
d)d) Prime cost Prime cost 
e)e) Direct labor hours Direct labor hours 
f)f) Machine hours Machine hours 

a) Units of production a) Units of production 
Units of production result in a meaningful rate only if the manufacturingUnits of production result in a meaningful rate only if the manufacturing
process is simple and only if one type or a few very similar types ofprocess is simple and only if one type or a few very similar types of
goods are produced. goods are produced. 

      Rate =          Rate =    Estimated Manufacturing Overhead Estimated Manufacturing Overhead 
                        Estimated units of production                         Estimated units of production 
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                                = 600,000= 600,000   = $ 20 unit    = $ 20 unit 
                    30,000                    30,000
The rate implies  that  if  one units  is  produced,  the overhead appliedThe rate implies  that  if  one units  is  produced,  the overhead applied
(charged)  to  this  unit  is  $20.  If  a  job  of  100 units  is  produced,  the(charged)  to  this  unit  is  $20.  If  a  job  of  100 units  is  produced,  the
overhead  applied  to  the  job  would  be  $2000 (i.e.  $20  x  100 units=overhead  applied  to  the  job  would  be  $2000 (i.e.  $20  x  100 units=
$2000) $2000) 

b) Direct Material cost b) Direct Material cost 
Under  this  method,  the  overhead  application  rate  is  expressed  as  aUnder  this  method,  the  overhead  application  rate  is  expressed  as  a
percentage of direct material costs. percentage of direct material costs. 

                      Rate =                       Rate = Estimated Manufacturing Overhead Estimated Manufacturing Overhead 
                                 Estimated Direct material costs                                  Estimated Direct material costs 
                          =                           = 600,000600,000  
                             360,000                             360,000
                          = 1.67 or 167% of direct maternal costs                           = 1.67 or 167% of direct maternal costs 
If  direct  materials  consumed  of  job  No.  15  totaled  $22,000,  theIf  direct  materials  consumed  of  job  No.  15  totaled  $22,000,  the
overhead applied to this job would be $36,740 (i.e. 167%22000: 36,740)overhead applied to this job would be $36,740 (i.e. 167%22000: 36,740)
Direct  material  cost  is  more  appropriate  when  each  articleDirect  material  cost  is  more  appropriate  when  each  article
manufactured  must  require  approximately  the  same  amount  ofmanufactured  must  require  approximately  the  same  amount  of
materials,  or  usage  must  be  distributed  uniformly  thought  out  thematerials,  or  usage  must  be  distributed  uniformly  thought  out  the
manufacturing process. manufacturing process. 

However,  in  practice,  most  overhead costs  have little  relationship  toHowever,  in  practice,  most  overhead costs  have little  relationship  to
materials used. As a result, it is likely to give totally inaccurate results. materials used. As a result, it is likely to give totally inaccurate results. 

C) Direct labor cost C) Direct labor cost 
                     Rate =                      Rate = estimated manufacturing overheadestimated manufacturing overhead  
                                  Estimated direct labor costs                                   Estimated direct labor costs 

                          =                           = 600,000600,000  
                             400,000                              400,000 
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The rate implies that the amount of overhead applied to a job or productThe rate implies that the amount of overhead applied to a job or product
is 150% of actual direct labor cost incurred on that job. For instance, ifis 150% of actual direct labor cost incurred on that job. For instance, if
actual direct labor costs incurred on job No. 15 totaled $ 20,000, theactual direct labor costs incurred on job No. 15 totaled $ 20,000, the
overhead applied to this job would be $ 30,000 (i.e. 150% x20, 000 =overhead applied to this job would be $ 30,000 (i.e. 150% x20, 000 =
30,000) 30,000) 

This method is the most widely used overhead application basis becauseThis method is the most widely used overhead application basis because
it is simple and easy to use. However, the direct labor costs basis is notit is simple and easy to use. However, the direct labor costs basis is not
generally used in all cases where a large proportion of overhead costsgenerally used in all cases where a large proportion of overhead costs
relate to the use of machinery. Also if hourly wage rates vary widelyrelate to the use of machinery. Also if hourly wage rates vary widely
between different workers on the same job or in the same department,between different workers on the same job or in the same department,
the direct labor cost is not appropriate. the direct labor cost is not appropriate. 

d)  d)  Prime  costPrime  cost under  this  method  overhead  rate  is  expressed  as  a under  this  method  overhead  rate  is  expressed  as  a
percentage of prime costs (i.e. direct materials plus   direct labor) percentage of prime costs (i.e. direct materials plus   direct labor) 

Rate      = Rate      = Estimated Manufacturing OverheadEstimated Manufacturing Overhead  
                          Estimated prime cost                           Estimated prime cost 
                          
                                              = 600,000= 600,000          = 0.79 or 79% of prime cost           = 0.79 or 79% of prime cost 
                         400,000 + 360,000                          400,000 + 360,000 
This method takes in to account both direct materials and direct labor.This method takes in to account both direct materials and direct labor.
However,  it  would  produce  inaccurate  results  due  to  the  followingHowever,  it  would  produce  inaccurate  results  due  to  the  following
reasons: reasons: 

1.1. If  material  cost  is  predominant  in  prime  cost,  the  method  wouldIf  material  cost  is  predominant  in  prime  cost,  the  method  would
completely ignore the time element. completely ignore the time element. 

2.2. If  ignores  the  fact  that  use  of  expensive  machinery  gives  rise  toIf  ignores  the  fact  that  use  of  expensive  machinery  gives  rise  to
additional  overheads  (  i.e.  higher  depreciation  higher  insurance,additional  overheads  (  i.e.  higher  depreciation  higher  insurance,
higher repair and maintenance etc) higher repair and maintenance etc) 

3.3. It combines the disadvantages associated with the rates based on theIt combines the disadvantages associated with the rates based on the
direct material costs and those based on the direct labor costs. direct material costs and those based on the direct labor costs. 
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e) Direct labor hours: e) Direct labor hours: 
This method assumes that overhead costs tend to vary with the numberThis method assumes that overhead costs tend to vary with the number
of hours of direct labor used: of hours of direct labor used: 
                Rate                Rate= Estimated Manufacturing Overhead = Estimated Manufacturing Overhead 
                             Estimated Direct labor hours                              Estimated Direct labor hours 
                      = 600,000                       = 600,000 
                         240,000                         240,000
                    = 250% of direct labor hours, or                     = 250% of direct labor hours, or 
                    = $2.50 direct labor hour.                     = $2.50 direct labor hour. 
If  a  job  required 100 direct  labor  hours  is  completed,  the  overheadIf  a  job  required 100 direct  labor  hours  is  completed,  the  overhead
applied to job would be $25000 (i.e. $2.50 x 100 hours = $2500) applied to job would be $25000 (i.e. $2.50 x 100 hours = $2500) 

The direct labor hour basis is more appropriate if labor operations areThe direct labor hour basis is more appropriate if labor operations are
the major part of the production process. the major part of the production process. 

f) Machine Hours f) Machine Hours 

This method is used when machine operations are the major part of theThis method is used when machine operations are the major part of the
production process. When work is performed primarily by machines, aproduction process. When work is performed primarily by machines, a
large part of factory overhead consists of depreciation, power repairslarge part of factory overhead consists of depreciation, power repairs
and other costs associated with machinery. Thus, a logical relationshipand other costs associated with machinery. Thus, a logical relationship
exists between the use of the machinery and the amount of overheadexists between the use of the machinery and the amount of overhead
costs incurred. costs incurred. 
Rate = Rate = Estimated Manufacturing Overhead Estimated Manufacturing Overhead 
               Estimated Machine Hours                Estimated Machine Hours 
            =             = 600,000600,000  
               350,000                350,000 
    
            = $1.71 per machine hour             = $1.71 per machine hour 

If job 15 used hours basis is not accurate if different kinds of machinesIf job 15 used hours basis is not accurate if different kinds of machines
are used for various products. In such a case, variations in original cost,are used for various products. In such a case, variations in original cost,
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operating costs, machine speed, and labor costs would make this rate inoperating costs, machine speed, and labor costs would make this rate in
appropriate as an overall formula. appropriate as an overall formula. 

Setting Departmental overhead rates Setting Departmental overhead rates 

As  described  earlier,  if  a  single  factory  -wide  overhead  rate  is  notAs  described  earlier,  if  a  single  factory  -wide  overhead  rate  is  not
appropriate, multiple overhead rates are calculated for each productionappropriate, multiple overhead rates are calculated for each production
departments.  Note  that  the  rate  is  now  computed  for  servicedepartments.  Note  that  the  rate  is  now  computed  for  service
departments.  In  order  to  compute  departmental  overhead  rates,  thedepartments.  In  order  to  compute  departmental  overhead  rates,  the
following may be used: following may be used: 

Step 1.  Allocate service department costs to production departmentsStep 1.  Allocate service department costs to production departments
using the methods introduced earlier (i.e. direct allocation method, stepusing the methods introduced earlier (i.e. direct allocation method, step
-down allocation method, or reciprocal allocation method) -down allocation method, or reciprocal allocation method) 

Step 2. Determine the overhead application rate using any one of theStep 2. Determine the overhead application rate using any one of the
appropriate base described earlier in this chapter. It is determined inappropriate base described earlier in this chapter. It is determined in
the same way as single overhead application rate. the same way as single overhead application rate. 

 Learning Activity 2.7 

Answer the following question.
1.1. A company manufactures four products A, B, C and D products areA company manufactures four products A, B, C and D products are

assigned 5,10,8 and 4 points respectively, to compensate the basicassigned 5,10,8 and 4 points respectively, to compensate the basic
difference in the products. The normal capacity is as follows:difference in the products. The normal capacity is as follows:

A-------------------------------1000 units A-------------------------------1000 units 
B-------------------------------3000 units B-------------------------------3000 units 
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C-------------------------------5000 units C-------------------------------5000 units 
D-------------------------------1000 units D-------------------------------1000 units 

Total  factory  overhead  costs  for  the  budget  year  are  estimated  atTotal  factory  overhead  costs  for  the  budget  year  are  estimated  at
$700,000. $700,000. 

RequiredRequired:  Determine overhead application rate if normal capacity units :  Determine overhead application rate if normal capacity units 
of production basis are used?of production basis are used?

2.13. 2.13. APPLYING MANUFACTURING OVERHEAD APPLYING MANUFACTURING OVERHEAD 

In  the  preceding  discussion,  the  methods  of  determining  overheadIn  the  preceding  discussion,  the  methods  of  determining  overhead
application  rate  were  introduced.  However,  accounting  for  appliedapplication  rate  were  introduced.  However,  accounting  for  applied
overhead was not introduced. Thus, this topic is intended to introduceoverhead was not introduced. Thus, this topic is intended to introduce
how manufacturing overhead is applied to jobs or products, how to recordhow manufacturing overhead is applied to jobs or products, how to record
in the accounting records, and how to treat the difference between actualin the accounting records, and how to treat the difference between actual
manufacturing overhead and applied manufacturing overhead. manufacturing overhead and applied manufacturing overhead. 

In  general  the  following  procedures  are  used  to  apply  manufacturingIn  general  the  following  procedures  are  used  to  apply  manufacturing
overhead to jobs or products. overhead to jobs or products. 

Step 1.   Select the application base (bases described earlier) Step 1.   Select the application base (bases described earlier) 
Step 2.  Prepare a factory overhead budget for the planning period. The   Step 2.  Prepare a factory overhead budget for the planning period. The   
two key Items are two key Items are 
               (a) Budgeted total overhead and                (a) Budgeted total overhead and 
                (b) Budgeted total volume of the application base.                  (b) Budgeted total volume of the application base.  
Step 3 Compute the overhead application rate by dividing the budgetedStep 3 Compute the overhead application rate by dividing the budgeted
total   overhead by the budgeted total volume of the application base. total   overhead by the budgeted total volume of the application base. 

Step 4 Obtain the actual application base date (such as machine hours)Step 4 Obtain the actual application base date (such as machine hours)
for the period. for the period. 
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Step5    Apply  the  overhead  to  the  jobs  by  multiplying  the  overheadStep5    Apply  the  overhead  to  the  jobs  by  multiplying  the  overhead
application application 
            rate by the actual application base data.             rate by the actual application base data. 

Step 6   prepare the necessary entry to the applied factory overhead byStep 6   prepare the necessary entry to the applied factory overhead by
the following entry: the following entry: 
                                   Work in process---------------------------xxx                                    Work in process---------------------------xxx 
                                            Manufacturing overhead applied                                            Manufacturing overhead applied
-----------------------------xxx-----------------------------xxx

Step 7 At the end of the period, account for any difference between theStep 7 At the end of the period, account for any difference between the
amount of   overhead actually incurred and overhead applied to products.amount of   overhead actually incurred and overhead applied to products.

2.14. 2.14. OVER APPLIED OR UNDER APPLIED OVERHEADOVER APPLIED OR UNDER APPLIED OVERHEAD

Actual manufacturing overhead costs have been debited to MOH control Actual manufacturing overhead costs have been debited to MOH control 
account, and the same account has been credited from the manufacturingaccount, and the same account has been credited from the manufacturing
overhead applied to jobs or products.  At the end of the period, MOH overhead applied to jobs or products.  At the end of the period, MOH 
control account may have debit or credit balance.  A credit balance in the control account may have debit or credit balance.  A credit balance in the 
account implies over applied manufacturing overhead.  In other words, account implies over applied manufacturing overhead.  In other words, 
over applied overhead occurs when applied overhead is greater than over applied overhead occurs when applied overhead is greater than 
actual manufacturing overhead.  If actual manufacturing overhead, on theactual manufacturing overhead.  If actual manufacturing overhead, on the
other hand, exceeds applied overhead, the difference is called under other hand, exceeds applied overhead, the difference is called under 
applied overhead.  In other words, under applied overhead is said to existapplied overhead.  In other words, under applied overhead is said to exist
if MOH control account has debit balance. if MOH control account has debit balance. 

The balance of  under applied or over applied manufacturing overheadThe balance of  under applied or over applied manufacturing overhead
represents a difference between overhead costs applied to goods workedrepresents a difference between overhead costs applied to goods worked
on during the year and the actual overhead costs that were incurred inon during the year and the actual overhead costs that were incurred in
producing these goods.  There are two ways of treating under applied orproducing these goods.  There are two ways of treating under applied or
over applied overhead at the end of the year.over applied overhead at the end of the year.

a)a) Immediate write off methodImmediate write off method
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If the amount of under applied or over applied overhead is small, it isIf the amount of under applied or over applied overhead is small, it is
regarded as an adjustment to Cost of Goods sold (i.e. written-off againstregarded as an adjustment to Cost of Goods sold (i.e. written-off against
cost of goods sold account).cost of goods sold account).

ExampleExample
Assume  that  factory  overhead  incurred  is  $800.000  and  that  factoryAssume  that  factory  overhead  incurred  is  $800.000  and  that  factory
overhead  applied  is  $750.000.   The  difference  is  under  applied  ofoverhead  applied  is  $750.000.   The  difference  is  under  applied  of
$50.000.  The closing entry is:$50.000.  The closing entry is:

Cost of Goods sold ……………………. 50.000Cost of Goods sold ……………………. 50.000
Manufacturing overhead control ……………………50.000Manufacturing overhead control ……………………50.000

If the difference were over applied, the closing entry would be:If the difference were over applied, the closing entry would be:
Manufacturing overhead control ………………… 50.000Manufacturing overhead control ………………… 50.000

Cost of Goods sold …………………………………………50.000Cost of Goods sold …………………………………………50.000

b)b) Perorations MethodPerorations Method
If the amount of under applied or over applied overhead is considered toIf the amount of under applied or over applied overhead is considered to
be material, it is divided among Cost of Goods Sold.  Work in Process, andbe material, it is divided among Cost of Goods Sold.  Work in Process, and
Finished Goods Inventory.Finished Goods Inventory.

Example Example 
Assume  that  factory  overhead  incurred  is  $900.000  and  that  factoryAssume  that  factory  overhead  incurred  is  $900.000  and  that  factory
overhead  applied  is  $1,200,000.   The  difference  is  considered  to  theoverhead  applied  is  $1,200,000.   The  difference  is  considered  to  the
material.   Assume further  that  the ending balances (before prorating)material.   Assume further  that  the ending balances (before prorating)
were as follows:were as follows:

Cost of goods sold ………………….. $1,000,000Cost of goods sold ………………….. $1,000,000
Work in Process ……………………..      400,000Work in Process ……………………..      400,000
Finished goods ………………………       600,000Finished goods ………………………       600,000

RequiredRequired
1.1. Compute under applied or over applied overhead at year end. Compute under applied or over applied overhead at year end. 
2.2. Prorate  under  applied  or  over  applied  overhead  among  the  threeProrate  under  applied  or  over  applied  overhead  among  the  three

balances.balances.
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3.3. Prepare the closing entry to record the prorated amount assuming thatPrepare the closing entry to record the prorated amount assuming that
applied  overhead  was  recorded  in  manufacturing  overhead  controlapplied  overhead  was  recorded  in  manufacturing  overhead  control
account.account.

4.4. Compute the new balances of the account after proration.Compute the new balances of the account after proration.
Solution Solution 
1.1. Over applied overhead:Over applied overhead:

Factory overhead applied …………………………….. $1,200,000Factory overhead applied …………………………….. $1,200,000
Less Factory overhead incurred ……………………….    Less Factory overhead incurred ……………………….      900.000  900.000
Over applied overhead ………………………………… Over applied overhead ………………………………… $   300.000$   300.000

2.2. Proration of over applied overhead is shown below:Proration of over applied overhead is shown below:

Cost of Goods Sold    =     Cost of Goods Sold    =     
1 ,000.000
2.000.000

x 300.000
     = $ 150.000     = $ 150.000

Work in Process         =     Work in Process         =     
400.000
2 ,000.000

x 300.000
    =      60,000    =      60,000

Finished Goods          =  Finished Goods          =  
600 ,000
2 ,000 ,000

x300 ,000
        =      90,000        =      90,000

3.3. Manufacturing overhead control ……………… 300,000Manufacturing overhead control ……………… 300,000
Cost of Goods sold ……………………………… 150,000Cost of Goods sold ……………………………… 150,000
Work in Process …………………………………    60,000Work in Process …………………………………    60,000
Finished Goods ………………………………….    90,000Finished Goods ………………………………….    90,000

4.4. The balance of the three accounts after proration are computed below.The balance of the three accounts after proration are computed below.
  Cost of Goods sold = 1,000,000 - $150,000 = $850,000Cost of Goods sold = 1,000,000 - $150,000 = $850,000
  Work in Process     =    400,000 -     60,000 =   340,000  Work in Process     =    400,000 -     60,000 =   340,000
  Finished Goods      =     600,000 -    90,000 =   510,000  Finished Goods      =     600,000 -    90,000 =   510,000

2.15 MODEL EXAM QUESTIONS 2.15 MODEL EXAM QUESTIONS 
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1.1. During  the  month  of  March  2005  the  production  department  ofDuring  the  month  of  March  2005  the  production  department  of
Ethio pharmaceuticals had requisition totaling $60,000 for directEthio pharmaceuticals had requisition totaling $60,000 for direct
materials and $18000 for indirect materials. materials and $18000 for indirect materials. 

Prepare the necessary entry in general journal form, to record the costPrepare the necessary entry in general journal form, to record the cost
of materials requisitioned for the month. of materials requisitioned for the month. 

2.2. Assume that  the  production  department  had  returned  $5,500  ofAssume that  the  production  department  had  returned  $5,500  of
indirect materials.indirect materials.

 Prepare the necessary journal entry to record the cost of the materials Prepare the necessary journal entry to record the cost of the materials
returned to the storeroom.returned to the storeroom.
3.3. Addis furniture factory uses 45000 units of materials XXX every dayAddis furniture factory uses 45000 units of materials XXX every day

in production. It takes 10 days for an order to be delivered. Thein production. It takes 10 days for an order to be delivered. The
factory always wants to have a four-day supply on hand (or safetyfactory always wants to have a four-day supply on hand (or safety
stock), what is the point at which it should reorder material XXXstock), what is the point at which it should reorder material XXX

4.4. A manufacturer has determined that the cost to place an order forA manufacturer has determined that the cost to place an order for
its material is Br 15 and the cost to carry this item in inventory isits material is Br 15 and the cost to carry this item in inventory is
Br 2 per unit.  The company requires 24,000 units for productionBr 2 per unit.  The company requires 24,000 units for production
each year. Calculate the economic order quantity (EOQ)each year. Calculate the economic order quantity (EOQ)

5.5. Assume  that  Marble  Manufacturing  Company  has  four  types  ofAssume  that  Marble  Manufacturing  Company  has  four  types  of
materials that can be grouped into two categories. These materialsmaterials that can be grouped into two categories. These materials
with their costs and Net realizable values (NRV)  are summarizedwith their costs and Net realizable values (NRV)  are summarized
belowbelow

Units                          Cost                        NRV Units                          Cost                        NRV 
Category 1                Category 1                
Material A                      460                           $1.40                       $1.30Material A                      460                           $1.40                       $1.30
Material B                      880                             0.85                         0.90Material B                      880                             0.85                         0.90

Category 2 Category 2 
Material C                     1290                            1.20                           1.45Material C                     1290                            1.20                           1.45
Material D                       580                           0.65                           0.55Material D                       580                           0.65                           0.55
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Required:Required: Determine the value of the inventory if the lower of cost or net Determine the value of the inventory if the lower of cost or net
realizable value method is applied to: realizable value method is applied to: 

a)a) individual inventory item individual inventory item 
b)b) Category of items Category of items 
c)c) Inventory as a whole Inventory as a whole 

6.6.  Assume that  the  total  labor  costs  paid  during the  month is  Br Assume that  the  total  labor  costs  paid  during the  month is  Br
200,000. the analysis of time tickets that labor costs amounted Br200,000. the analysis of time tickets that labor costs amounted Br
40,000 were not paid at the end of the month.40,000 were not paid at the end of the month.

Required Required 

A.A. What is the amount by which factory payroll clearing account hasWhat is the amount by which factory payroll clearing account has
been debited during the month? been debited during the month? 

B.B. What is the amount by which factory payroll clearing account hasWhat is the amount by which factory payroll clearing account has
been credited for the month? been credited for the month? 

C.C. Determine the balance of  factory payroll  clearing account at  theDetermine the balance of  factory payroll  clearing account at  the
end of the month. end of the month. 

D.D. How much should be shown as a current liability in the balanceHow much should be shown as a current liability in the balance
sheet at the end of the month? sheet at the end of the month? 

7.7. At the end of the month, after posting, the Factory payroll clearingAt the end of the month, after posting, the Factory payroll clearing
account has a $10,000 credit balance. What does this credit balanceaccount has a $10,000 credit balance. What does this credit balance
represent, and where is it shown on t financial statements? represent, and where is it shown on t financial statements? 

8.8. GH manufacturing company applies overhead to jobs on the basis ofGH manufacturing company applies overhead to jobs on the basis of
machine hours.  The following data is extracted from the record ormachine hours.  The following data is extracted from the record or
the company for 1996.the company for 1996.
Budgeted factory overhead costs ………………….. $ 7,000,000Budgeted factory overhead costs ………………….. $ 7,000,000
Budgeted machine hours …………………………… 200,000 hoursBudgeted machine hours …………………………… 200,000 hours
Actual factory overhead costs ………………………$ 6,800,000 Actual factory overhead costs ………………………$ 6,800,000 
Actual machine hours ……………………………….      195,000Actual machine hours ……………………………….      195,000

RequiredRequired
9.9. Compute the factory overhead application rate.Compute the factory overhead application rate.
10.10. Journalize the application of factory overhead.Journalize the application of factory overhead.
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11.11. Compute  the  amount  of  under  applied  or  over  applied  factoryCompute  the  amount  of  under  applied  or  over  applied  factory
overhead. And pass the necessary Journal entry.overhead. And pass the necessary Journal entry.

MODULE THREE: JOB ORDER AND CONTRACT COSTING METHODS MODULE THREE: JOB ORDER AND CONTRACT COSTING METHODS 

ContentContent
3.0 Introduction  3.0 Introduction  
3.1 Objectives 3.1 Objectives 
3.2 Work flow and Cost flow3.2 Work flow and Cost flow

3.2.0 Overview 3.2.0 Overview 
3.2.1 Objectives 3.2.1 Objectives 
3.2.2 Workflow 3.2.2 Workflow 
3.2.3 Recording Costs as Incurred 3.2.3 Recording Costs as Incurred 
3.2.4 Product and Service Costing 3.2.4 Product and Service Costing 

3.3 Job order costing accounting application 3.3 Job order costing accounting application 
3.3.0 Overview 3.3.0 Overview 
3.3.1 Objectives 3.3.1 Objectives 
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3.3.2 Illustration of Job-order Costing3.3.2 Illustration of Job-order Costing
3.4 Job-Order Cost Systems for Service Enterprise 3.4 Job-Order Cost Systems for Service Enterprise 
3.5 Summary 3.5 Summary 
3.6 Glossary3.6 Glossary
3.7 Model Exam Questions 3.7 Model Exam Questions 

3. INTRODUCTION 3. INTRODUCTION 

 Dear  learner,  welcome  to  the  third  unit  of  the  Cost  andDear  learner,  welcome  to  the  third  unit  of  the  Cost  and

Management Accounting I.  This unit examines the details of job orderManagement Accounting I.  This unit examines the details of job order
costing system. Job order costing system is  used by companies  wherecosting system. Job order costing system is  used by companies  where
goods  are  produced  in  distinct  batches  and  there  are  significantgoods  are  produced  in  distinct  batches  and  there  are  significant
differences  among the  batches.  Examples  of  firms  that  use  job  orderdifferences  among the  batches.  Examples  of  firms  that  use  job  order
costing  are  aircraft  manufacturers,  printers,  custom  furniturecosting  are  aircraft  manufacturers,  printers,  custom  furniture
manufacturers, and custom machining firms. In job order costing eachmanufacturers, and custom machining firms. In job order costing each
distinct  batch  of  production  is  called  a  job  or  job  order.   The  costdistinct  batch  of  production  is  called  a  job  or  job  order.   The  cost
accounting procedures are designed to assign costs to each job. Then theaccounting procedures are designed to assign costs to each job. Then the
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costs assigned to each job are averaged over the units of production incosts assigned to each job are averaged over the units of production in
the job to obtain an average cost per unit. the job to obtain an average cost per unit. 

Procedures similar to those used in job-order costing are also used inProcedures similar to those used in job-order costing are also used in
many  service  industry  firms,  although  these  firms  have  no  work  inmany  service  industry  firms,  although  these  firms  have  no  work  in
process or finished goods inventories.  In a public accounting firm, forprocess or finished goods inventories.  In a public accounting firm, for
example, costs are assigned to audit engagements in much the same wayexample, costs are assigned to audit engagements in much the same way
they are assigned to a batch of products by a furniture manufacturer.they are assigned to a batch of products by a furniture manufacturer.
Similar procedure are  used to  assign costs  to  "  cases"  in  health  careSimilar procedure are  used to  assign costs  to  "  cases"  in  health  care
facilities, to " programs" in government agencies, to research " project "facilities, to " programs" in government agencies, to research " project "
in universities and to "contracts" in consulting and architectural firms.  in universities and to "contracts" in consulting and architectural firms.  

3.1.3.1. OBJECTIVESOBJECTIVES  

Overview

Dear learner! At the end of the session you are expected to:Dear learner! At the end of the session you are expected to:

 Diagram the flow of costs through the manufacturing accounts usedDiagram the flow of costs through the manufacturing accounts used
in product costing. in product costing. 

 Understand how the job -order costing system is used. Understand how the job -order costing system is used. 
 Compute a predetermined overhead rate, and explain its use in job-Compute a predetermined overhead rate, and explain its use in job-

order costing. order costing. 
 Prepare journal entries to record the costs of direct labor, directPrepare journal entries to record the costs of direct labor, direct

material,  and  manufacturing  overhead  in  a  job  -order  costingmaterial,  and  manufacturing  overhead  in  a  job  -order  costing
system. system. 

 Understand  how  job  -order  costing  system  is  used  in  a  serviceUnderstand  how  job  -order  costing  system  is  used  in  a  service
enterprise. enterprise. 

3.2 3.2 WORK FLOW AND COST FLOWWORK FLOW AND COST FLOW  
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The cost accounting system of a firm parallels the flow of its operations.The cost accounting system of a firm parallels the flow of its operations.
This section discusses the flow of products through the manufacturingThis section discusses the flow of products through the manufacturing
operations and the flow of manufacturing costs through the accountingoperations and the flow of manufacturing costs through the accounting
system. It also discusses the purposes of product and service costing. system. It also discusses the purposes of product and service costing. 

3.2.1 3.2.1 Objectives Objectives 

After completing this section you should describe the flow of costs andAfter completing this section you should describe the flow of costs and
work flow in a business organization, and explain the purposes of productwork flow in a business organization, and explain the purposes of product
and service costing for a business organization. and service costing for a business organization. 

3.2.2. 3.2.2. Work flowWork flow  

The cost accounting system of a firm parallels the flow is its operations. AThe cost accounting system of a firm parallels the flow is its operations. A
firm that makes and sells products may have four steps in its cycle offirm that makes and sells products may have four steps in its cycle of
operation. There four steps form the operating cycle of a firm and areoperation. There four steps form the operating cycle of a firm and are
chronological in nature. These steps are: chronological in nature. These steps are: 

1. Procurement 1. Procurement 

Procurement  is  the  process  of  acquiring  the  necessary  inputs  forProcurement  is  the  process  of  acquiring  the  necessary  inputs  for
production. These inputs are raw materials, labor and factory facilities.production. These inputs are raw materials, labor and factory facilities.
Factory facilities include manufacturing machinery, utilities and similarFactory facilities include manufacturing machinery, utilities and similar
facilities. facilities. 

In the procurement step, we need to purchase the necessary materials,In the procurement step, we need to purchase the necessary materials,
recruit  the  necessary  labor  force  and  acquire  the  appropriaterecruit  the  necessary  labor  force  and  acquire  the  appropriate
manufacturing  facilities.  Raw  materials  are  converted  into  finishedmanufacturing  facilities.  Raw  materials  are  converted  into  finished
products by means of manpower and factory facilities, such as machinery,products by means of manpower and factory facilities, such as machinery,
utilities and similar items. Raw materials have to be ordered, receivedutilities and similar items. Raw materials have to be ordered, received
and stored. and stored. 
2. Production 2. Production 

Production refers to the actual conversion of raw materials by means ofProduction refers to the actual conversion of raw materials by means of
labor and factory facilities. At this stage, raw materials are transferredlabor and factory facilities. At this stage, raw materials are transferred
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from the store room to the factory floor. Labor, tools, machines and otherfrom the store room to the factory floor. Labor, tools, machines and other
facilities are applied to complete the product. facilities are applied to complete the product. 

3. Warehousing 3. Warehousing 

Warehousing is  the movement of  the completed products form factoryWarehousing is  the movement of  the completed products form factory
floor  to  warehouse  to  await  for  sale.  Those  good  that  have  beenfloor  to  warehouse  to  await  for  sale.  Those  good  that  have  been
completed should be moved from factory to warehouses. completed should be moved from factory to warehouses. 

4. 4. SellingSelling  

Selling include finding customers and making shipments of merchandises.Selling include finding customers and making shipments of merchandises.
Customers are found, agreement is reached on with the customers, goodsCustomers are found, agreement is reached on with the customers, goods
will be shipped from the warehouse and sales to customers are recorded.will be shipped from the warehouse and sales to customers are recorded.

3.2.3 3.2.3 Recording costs as incurredRecording costs as incurred    

As each cost is incurred, it must be recorded in an appropriate ledgerAs each cost is incurred, it must be recorded in an appropriate ledger
account. At different points in the operating cycle different accounts areaccount. At different points in the operating cycle different accounts are
needed.needed.
  

1.1. ProcurementProcurement
 At this stage accountants should be provided to record the purchase At this stage accountants should be provided to record the purchase
of material cost, labor cost and overhead costs. These costs will laterof material cost, labor cost and overhead costs. These costs will later
be charged to production. Typical, general ledger account titles usedbe charged to production. Typical, general ledger account titles used
are raw material, factory payroll clearing and manufacturing overheadare raw material, factory payroll clearing and manufacturing overhead
control. control. 

2.2. ProductionProduction
 An  account  is  required  to  gather  procurement  costs  as  they An  account  is  required  to  gather  procurement  costs  as  they
become chargeable to manufacturing operation and this account isbecome chargeable to manufacturing operation and this account is
called work-in-process inventory. called work-in-process inventory. 

3.3. WarehousingWarehousing

99



 An account should be set up to record the cost of goods that have been An account should be set up to record the cost of goods that have been
completely   manufactured. This account is finished goods inventory. completely   manufactured. This account is finished goods inventory. 

4.4. SellingSelling
The cost of completed goods that have been sold and must be recorded,The cost of completed goods that have been sold and must be recorded,
and for this purpose a general ledger account called cost of goods sold isand for this purpose a general ledger account called cost of goods sold is
maintained. maintained. 

3.3. JOB-ORDER COSTING ACCOUNTING APPLICATION3.3. JOB-ORDER COSTING ACCOUNTING APPLICATION

3.3.0 3.3.0 Overview Overview 
The preceding  section  examined  the  accumulation  of  costing  in  a  jobThe  preceding  section  examined  the  accumulation  of  costing  in  a  job
order  costing  system  in  a  manufacturing  enterprise.  This  sectionorder  costing  system  in  a  manufacturing  enterprise.  This  section
illustrates  the  procedures  used  in  job-order  costing  system.  It  alsoillustrates  the  procedures  used  in  job-order  costing  system.  It  also
discusses  the  application  of  job-order  costing  system  for  a  servicediscusses  the  application  of  job-order  costing  system  for  a  service
enterprise. enterprise. 

3.3.1 3.3.1 Objectives Objectives 
This section exemplifies the application of job -order costing system inThis section exemplifies the application of job -order costing system in
manufacturing enterprises. It also describes the application of job-ordermanufacturing enterprises. It also describes the application of job-order
costing system to a service enterprise. costing system to a service enterprise. 

3.3.2 Illustration of Job-order Costing3.3.2 Illustration of Job-order Costing

The following information is available for us about St. Gabriel CompanyThe following information is available for us about St. Gabriel Company
for the year ended Dec 31,20xx. The company is engaged in production offor the year ended Dec 31,20xx. The company is engaged in production of
items based on customers’ specification. items based on customers’ specification. 

1.1. Beginning Raw Material Beginning Raw Material 

RM A…………….…. 100 Unit @100BrRM A…………….…. 100 Unit @100Br
RMB…………….……200 Unit @120Br.RMB…………….……200 Unit @120Br.
RMC………………….150 Unit @110Br.RMC………………….150 Unit @110Br.
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2.2.  The Company has purchased the following Raw Materials during The Company has purchased the following Raw Materials during
the period: the period: 

RM A…………….…. 200 Units @110BrRM A…………….…. 200 Units @110Br

RMB…………….…....100 Units @110Br.RMB…………….…....100 Units @110Br.

RMC…………..………100 Units @120BrRMC…………..………100 Units @120Br

3.3.  The following amount of Raw Materials are  used for production The following amount of Raw Materials are  used for production
during the period:during the period:

RM A…………….…. 200 units RM A…………….…. 200 units 

RMB…………….….. 250 units RMB…………….….. 250 units 

RMC………………… 200 units RMC………………… 200 units 

4.4. The following information presents the percentage of material costThe following information presents the percentage of material cost
incurred  for the respective Jobs: incurred  for the respective Jobs: 
Job 01…………….…. 40%Job 01…………….…. 40%
Job 02…………….…..20%.Job 02…………….…..20%.

             Job 03…………………40%              Job 03…………………40% 
5.5.  Beginning  Work In Process Inventory Beginning  Work In Process Inventory

 WIP Job 01 ……………….. 1,000Br  WIP Job 01 ……………….. 1,000Br 

6.6.  Beginning Finished Goods Inventory Beginning Finished Goods Inventory

FG Job 04 ……………..100 Units @1500BrFG Job 04 ……………..100 Units @1500Br

7.7.  Direct labor  cost is equal to 40%  of direct material cost  Direct labor  cost is equal to 40%  of direct material cost 

8.8.  Factory over head  cost is applied at 10%  of direct  labor cost  Factory over head  cost is applied at 10%  of direct  labor cost 

9.9.  The following  jobs  were competed during the period  The following  jobs  were competed during the period 

Job 1 ……..100 unitsJob 1 ……..100 units

Job 03……. 120 units Job 03……. 120 units 
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10.10.  The following  units were sold during the period  The following  units were sold during the period 

Job 01 ……50 units Job 01 ……50 units 

Job 02…… 60 units Job 02…… 60 units 

Job 03 ……50 units Job 03 ……50 units 

11.11.   The following costs are  found out  as been incurred during the  The following costs are  found out  as been incurred during the
periodperiod

Indirect material…………..….1, 000 BirrIndirect material…………..….1, 000 Birr

 Indirect labor…………………800 Birr Indirect labor…………………800 Birr

 Machine depreciation………..500 Birr Machine depreciation………..500 Birr

 Factory rent ………………......200 Birr Factory rent ………………......200 Birr

  Required Required 

1.1. Pass the necessary  journal entries Pass the necessary  journal entries 

2.2.  Prepare job cost  sheet Prepare job cost  sheet

3.3.  Pass the necessary entry for over/under applied  FOH cost  Pass the necessary entry for over/under applied  FOH cost 

SolutionSolution

1.1. There is no need to pass an entry for beginning inventory since itThere is no need to pass an entry for beginning inventory since it
is  already on the record since beginning inventory of  currentis  already on the record since beginning inventory of  current
period is ending inventory of the previous period.period is ending inventory of the previous period.

2.2.  RMA ……..…22,000 RMA ……..…22,000

                   RMB…………11,000                   RMB…………11,000

                   RMC………….12, 000                   RMC………….12, 000

                          Cash……………………..…45,000                          Cash……………………..…45,000
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3 &4.   WIP Job 1 ………..29,2003 &4.   WIP Job 1 ………..29,200

                  WIP Job 2 …….….14, 600                  WIP Job 2 …….….14, 600

                  WIP job 3……..…29,200                  WIP job 3……..…29,200

 RMA ……………….…21,000 RMA ……………….…21,000

 RMB………………...…29,500 RMB………………...…29,500

 RMC…..……………….22, 500 RMC…..……………….22, 500

5&6. There is no need to pass an entry for beginning inventory since it5&6. There is no need to pass an entry for beginning inventory since it
is already    on the record i.e. beginning inventory of currentis already    on the record i.e. beginning inventory of current
period is ending inventory of the previous period.period is ending inventory of the previous period.

7. WIP Job1…………….. 14,6007. WIP Job1…………….. 14,600

                  WIP job 2……………….7, 300                  WIP job 2……………….7, 300

                  WIP Job3 ……………...14,600                  WIP Job3 ……………...14,600

Salary Payable…………………………36,500Salary Payable…………………………36,500

8. WIP Job1…………….. 1,4608. WIP Job1…………….. 1,460

              WIP job 2……………….530              WIP job 2……………….530

              WIP Job3 ……………...1,460              WIP Job3 ……………...1,460

FOH Applied …………3,650FOH Applied …………3,650

(To record estimated Factory Overhead Cost)(To record estimated Factory Overhead Cost)

9. FG job 1 …………. 46,260  9. FG job 1 …………. 46,260  

    FG Job 3 …………...45,260    FG Job 3 …………...45,260

            WIP job 1………………….….. 46,260            WIP job 1………………….….. 46,260

            WIP job 2 ……………………….45, 260            WIP job 2 ……………………….45, 260
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                                            Cost /unit                                             Cost /unit 

                          Job 01    = 46,260 Birr = 462. 60 Birr/ Unit                          Job 01    = 46,260 Birr = 462. 60 Birr/ Unit

    100 Unit    100 Unit

 Job 03   = 45,260 Birr = 377.16 Birr/ Unit Job 03   = 45,260 Birr = 377.16 Birr/ Unit

  120 Unit  120 Unit

    10.   Cost of Goods Sold …….….120, 760     10.   Cost of Goods Sold …….….120, 760 

                        FG job 1 ………………… 23,130                        FG job 1 ………………… 23,130

                        FG job 03 ……….……..….22, 630                        FG job 03 ……….……..….22, 630

                        FG job O4………………....75, 000                        FG job O4………………....75, 000

                    St. Gabriel Company                     St. Gabriel Company 

Job cost sheetJob cost sheet

                  For the year ended Dec 31,20xx                  For the year ended Dec 31,20xx

  Job 1Job 1 Job 3Job 3
 Beg  WIP Beg  WIP  1000 1000 --
 RM RM 2920029200 2920029200
 DL DL 1460014600 1460014600
 FOH FOH 1460014600 14601460
Total CostTotal Cost 4626046260 4526045260

   11.    FOH control …………...2,500   11.    FOH control …………...2,500

                        RM.........................................…...1,000                        RM.........................................…...1,000
                        Salary Payable………………...…800                        Salary Payable………………...…800
                        Acc. Dep ……………………….. 500                        Acc. Dep ……………………….. 500
                        Rent pay …………….…….…….200                        Rent pay …………….…….…….200
 Adjustment: Adjustment:
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 FOH app………….……………3,650 FOH app………….……………3,650
             FOH over/under applied……………..…………1,150             FOH over/under applied……………..…………1,150
             FOH control………………………….…..……….2, 500             FOH control………………………….…..……….2, 500
 There are different methods that could be used to adjust FOH over/under There are different methods that could be used to adjust FOH over/under
applied costs:applied costs:

1. Direct write off (if the amount is in significant) 1. Direct write off (if the amount is in significant) 
2. Proportion method 2. Proportion method 
3. Adjusting the rate method 3. Adjusting the rate method 

 As per  As per IFRS (International Financial Reporting Standard)IFRS (International Financial Reporting Standard), if the, if the
actual  cost  exceeds  the  estimated,  there  is  no  need  to  make  anactual  cost  exceeds  the  estimated,  there  is  no  need  to  make  an
adjustment  on  the  cost  rather  it  will  be  reported  as  managementadjustment  on  the  cost  rather  it  will  be  reported  as  management
inefficiency and expensed on the income statement.inefficiency and expensed on the income statement.

 Direct write of method   Direct write of method  

Under this method factory over applied cost is directly adjusted to theUnder this method factory over applied cost is directly adjusted to the
cost of goods sold account. It is advisable to use this method when thecost of goods sold account. It is advisable to use this method when the
over applied cost is insignificant.over applied cost is insignificant.

FOH over/under applied………… 1,150FOH over/under applied………… 1,150
             Cost of Goods Sold………………………….1, 150              Cost of Goods Sold………………………….1, 150 
 Peroration method Peroration method
Under  this  method  factory  over  applied  cost  is  adjusted  throughUnder  this  method  factory  over  applied  cost  is  adjusted  through
prorating it to the accounts affected. The prorated amount depends onprorating it to the accounts affected. The prorated amount depends on
the carrying balance of every account.the carrying balance of every account.

 Accounts Accounts RateRate
WIP job 02………….22,630 WIP job 02………….22,630 
FG job 01………..….23,130FG job 01………..….23,130   
 FG job 03 …………..22,630 FG job 03 …………..22,630

  
       CGS………………….12,760        CGS………………….12,760 

0.12X1150    =0.12X1150    =
138138
0.12X1150    =0.12X1150    =
138138
0.12X1150    =0.12X1150    =
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189,150189,150 138138
0.64x1150     =0.64x1150     =
736736
   1                        1                     
1,150                   1,150                   

    
 FOH/over/under app…...1150 FOH/over/under app…...1150

                                              

                     WIP job 02…………………………..………………138                     WIP job 02…………………………..………………138

                      FG job 01………………………………….……,… 138                      FG job 01………………………………….……,… 138

                      FG job 01…………………….………………,…….138                      FG job 01…………………….………………,…….138

                      Cost of Goods Sold...………………………………..736                      Cost of Goods Sold...………………………………..736

3.4 3.4 JOBS -ORDER COST SYSTEMS FOR SERVICE ENTERPRISEJOBS -ORDER COST SYSTEMS FOR SERVICE ENTERPRISE  

A job order cost accounting system may be useful to the management of aA job order cost accounting system may be useful to the management of a
service  enterprise  in  planning  and  controlling  operations.  Since  theservice  enterprise  in  planning  and  controlling  operations.  Since  the
“product" of such an enterprise is service, management focus is on direct“product" of such an enterprise is service, management focus is on direct
labor and overhead costs. The cost of any materials or supplies used inlabor and overhead costs. The cost of any materials or supplies used in
rendering services for a client is usually small in amount and is normallyrendering services for a client is usually small in amount and is normally
included as part of the overhead. included as part of the overhead. 

The direct labor and overhead costs of rendering services to clients areThe direct labor and overhead costs of rendering services to clients are
accumulated in a work in process account, which is supported by a costaccumulated in a work in process account, which is supported by a cost
ledger. A job cost sheet is used to accumulate the costs for each client’sledger. A job cost sheet is used to accumulate the costs for each client’s
job.  When  a  job  is  completed  and  the  client  is  billed,  the  costs  arejob.  When  a  job  is  completed  and  the  client  is  billed,  the  costs  are
transferred to a cost of services account. This account is similar to thetransferred to a cost of services account. This account is similar to the
cost of merchandise sold account for a merchandising enterprise or thecost of merchandise sold account for a merchandising enterprise or the
cost  of  goods sold account  for  a  manufacturing enterprise.  A finishedcost  of  goods sold account  for  a  manufacturing enterprise.  A finished
goods account is not necessary, since the revenues associated with thegoods account is not necessary, since the revenues associated with the
service are recorded after the services have been rendered. service are recorded after the services have been rendered. 
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In  practice,  additional  accounting  consideration  unique  to  serviceIn  practice,  additional  accounting  consideration  unique  to  service
enterprise may need to be considered. For example, a service enterpriseenterprise may need to be considered. For example, a service enterprise
may bill clients on a weekly or monthly basis rather than waiting until amay bill clients on a weekly or monthly basis rather than waiting until a
job is completed. In these situations, a portion of the costs related to eachjob is completed. In these situations, a portion of the costs related to each
billing should be transferred from the work in process account to the costbilling should be transferred from the work in process account to the cost
of service account. of service account. 

 Learning Activity 3.1 

Answer the following questions.
1.1. Record the entry for the following transactions. Record the entry for the following transactions. 

a.a. Purchase of materials on account , Br 2500 Purchase of materials on account , Br 2500 
b.b. Factory overhead costs incurred on account, Br 300. Factory overhead costs incurred on account, Br 300. 
c.c. Depreciation of machinery , Br 1500 Depreciation of machinery , Br 1500 
d.d. Direct  materials  request  turned and direct  factory  labor  used isDirect  materials  request  turned and direct  factory  labor  used is

respectively Br 600 and Br 5000 respectively. respectively Br 600 and Br 5000 respectively. 
e.e. The factory overhead rate is 50% of direct labor cost. The factory overhead rate is 50% of direct labor cost. 

3.5 3.5 SUMMARYSUMMARY  
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 Product costing is the process of accumulating the costs of a Product costing is the process of accumulating the costs of a 

production process and assigning them to the firm's products. Product production process and assigning them to the firm's products. Product 
costs are needed for three major purposes: 1) to value inventory and cost costs are needed for three major purposes: 1) to value inventory and cost 
of goods sold in financial accounting 2) to provide managerial accounting of goods sold in financial accounting 2) to provide managerial accounting 
information to managers for planning, cost control and decision making information to managers for planning, cost control and decision making 
and (3) to provide cost data to various organizations outside the firm, and (3) to provide cost data to various organizations outside the firm, 
such as equipment agencies or insurance companies. Information about such as equipment agencies or insurance companies. Information about 
the costs of producing goods and services is needed in manufacturing the costs of producing goods and services is needed in manufacturing 
companies, service industry firm and unprofitable organization.  companies, service industry firm and unprofitable organization.  

Two types of product costing systems are used, depending on the type ofTwo types of product costing systems are used, depending on the type of
product  manufactured.  Process  costing  is  used  by  companies  thatproduct  manufactured.  Process  costing  is  used  by  companies  that
produce large number of nearly identical products, such as cannot dogproduce large number of nearly identical products, such as cannot dog
food and motor oil. Job order costing, the topic of this unit, is used byfood and motor oil. Job order costing, the topic of this unit, is used by
firm's that produce relatively small members of dissimilar products suchfirm's that produce relatively small members of dissimilar products such
as custom furniture and major kitchen appliances. as custom furniture and major kitchen appliances. 

In job order costing system, the costs of direct materials, direct labor andIn job order costing system, the costs of direct materials, direct labor and
manufacturing  overhead  are  first  entered  into  the  work  -in-processmanufacturing  overhead  are  first  entered  into  the  work  -in-process
inventory  account.  When  goods  are  completed,  the  accumulatedinventory  account.  When  goods  are  completed,  the  accumulated
manufacturing costs are transferred from work-in costs are transferredmanufacturing costs are transferred from work-in costs are transferred
from finished goods inventory. Finally there product costs are transferredfrom finished goods inventory. Finally there product costs are transferred
from finished goods inventory. Finally, there product costs are transferredfrom finished goods inventory. Finally, there product costs are transferred
from finished goods inventory to cost  of  goods sold when sales occurfrom finished goods inventory to cost  of  goods sold when sales occur
direct material to cost of goods sold when sales occur. Direct material anddirect material to cost of goods sold when sales occur. Direct material and
direct labor are traced easily to specific batches of production called jobdirect labor are traced easily to specific batches of production called job
orders.  In  contrast,  manufacturing  overhead  is  an  indirect  cost  withorders.  In  contrast,  manufacturing  overhead  is  an  indirect  cost  with
prospect job orders or units of product. Therefore overhead is applied forprospect job orders or units of product. Therefore overhead is applied for
production jobs using a predetermined overhead rate, which is based onproduction jobs using a predetermined overhead rate, which is based on
estimates of manufacturing overhead and the level of some cost driver.estimates of manufacturing overhead and the level of some cost driver.
The  most  commonly  used  volume  based  cost  drivers  are  direct  laborThe  most  commonly  used  volume  based  cost  drivers  are  direct  labor
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hours direct labor cost,  and machine hours,  since there estimates willhours direct labor cost,  and machine hours,  since there estimates will
seldom be completely accurate, the amount of overhead applied duringseldom be completely accurate, the amount of overhead applied during
an account period to work-in-process inventory will usually differ from thean account period to work-in-process inventory will usually differ from the
actual costs incurred for overhead items. The difference between actualactual costs incurred for overhead items. The difference between actual
overhead and applied overhead ,  called over applied or under appliedoverhead and applied overhead ,  called over applied or under applied
may be closed out  into cost  of  goods sold or prorated among work-inmay be closed out  into cost  of  goods sold or prorated among work-in
process inventory, finished goods inventory and cost of goods sold. process inventory, finished goods inventory and cost of goods sold. 

          

3.6 3.6 GLOSSARY GLOSSARY 

1.1. Activity base (or cost driver): a meaner of an organization activityActivity base (or cost driver): a meaner of an organization activity
that is used as a basis for specifying cost behavior. that is used as a basis for specifying cost behavior. 

2.2. Job cost sheet: A document on which the costs of direct material,Job cost sheet: A document on which the costs of direct material,
direct  labor  and  manufacturing  overhead  are  recorded  for  adirect  labor  and  manufacturing  overhead  are  recorded  for  a
particular production job orders of production. particular production job orders of production. 

3.3. Job -order costing system: a product costly system in which costsJob -order costing system: a product costly system in which costs
are assigned to batches or job orders of production. are assigned to batches or job orders of production. 

4.4. Material requisition form: a document up on which the productionMaterial requisition form: a document up on which the production
department  supervisor  requests  the  release  of  raw materials  fordepartment  supervisor  requests  the  release  of  raw materials  for
production. production. 

5.5. Peroration: The process is allocating under applied or over appliedPeroration: The process is allocating under applied or over applied
overhead to work in process inventory, finished goods inventory andoverhead to work in process inventory, finished goods inventory and
cost of goods sold. cost of goods sold. 

6.6. The  ticket:   a  document  that  records  the  amount  of  time  anThe  ticket:   a  document  that  records  the  amount  of  time  an
employee spends on each production job. employee spends on each production job. 

7.7. Volume based cost driver: a cost driver that is closely associatedVolume based cost driver: a cost driver that is closely associated
with  production  volume  such  as  direct  labor  hours  or  machinewith  production  volume  such  as  direct  labor  hours  or  machine
hours. hours. 

3.73.7   MODEL EXAM QUESTIONSMODEL EXAM QUESTIONS  
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I. Multiple choice questions I. Multiple choice questions 

1. The account maintained by a manufacturing business for inventory of goods in the process of manufacture is:  1. The account maintained by a manufacturing business for inventory of goods in the process of manufacture is:  

A. Finished goods                          C. Work in process A. Finished goods                          C. Work in process 
B. Materials                                    D. None B. Materials                                    D. None 

2. If the factory overhead account has a credit balance, factory overhead2. If the factory overhead account has a credit balance, factory overhead
is said to be: is said to be: 

A. Under applied                              C. Under absorbed A. Under applied                              C. Under absorbed 
B. Over applied                                D. None of the above B. Over applied                                D. None of the above 

3.  For  which  of  the  following  would  the  job  order  cost  system  be3.  For  which  of  the  following  would  the  job  order  cost  system  be
appropriate? appropriate? 
  
 A. Antique furniture repair shop               C. coal manufactures  A. Antique furniture repair shop               C. coal manufactures 
 B. Rubber manufactures                             D. All of the above  B. Rubber manufactures                             D. All of the above 

4. Which of the following is not a volume based out driver? 4. Which of the following is not a volume based out driver? 
A. Machines hours                                   C. Direct labor costs A. Machines hours                                   C. Direct labor costs 
B. Direct labor hours                                D. None of the above B. Direct labor hours                                D. None of the above 

5. When a job is completed and the client is billed, the costs are trampled5. When a job is completed and the client is billed, the costs are trampled
to what account in a cost accounting system for a service enterprise? to what account in a cost accounting system for a service enterprise? 
A. Accounts payable                            C. Purchase account A. Accounts payable                            C. Purchase account 
B. Cost of service account                   D. None of the above B. Cost of service account                   D. None of the above 

6. Product costing in a manufacturing firm is the process of: 6. Product costing in a manufacturing firm is the process of: 

A.A. Accumulating the companies period costs Accumulating the companies period costs 
B.B. Allocating costs among the organizational departments Allocating costs among the organizational departments 
C.C.  Placing a value on the company's fixed assets  Placing a value on the company's fixed assets 
D.D. Assigning costs to the organizations inventory Assigning costs to the organizations inventory 
E.E. Assigning costs to the company's financial statement Assigning costs to the company's financial statement 

110



7.  XYZ  company  incurred  Br  50,000  of  direct  labor  and  Br  2000  of7.  XYZ  company  incurred  Br  50,000  of  direct  labor  and  Br  2000  of
indirect labor the proper journal entry to record their events wouldindirect labor the proper journal entry to record their events would
include a debit to work in process for: include a debit to work in process for: 
   A. Br 0 because work in process should be credited    A. Br 0 because work in process should be credited 
   B. Br 0 because work in process is not affected    B. Br 0 because work in process is not affected 
   C. Br 2000    C. Br 2000 
   D. Br 50,000    D. Br 50,000 
   E. Br 52,000   E. Br 52,000

8.  ABC company, which applies overhead at rate of 150% of direct labor8.  ABC company, which applies overhead at rate of 150% of direct labor
cost,  began  work  on  job  no  101  during  February.  The  job  wascost,  began  work  on  job  no  101  during  February.  The  job  was
completed in March and sold during April, having accumulated directcompleted in March and sold during April, having accumulated direct
material and labor chapter of Br. 15,000 and Br 6000 respectively. Onmaterial and labor chapter of Br. 15,000 and Br 6000 respectively. On
the bases of this information, the total overhead applied to job no 101the bases of this information, the total overhead applied to job no 101
amounted to: amounted to: 

A. Br 0                                       D. Br 8000 A. Br 0                                       D. Br 8000 
B. Br 4000                                 E. Br 9000 B. Br 4000                                 E. Br 9000 
C. Br 6000C. Br 6000

9.  The  left  side  of  the  manufacturing  overhead  amount  is  used  to9.  The  left  side  of  the  manufacturing  overhead  amount  is  used  to
accumulate accumulate 
A.  actual  manufacturing  overhead  costs  ad  incurred  throughout  theA.  actual  manufacturing  overhead  costs  ad  incurred  throughout  the
accounting periodaccounting period
B. Overhead applied to work in process inventory B. Overhead applied to work in process inventory 
C. under applied overhead C. under applied overhead 
D. Predetermined overhead D. Predetermined overhead 
E. Over applied overhead E. Over applied overhead 

10. As production takes place, all manufacturing costs are added to the: 10. As production takes place, all manufacturing costs are added to the: 
A. work in process inventory account A. work in process inventory account 
B. Manufacturing overhead inventory account B. Manufacturing overhead inventory account 
C. Cost of goods sold account C. Cost of goods sold account 
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D. Finished goods inventory account D. Finished goods inventory account 
E. Production labor account E. Production labor account 

11. A print shop would likely utilize11. A print shop would likely utilize
A. Job -order costly A. Job -order costly 
B. Process costing B. Process costing 
C. Job-order brightlyC. Job-order brightly
D. Process budget D. Process budget 
E.  Joint costing E.  Joint costing 
12. A typical job-cost sheet would practice information about all of the12. A typical job-cost sheet would practice information about all of the
following items related to an order except. following items related to an order except. 
A. the art of direct materials used A. the art of direct materials used 
B. administration costsB. administration costs
C. Direct labor costs incurred C. Direct labor costs incurred 
D. Applied manufacturing overhead D. Applied manufacturing overhead 
E. Direct labor hearts worked E. Direct labor hearts worked 

13. Walton manufacturing recently sold goods that cost Br 35,000 for Br13. Walton manufacturing recently sold goods that cost Br 35,000 for Br
42,000 cash. The journal entries to record this transaction would include: 42,000 cash. The journal entries to record this transaction would include: 
A. A credit to work in process inventory for Br 35,000 A. A credit to work in process inventory for Br 35,000 
B. a debit to sales account for Br 42,000 B. a debit to sales account for Br 42,000 
C. A credit to profit on sales for Br 7000 C. A credit to profit on sales for Br 7000 
D. A debit to finished goods inventory for Br 35,000 D. A debit to finished goods inventory for Br 35,000 
E. A credit to sales revenue for Br 42,000 E. A credit to sales revenue for Br 42,000 

14. TOT Company worked on four jobs during its first year of operations:14. TOT Company worked on four jobs during its first year of operations:
No 410,402,403 and 404 Nos. 401 and 402 were completed by yearNo 410,402,403 and 404 Nos. 401 and 402 were completed by year
end, and no 401 was sold at a profit of 40% cost. A review of job noend, and no 401 was sold at a profit of 40% cost. A review of job no
403's cost sheet revealed direct materials charges of Br 20,000 and403's cost sheet revealed direct materials charges of Br 20,000 and
total  manufacturing  costs  of  Br.  25,000.  It  Tokyo  company  appliestotal  manufacturing  costs  of  Br.  25,000.  It  Tokyo  company  applies
overhead at 150% of direct labor cost, the overhead applied to job nooverhead at 150% of direct labor cost, the overhead applied to job no
403 must have been: 403 must have been: 

A. Br 0 A. Br 0 
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B. Br 2000 B. Br 2000 
C. Br 3000 C. Br 3000 
D. Br 3333 D. Br 3333 
E. Br 5000 E. Br 5000 

15.  Which  of  the  following  entries  walled  not  likely  be  a  user  of  job15.  Which  of  the  following  entries  walled  not  likely  be  a  user  of  job
costing system? costing system? 
A. Custom furniture manufactoriesA. Custom furniture manufactories
B. Consuming firms  B. Consuming firms  
C. Hospitals C. Hospitals 
D. Law firms D. Law firms 
E. None of the above, as all are likely users E. None of the above, as all are likely users 
The following data apply to question # 6 through 8.The following data apply to question # 6 through 8.

   Selected data concerning the past fiscal year’s operations of the Eyoha   Selected data concerning the past fiscal year’s operations of the Eyoha
Manufacturing Company are presented below:Manufacturing Company are presented below:

                                                                                         Inventories                                                                                         Inventories
          Beginning Beginning                              Ending Ending

Direct materialsDirect materials     Br.75, 000    Br.75, 000 Br.85, 000Br.85, 000
Work in processWork in process          80, 000                    30, 000         80, 000                    30, 000
Finished goodsFinished goods           90, 000          90, 000     110,000    110,000
Other data follows:Other data follows:

Direct materials used……………………………………..Br.326, 000Direct materials used……………………………………..Br.326, 000
Total manufacturing costs charged to production…………… 686, 000*Total manufacturing costs charged to production…………… 686, 000*

*  *  Include direct materials, direct labor, and factory overhead applied atInclude direct materials, direct labor, and factory overhead applied at
the rate of 60% of direct labor cost. Assume no under or over appliedthe rate of 60% of direct labor cost. Assume no under or over applied
manufacturing overhead.manufacturing overhead.

16. The cost of direct materials purchased during the year amounted to:16. The cost of direct materials purchased during the year amounted to:
A. Br.411, 000A. Br.411, 000             D. Br.336, 000             D. Br.336, 000 
B. Br.360, 000      B. Br.360, 000      E. None of the aboveE. None of the above

          C Br.316, 000C Br.316, 000
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17.  Direct labor costs charged to production during the year amounted17.  Direct labor costs charged to production during the year amounted
to:to:

A. Br.135, 000A. Br.135, 000             D. Br.216, 000             D. Br.216, 000 
B. Br.225, 000      B. Br.225, 000      E. None of the aboveE. None of the above

          C Br.360, 000C Br.360, 000

18.  The costs of goods manufactured during the year was18.  The costs of goods manufactured during the year was
A. Br.636, 000A. Br.636, 000             D. Br.716, 000             D. Br.716, 000 
B. Br.766, 000      B. Br.766, 000      E. None of the aboveE. None of the above

          C Br.736, 000C Br.736, 000  
19. All of the following statements are correct when referring to job order19. All of the following statements are correct when referring to job order

costing except:costing except:
A.A. All the costs appearing on a job cost sheet are actual costs.All the costs appearing on a job cost sheet are actual costs.
B.B. Indirect materials are not charged to a specific job.Indirect materials are not charged to a specific job.
C.C. Job order costing would be appropriate for a textbook publisher.Job order costing would be appropriate for a textbook publisher.
D.D. Job order costing is applicable to those industries in which workJob order costing is applicable to those industries in which work

is done against orders received from customers.is done against orders received from customers.
E.E. None of the above.None of the above.

II. Workout II. Workout 

1. The related data that follow relate to the Berger furniture company 1. The related data that follow relate to the Berger furniture company 

Direct material purchased ---------------------Br 160,000 Direct material purchased ---------------------Br 160,000 
Direct material used ---------------------------        79,000 Direct material used ---------------------------        79,000 
Direct labor--------------------------------------     170,000Direct labor--------------------------------------     170,000
Manufacturing overhead incurred ----------       100.000Manufacturing overhead incurred ----------       100.000
Manufacturing overhead applied -----------         90,000Manufacturing overhead applied -----------         90,000

During  the  year,  products  costing  Br  310,000  were  completed,  andDuring  the  year,  products  costing  Br  310,000  were  completed,  and
products costing Br 316,000 were sold for Br 455,000 products costing Br 316,000 were sold for Br 455,000 
Required: propose journal entries to record the preceding transaction andRequired: propose journal entries to record the preceding transaction and
events. events. 

114



2. Company which uses a job costing system is a labor intensive firm, with2. Company which uses a job costing system is a labor intensive firm, with
many skilled crafts people on the payroll. Job No 789 was the only job inmany skilled crafts people on the payroll. Job No 789 was the only job in
process on January 1, having costs of Br 22,500 as of that date: Directprocess on January 1, having costs of Br 22,500 as of that date: Direct
materials used and direct labor incurred January were:  materials used and direct labor incurred January were:  

Job No                                          Direct Materials                      DirectJob No                                          Direct Materials                      Direct
Labor Labor 
Job. No 789                                     Br 2000                                 Br 6000 Job. No 789                                     Br 2000                                 Br 6000 
Job No 790                                           9000                                    10,000 Job No 790                                           9000                                    10,000 
Job no 791                                           14,000                                     8000Job no 791                                           14,000                                     8000

Job no 791 was the only job in production as of January 31 Job no 791 was the only job in production as of January 31 

Required Required 
A.A. Should mono company use direct labor or machine hours as a costShould mono company use direct labor or machine hours as a cost

driver why? driver why? 
B.B. Assume that  the  company decided to  use  direct  labor  as  its  artAssume that  the  company decided to  use  direct  labor  as  its  art

driver. If the budgeted amount of direct labor and manufacturingdriver. If the budgeted amount of direct labor and manufacturing
overhead  are  anticipated  to  be  Br  200,000  and  Br  300,000overhead  are  anticipated  to  be  Br  200,000  and  Br  300,000
respectively. What is the firm's predetermined overhead rate? respectively. What is the firm's predetermined overhead rate? 

C.C. Compute the cost of work in process inventory as of January 31Compute the cost of work in process inventory as of January 31
D.D. Compute the cost of completed jobs during JanuaryCompute the cost of completed jobs during January
E.E. Suppose that the company sold its completed jobs, adding a 40%Suppose that the company sold its completed jobs, adding a 40%

markup to cost. How much would the firm report as (1) art of goodsmarkup to cost. How much would the firm report as (1) art of goods
sold and (2) sales revenue?sold and (2) sales revenue?
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4.04.0  INTRODUCTIONINTRODUCTION

 Dear  learner,  welcome  to  the  fourth  unit  of  the  Cost  andDear  learner,  welcome  to  the  fourth  unit  of  the  Cost  and

Management Accounting I. Process - Costing systems are used for costingManagement Accounting I. Process - Costing systems are used for costing
like or similar units of products, which are often mass-produced. Theselike or similar units of products, which are often mass-produced. These
units differ from the custom-made or unique products costed under Job-units differ from the custom-made or unique products costed under Job-
costing systems. Process costing is most commonly used in industries thatcosting systems. Process costing is most commonly used in industries that
produce essentially homogeneous (i.e., uniform) products on a continuousproduce essentially homogeneous (i.e., uniform) products on a continuous
basis, such as bricks, paper, steel, chemical, and textile. A form of processbasis, such as bricks, paper, steel, chemical, and textile. A form of process
costing  may  also  be  used  in  utilities  that  produce  gas,  water,  andcosting  may  also  be  used  in  utilities  that  produce  gas,  water,  and
electricity.electricity.

This unit covers product costing using process-costing systems. The unitThis unit covers product costing using process-costing systems. The unit
has three main sections. In section 1, you will see the similarities andhas three main sections. In section 1, you will see the similarities and
differences  between job-order  costing  and  process-costing  systems.  Indifferences  between job-order  costing  and  process-costing  systems.  In
section  2,  you  will  see  the  flow  of  process  costs  in  procurement,section  2,  you  will  see  the  flow  of  process  costs  in  procurement,
production, warehousing and selling. Finally, in section 3, you will see theproduction, warehousing and selling. Finally, in section 3, you will see the
detailed discussion of cost accumulation and inventory costing in processdetailed discussion of cost accumulation and inventory costing in process
costing system.costing system.

4.1. 4.1. OBJECTIVESOBJECTIVES

Overview
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Dear learner! At the end of the session you are expected to:Dear learner! At the end of the session you are expected to:

 Know the similarities and differences between the two mainKnow the similarities and differences between the two main
inventory-costing methods- Job order and process costinginventory-costing methods- Job order and process costing

 Prepare  journal  entries  to  record  the  flow  of  materials,Prepare  journal  entries  to  record  the  flow  of  materials,
labor, and overhead through a process costing system.labor, and overhead through a process costing system.

 Compute the equivalent units of production for a period byCompute the equivalent units of production for a period by
the weighted-average method.the weighted-average method.

 Prepare a quantity schedule for a period by the weighted-Prepare a quantity schedule for a period by the weighted-
average methodaverage method

 Compute the costs per equivalent unit for a period by theCompute the costs per equivalent unit for a period by the
weighted-average method.weighted-average method.

 Prepare  cost  reconciliation  for  a  period  by  the  weighted-Prepare  cost  reconciliation  for  a  period  by  the  weighted-
average method.average method.

 Compute the equivalent units of production for a period byCompute the equivalent units of production for a period by
the FIFO method.the FIFO method.

 Prepare  a  quantity  schedule  for  a  period  by  the  FIFOPrepare  a  quantity  schedule  for  a  period  by  the  FIFO
method.method.

 Compute the costs per equivalent unit for a period by theCompute the costs per equivalent unit for a period by the
FIFO method.FIFO method.

 Prepare cost reconciliation for a period by the FIFO method.Prepare cost reconciliation for a period by the FIFO method.

4.2.  SIMILARITIES  AND  DIFFERENCES  BETWEEN  JOB-ORDER4.2.  SIMILARITIES  AND  DIFFERENCES  BETWEEN  JOB-ORDER
AND PROCESS-COSTING SYSTEMSAND PROCESS-COSTING SYSTEMS

In some ways process costing is very similar to job-order costing, and inIn some ways process costing is very similar to job-order costing, and in
some  ways,  it  is  very  different.  In  this  section,  we  focus  on  thesesome  ways,  it  is  very  different.  In  this  section,  we  focus  on  these
similarities  and  differences  in  order  to  provide  a  foundation  for  thesimilarities  and  differences  in  order  to  provide  a  foundation  for  the
detailed discussion of process costing that follows.detailed discussion of process costing that follows.

4.2.14.2.1 Similarities between job-order and process costing Similarities between job-order and process costing 
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It  is  important  to  recognize  that  much  of  what  was  learned  in  theIt  is  important  to  recognize  that  much  of  what  was  learned  in  the
preceding unit about costing and about cost flows applies equally well topreceding unit about costing and about cost flows applies equally well to
process costing in this unit. That is, we are not throwing out all that weprocess costing in this unit. That is, we are not throwing out all that we
have learned about costing and starting from “Scratch” with a completelyhave learned about costing and starting from “Scratch” with a completely
new system. The similarities that  exist  between job-order and processnew system. The similarities that  exist  between job-order and process
costing can be summarized as follows:costing can be summarized as follows:

1)1) The same basic purposes exist in both systems, which are to assignThe same basic purposes exist in both systems, which are to assign
material,  labor  and  overhead  cost  to  products  and  to  provide  amaterial,  labor  and  overhead  cost  to  products  and  to  provide  a
mechanism for computing unit costs.mechanism for computing unit costs.
 2)   Both systems maintain and use the same basic manufacturing 2)   Both systems maintain and use the same basic manufacturing
accounts, including manufacturing overhead, raw materials,  work inaccounts, including manufacturing overhead, raw materials,  work in
process, and finished goods.    process, and finished goods.    
3)   The flow of costs through the manufacturing accounts is basically3)   The flow of costs through the manufacturing accounts is basically
the same in both systemsthe same in both systems

As can be seen from this comparison, much of the knowledge that weAs can be seen from this comparison, much of the knowledge that we
have already acquired about costing is applicable to a process costinghave already acquired about costing is applicable to a process costing
system. Our task now is simply to refine and extend this knowledge tosystem. Our task now is simply to refine and extend this knowledge to
process costing.process costing.

4.2.24.2.2 Differences between job-order and process-costingDifferences between job-order and process-costing
The differences between job-order and process costing arise from twoThe differences between job-order and process costing arise from two
factors. The first is that the flow of units in a process costing system isfactors. The first is that the flow of units in a process costing system is
more  or  less  continuous,  and  the  second  is  that  these  units  aremore  or  less  continuous,  and  the  second  is  that  these  units  are
indistinguishable from one another. Under process costing, it makes noindistinguishable from one another. Under process costing, it makes no
sense  to  try  to  identify  materials,  labor,  and  overhead  costs  with  asense  to  try  to  identify  materials,  labor,  and  overhead  costs  with  a
particular order from a customer (as we did with job-order costing), sinceparticular order from a customer (as we did with job-order costing), since
each order is just one of many that are filled from a continuous flow ofeach order is just one of many that are filled from a continuous flow of
virtually identical units from the production line. Under process costing,virtually identical units from the production line. Under process costing,
we accumulate costs by department,  rather than by order,  and assignwe accumulate costs by department,  rather than by order,  and assign
these costs equally to all units that pass through the department during athese costs equally to all units that pass through the department during a
period.period.
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A further difference between the two costing systems is that the job costA further difference between the two costing systems is that the job cost
sheet has no use in process costing, since the focal point of that methodsheet has no use in process costing, since the focal point of that method
is on departments. Instead of using job cost sheets, a document known asis on departments. Instead of using job cost sheets, a document known as
a production report is prepared for each department in which work isa production report is prepared for each department in which work is
done  on  products.  The  production  report  serves  several  functions.  Itdone  on  products.  The  production  report  serves  several  functions.  It
provides a summary of the number of units moving through a departmentprovides a summary of the number of units moving through a department
during  a  period,  and  it  also  provides  a  computation  of  unit  costs.  Induring  a  period,  and  it  also  provides  a  computation  of  unit  costs.  In
addition, it shows what costs were charged to the department and whataddition, it shows what costs were charged to the department and what
disposition was made of these costs.disposition was made of these costs.
The  major  differences  between  job-order  and  process  costing  areThe  major  differences  between  job-order  and  process  costing  are
summarized below.summarized below.

Job - order costingJob - order costing Process - costingProcess - costing
1.1. Many different jobs are workedMany different jobs are worked       1.    A  single  product  is      1.    A  single  product  is

producedproduced
on during each period, with eachon during each period, with each            either on a continuous           either on a continuous
basis or basis or 
job having different productionjob having different production for long period of time. All for long period of time. All 
requirementsrequirements units  of  product  areunits  of  product  are
identical.identical.

2.2. Costs are accumulated by                        2.Costs are accumulated by                        2. Costs  areCosts  are
accumulated by accumulated by 

       individual job       individual job departmentdepartment
3.3. The job cost sheet is the keyThe job cost sheet is the key 3.3. The department production The department production 

document controlling the document controlling the     report is the key document report is the key document 
accumulation of costs by a jobaccumulation of costs by a job showing the accumulation showing the accumulation 

and disposition of costs by aand disposition of costs by a
departmentdepartment

4.4. Units costs are computed byUnits costs are computed by 4.4. Unit costs are computed byUnit costs are computed by
job on the job cost sheetjob on the job cost sheet department on the departmentdepartment on the department

production reportproduction report
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 Learning Activity 4.1 

Answer the following question.
1.1. Explain the types of industries that commonly use process costingExplain the types of industries that commonly use process costing

system?system?
                                                                                                                                    
                                                                                                              

2.2. What similarities exist between job-order and process costing?What similarities exist between job-order and process costing?
                                                                                                                                    
                                                                                                              

3.3. Costs are accumulated by job in a job-order costing system; howCosts are accumulated by job in a job-order costing system; how
are costs accumulated in a process costing system?are costs accumulated in a process costing system?

                                                                                                                                    
                                                                                                              

4.34.3 THE FLOW OF PROCESS COSTSTHE FLOW OF PROCESS COSTS

Many procedures and records used in  the process costing system areMany procedures and records used in  the process costing system are
similar to those in job order cost accounting. Here is an overview of thesimilar to those in job order cost accounting. Here is an overview of the
process costing system.process costing system.

4.3.14.3.1 ProcurementProcurement
1)1) Materials:  Purchases  of  materials  are  first  recorded  in  the  voucherMaterials:  Purchases  of  materials  are  first  recorded  in  the  voucher

register  and  are  charged  to  the  raw  materials  account.  The  rawregister  and  are  charged  to  the  raw  materials  account.  The  raw
materials inventory is controlled through the materials ledger.  Issuesmaterials inventory is controlled through the materials ledger.  Issues
are made by an authorized requisition, and are made by an authorized requisition, and requisitions are recorded inrequisitions are recorded in
a materials  requisition journal.  a  materials  requisition journal.  It  is  often unnecessary to  distinguishIt  is  often unnecessary to  distinguish
between  the  direct  and  indirect  materials  used  in  a  given  processbetween  the  direct  and  indirect  materials  used  in  a  given  process
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because  both  types  of  materials  apply  proportionately  to  all  unitsbecause  both  types  of  materials  apply  proportionately  to  all  units
manufactured during the period.manufactured during the period.

2)2) Labor:  Labor:  The same time card and payroll procedures are used as inThe same time card and payroll procedures are used as in
the job order cost system. Since these are no individual jobs, a dailythe job order cost system. Since these are no individual jobs, a daily
time ticket for each worker is used to accumulate the data required fortime ticket for each worker is used to accumulate the data required for
charging labor costs to departmentscharging labor costs to departments. The charging is done in a weekly. The charging is done in a weekly
or  monthly  payroll  analysis  by  processes  or  departments.  As  withor  monthly  payroll  analysis  by  processes  or  departments.  As  with
materials  costs,  many accountants  do not  distinguish between directmaterials  costs,  many accountants  do not  distinguish between direct
and indirect labor costs incurred in producing departments. They preferand indirect labor costs incurred in producing departments. They prefer
to  charge  both  directly  to  the  work  in  process  accounts  for  theto  charge  both  directly  to  the  work  in  process  accounts  for  the
departments.departments.
3)3) Overhead:  Other  manufacturing  costs  are  recorded  as  usualOverhead:  Other  manufacturing  costs  are  recorded  as  usual
through the payroll register, the voucher register and general journalthrough the payroll register, the voucher register and general journal
vouchers. Details are posted to departmental overhead analysis sheetsvouchers. Details are posted to departmental overhead analysis sheets
in the same way as under job order costing. At the end of the month,in the same way as under job order costing. At the end of the month,
overhead costs are allocated to producing departments or processes.overhead costs are allocated to producing departments or processes.

4.3.24.3.2 ProductionProduction
Costs are charged to work in process by one of several arrangements,Costs are charged to work in process by one of several arrangements,
according to the complexity of the firm's operations.according to the complexity of the firm's operations.
 A single work in process account may be used by a company that hasA single work in process account may be used by a company that has

only  one  producing  department  or  continuously  produces  a  singleonly  one  producing  department  or  continuously  produces  a  single
product, such as ice, salt, cement, a single style of chair, or a singleproduct, such as ice, salt, cement, a single style of chair, or a single
type of sheet metal.type of sheet metal.

 Departmental works in process accounts are preferable if productionDepartmental works in process accounts are preferable if production
flows  through  several  cost  centers  or  departments.  Separate  costflows  through  several  cost  centers  or  departments.  Separate  cost
figures for each process might also be desirable.figures for each process might also be desirable.

1.1.  Materials.  As in job order costing, material  requisitions are used to Materials.  As in job order costing, material  requisitions are used to
accumulate material costs to each department. The details are consideredaccumulate material costs to each department. The details are considered
reduced in process costing because the number of departments is usuallyreduced in process costing because the number of departments is usually
less  than the  number  of  jobs  that  a  firm handles  at  a  given time.  Inless  than the  number  of  jobs  that  a  firm handles  at  a  given time.  In
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addition, frequently materials are issued only to the process-originatingaddition, frequently materials are issued only to the process-originating
department. The issuance of materials is recorded as follows:department. The issuance of materials is recorded as follows:

Work in process – department x…………………..xx Work in process – department x…………………..xx 
Materials……………………………………………xxMaterials……………………………………………xx

2.2. Labor costs: the detailed clerical work of accumulating labor costs byLabor costs: the detailed clerical work of accumulating labor costs by
job order costing is eliminated in process costing because labor costs arejob order costing is eliminated in process costing because labor costs are
identified  by  and  changed  to  departments.  Direct  labor  costs  areidentified  by  and  changed  to  departments.  Direct  labor  costs  are
distributed to departments using the following entry:distributed to departments using the following entry:

Work in process - department x…………………………..xxWork in process - department x…………………………..xx
Work in process - department y…………………………..xxWork in process - department y…………………………..xx
Work in process - department z…………………………..xxWork in process - department z…………………………..xx

      Payroll (Salary and Wages payable)……………………….xx      Payroll (Salary and Wages payable)……………………….xx

3.3. Manufacturing overhead costs: In both job order and process costing,Manufacturing overhead costs: In both job order and process costing,
there is  manufacturing overhead subsidiary ledger for departments.there is  manufacturing overhead subsidiary ledger for departments.
When  costs  are  incurred,  they  are  recorded  in  manufacturingWhen  costs  are  incurred,  they  are  recorded  in  manufacturing
overhead control account and posted to departmental expense analysisoverhead control account and posted to departmental expense analysis
sheets, which constitute the subsidiary ledger. Actually manufacturingsheets, which constitute the subsidiary ledger. Actually manufacturing
overhead costs are recorded as follows:overhead costs are recorded as follows:

Manufacturing overhead control……………………………xxManufacturing overhead control……………………………xx
Account payable……………………………………………xxAccount payable……………………………………………xx
Accumulated depreciation………………………………… xxAccumulated depreciation………………………………… xx
Materials……………………………………………………xxMaterials……………………………………………………xx
Payroll (Salary payable)……………………………………xxPayroll (Salary payable)……………………………………xx

At the end of each period either actual or applied overhead is charged toAt the end of each period either actual or applied overhead is charged to
the  producing  departments.  When  overhead  costs  are  applied  tothe  producing  departments.  When  overhead  costs  are  applied  to
departments the following entry is made:departments the following entry is made:

Work in process - department x………………………….xxWork in process - department x………………………….xx
Work in process - department y………………………….xxWork in process - department y………………………….xx
Work in process - department z………………………….xxWork in process - department z………………………….xx

Manufacturing overhead applied…………………………..xxManufacturing overhead applied…………………………..xx
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4.  Output  data  from  each  department  are  summarized  in  periodic4.  Output  data  from  each  department  are  summarized  in  periodic
production reports. Then the average costs are computed and presentedproduction reports. Then the average costs are computed and presented
in cost of production reports.in cost of production reports.

5. Costs are transferred from one process to the other as the product5. Costs are transferred from one process to the other as the product
flows toward completion.flows toward completion.

Work in process - department y………………………xxWork in process - department y………………………xx
Work in process - department x……………………..xxWork in process - department x……………………..xx

4.3.34.3.3 Ware housingWare housing
When the goods are finished and transferred to the warehouse to awaitWhen the goods are finished and transferred to the warehouse to await
sale, their cost is debited to finished goods. The corresponding credit issale, their cost is debited to finished goods. The corresponding credit is
posted  to  the  work  in  process  account  of  the  last  department  in  theposted  to  the  work  in  process  account  of  the  last  department  in  the
producing sequence.producing sequence.

Finished goods – 101………………………………..xxFinished goods – 101………………………………..xx
Work in process - department z………………………..xxWork in process - department z………………………..xx

4.3.44.3.4 SellingSelling
The cost of products sold is debited to cost of goods sold and credited toThe cost of products sold is debited to cost of goods sold and credited to
finished goods. In turn, sales are credited for the selling price, and cashfinished goods. In turn, sales are credited for the selling price, and cash
or accounts receivable is debited.or accounts receivable is debited.

Cost of goods sold………………………….xxCost of goods sold………………………….xx
Finished goods – 101………………………..xxFinished goods – 101………………………..xx

Cash or accounts receivable………………...xxCash or accounts receivable………………...xx
Sales…………………………………………xxSales…………………………………………xx
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 Learning Activity 4.2

Answer the following question.
1.1. In what journal are requisitions for direct materials recorded?In what journal are requisitions for direct materials recorded?

                                                                                                                                     
                                                                                ___________________________             

2.2. Under  job  order  costing,  the  daily  time ticket  for  each workerUnder job  order  costing,  the  daily  time ticket  for  each worker
whose wages are classified as direct labor shows the job workedwhose wages are classified as direct labor shows the job worked
on. What does the time ticket for such workers show if the processon. What does the time ticket for such workers show if the process
cost system is used?cost system is used?

                                                                                                                                    
                                                                       _________                                                 

4.44.4   COST ACCUMULATION AND INVENTORY COSTINGCOST ACCUMULATION AND INVENTORY COSTING

After  materials  labor  and  overhead  costs  have  been  accumulated  inAfter  materials  labor  and  overhead  costs  have  been  accumulated  in
department,  the department’s  output must be determined so that  unitdepartment,  the department’s  output must be determined so that  unit
costs  can  be  computed.  Material,  labor  and  overhead  costs  often  arecosts  can  be  computed.  Material,  labor  and  overhead  costs  often  are
incurred at  different  rates  in  a  production  process.  Direct  material  isincurred at  different  rates  in  a  production  process.  Direct  material  is
usually  placed  into  production  at  one  or  more  discrete  points  in  theusually  placed  into  production  at  one  or  more  discrete  points  in  the
process.  In  contrast,  direct  labor  and  manufacturing  overhead,  calledprocess.  In  contrast,  direct  labor  and  manufacturing  overhead,  called
conversion costs, and usually are incurred continuously throughout theconversion costs, and usually are incurred continuously throughout the
process. When and accounting period ends, the partially completed goodsprocess. When and accounting period ends, the partially completed goods
that  remain in process generally  are at  different  stages of  completionthat  remain in process generally  are at  different  stages of  completion
with respect to material and conversion activity.with respect to material and conversion activity.

4.4.14.4.1 Equivalent units of productionEquivalent units of production
The difficulty in determining unit costs of products is that a departmentThe difficulty in determining unit costs of products is that a department
usually has some partially completed units in its ending inventory. It doesusually has some partially completed units in its ending inventory. It does
not  seem  reasonable  to  count  these  partially  completed  units  asnot  seem  reasonable  to  count  these  partially  completed  units  as
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equivalent  to  fully  completed  units  when  counting  the  department'sequivalent  to  fully  completed  units  when  counting  the  department's
output.  Therefore,  we  will  mathematically  convert  those  partiallyoutput.  Therefore,  we  will  mathematically  convert  those  partially
completed units into an equivalent number of fully completed units. Incompleted units into an equivalent number of fully completed units. In
process costing, this is done using the following formula:process costing, this is done using the following formula:
 Equivalent  units  = number of  partially  completed units  x  percentage Equivalent  units  = number of  partially  completed units  x  percentage
completioncompletion

The equivalent units are the number of completed units that could haveThe equivalent units are the number of completed units that could have
been obtained from the materials and effort that went into the partiallybeen obtained from the materials and effort that went into the partially
complete units.complete units.

There  are  two  different  ways  of  computing  the  equivalent  units  ofThere  are  two  different  ways  of  computing  the  equivalent  units  of
production for a period: the FIFO method and weighted average method.production for a period: the FIFO method and weighted average method.
The FIFO method of process costing is a method in which equivalent unitsThe FIFO method of process costing is a method in which equivalent units
and unit  costs relate only to work done during the current  period.  Inand unit  costs relate only to work done during the current  period.  In
contrast, the weighted-average method blends together units and costscontrast, the weighted-average method blends together units and costs
from the current period with units and costs from the prior period.from the current period with units and costs from the prior period.

Equivalent units         =    Equivalent units to complete beginning WIPEquivalent units         =    Equivalent units to complete beginning WIP
inventory*inventory*
Under FIFO method      + units started and completed during the periodUnder FIFO method      + units started and completed during the period
                                      + Equivalent units in ending work in process                                      + Equivalent units in ending work in process
inventoryinventory
                                                            
                 *Equivalent  units  to             units  in  the                 *Equivalent  units  to             units  in  the
percentagepercentage
                 Complete beginning   = beginning WIP x (100% - completion of                 Complete beginning   = beginning WIP x (100% - completion of
WIP)WIP)
                    WIP inventory                    inventory                    beginning                    WIP inventory                    inventory                    beginning
inventory     inventory     

Alternative method to compute Equivalent units under FIFO method:Alternative method to compute Equivalent units under FIFO method:
Equivalent units                     Units transferred out Equivalent units                     Units transferred out 
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Under FIFO method    =    + Equivalent units in ending work in processUnder FIFO method    =    + Equivalent units in ending work in process
inventoryinventory

-- Equivalent units in beginning work in process       Equivalent units in beginning work in process       
      inventory      inventory

  

Equivalent units         Units transferred to the next department or toEquivalent units         Units transferred to the next department or to
finished goodsfinished goods
Under weighted    =   + Equivalent units  in ending work in processUnder weighted    =   + Equivalent units  in ending work in process
inventoryinventory
average methodaverage method

4.4.2. 4.4.2. The Cost of Production ReportThe Cost of Production Report
The key document in a typical process-costing system is the departmentalThe key document in a typical process-costing system is the departmental
production report, prepared for each production department at the end ofproduction report, prepared for each production department at the end of
every accounting period. This report replaces the job cost sheet, which isevery accounting period. This report replaces the job cost sheet, which is
used  to  accumulate  costs  by  job  in  a  job-order  costing  system.  Theused  to  accumulate  costs  by  job  in  a  job-order  costing  system.  The
departmental  production  report  summarizes  the  flow  of  productiondepartmental  production  report  summarizes  the  flow  of  production
quantities  through  the  department,  and  it  shows  the  amount  ofquantities  through  the  department,  and  it  shows  the  amount  of
production  cost  transferred  out  of  the  department’s  work-in-processproduction  cost  transferred  out  of  the  department’s  work-in-process
Inventory account during the period. It is the source for summary journalInventory account during the period. It is the source for summary journal
entries for the period. entries for the period. 

The following four steps are used in preparing a departmental productionThe following four steps are used in preparing a departmental production
report.report.
1. Analysis of physical flow of units1. Analysis of physical flow of units
2.  Calculation  of  Equivalent  units  (for  Direct  Material  and  conversion2.  Calculation  of  Equivalent  units  (for  Direct  Material  and  conversion
activity)activity)
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3. Costs to account for schedule- a computation of the cost per Equivalent3. Costs to account for schedule- a computation of the cost per Equivalent
unit for direct material and conversion.unit for direct material and conversion.
4. Cost recapitulation (Costs accounted for schedule) - A reconciliation of4. Cost recapitulation (Costs accounted for schedule) - A reconciliation of
all cost flows into and out of the department during the period.all cost flows into and out of the department during the period.

1. 1. Quantity scheduleQuantity schedule: This schedule shows the physical flow of units into: This schedule shows the physical flow of units into
and out of departments. The total units to account for must always equaland out of departments. The total units to account for must always equal
the total units accounted for.the total units accounted for.

2.  2.  Equivalent  Production  scheduleEquivalent  Production  schedule:  :    In  most  cases  not  all  units  areIn  most  cases  not  all  units  are
completed during the period. There are units still in process at varyingcompleted during the period. There are units still in process at varying
stages of completion at the end of the period. In order to determine unitstages of completion at the end of the period. In order to determine unit
cost, all units should be expressed in terms of completed units. Therefore,cost, all units should be expressed in terms of completed units. Therefore,
Equivalent (production) units equal total units completed plus incompleteEquivalent (production) units equal total units completed plus incomplete
units restated in terms of completed units.units restated in terms of completed units.
3.  3.  Costs  to  account  for  scheduleCosts  to  account  for  schedule:  This  shows  costs,  which  are:  This  shows  costs,  which  are
accumulated or  charged by  the  department.  Equivalent  unit  costs  areaccumulated or  charged by  the  department.  Equivalent  unit  costs  are
reported in this section. reported in this section. 

4.  4.  Costs  accounted  for  scheduleCosts  accounted  for  schedule:  This  shows  the  distribution  of:  This  shows  the  distribution  of
accumulated costs to completed and uncompleted units. It depicts howaccumulated costs to completed and uncompleted units. It depicts how
the  costs  that  have  been charged  to  department  during  a  period  arethe  costs  that  have  been charged  to  department  during  a  period  are
accounted for. Typically, the costs charged to a department will consist ofaccounted for. Typically, the costs charged to a department will consist of
the following:the following:
        a. Costs in the beginning work in process inventory        a. Costs in the beginning work in process inventory
        b. Materials, Labor, and overhead costs added during the period.        b. Materials, Labor, and overhead costs added during the period.
        c. Costs (if any) transferred in from the preceding department        c. Costs (if any) transferred in from the preceding department

In  production  report,  these  costs  are  generally  titled  “cost  to  beIn  production  report,  these  costs  are  generally  titled  “cost  to  be
accounted for.” These costs are accounted for in a production report byaccounted for.” These costs are accounted for in a production report by
computing the following amounts: computing the following amounts: 
    a. Costs transferred out to the next department (or to finished goods)    a. Costs transferred out to the next department (or to finished goods)
    b. Costs remaining in the ending work in process inventory.    b. Costs remaining in the ending work in process inventory.
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In short, when cost reconciliation is prepared, the “cost to be accountedIn short, when cost reconciliation is prepared, the “cost to be accounted
for’’  is  reconciled with the sum of the cost transferred out during thefor’’  is  reconciled with the sum of the cost transferred out during the
period plus the cost in the ending work in process inventory .period plus the cost in the ending work in process inventory .
Now let us see the computation of unit costs and inventory costing withNow let us see the computation of unit costs and inventory costing with
the following three cases:the following three cases:
     Case  I:  When  there  is  no  beginning  or  ending  work  in  process     Case  I:  When  there  is  no  beginning  or  ending  work  in  process
inventoryinventory
     Case II: When there is no beginning work in process inventory but     Case II: When there is no beginning work in process inventory but
there is there is 
                   ending work in process inventory                   ending work in process inventory
    Case III: when there are both beginning and ending works in process    Case III: when there are both beginning and ending works in process
inventoriesinventories

4.4.3. 4.4.3. Process costing with no work in process inventoriesProcess costing with no work in process inventories  
In  process  costing  system,  the  computation  of  unit  costs  is  relativelyIn  process  costing  system,  the  computation  of  unit  costs  is  relatively
simple  when  there  is  no  work  in  process  inventories.  A  cost  flowsimple  when  there  is  no  work  in  process  inventories.  A  cost  flow
assumption or method –weighted average or FIFO- is not necessary whenassumption or method –weighted average or FIFO- is not necessary when
there is no beginning and ending work in process inventories. there is no beginning and ending work in process inventories. 

A  production  report  that  uses  the  FIFO method in  place  of  weightedA production  report  that  uses  the  FIFO method in  place  of  weighted
average will produce different figures for equivalent production and unitaverage will produce different figures for equivalent production and unit
cost only when beginning work in process inventory is present. If there iscost only when beginning work in process inventory is present. If there is
no beginning work in process inventory, the production report for bothno beginning work in process inventory, the production report for both
FIFO and Weighted Average methods will be exactly the same.FIFO and Weighted Average methods will be exactly the same.

Illustration Illustration 
Tanta  Company  started  producing  100,000  units  of  a  product  andTanta  Company  started  producing  100,000  units  of  a  product  and
completed the 100,000 units during the month of February 2006. The costcompleted the 100,000 units during the month of February 2006. The cost
data for these units are as follows:data for these units are as follows:
     Direct materials                          Br.250,000     Direct materials                          Br.250,000
     Direct labor                                        150,000     Direct labor                                        150,000
      Overhead                                               Overhead                                         120,000120,000
        Total                                        Br.         Total                                        Br. 520,000520,000
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Required:Required:
Prepare cost of production report for the month February 2006Prepare cost of production report for the month February 2006

Tanta CompanyTanta Company
Cost of production reportCost of production report

For the month of February 2006For the month of February 2006

Quantity schedule and equivalent unitsQuantity schedule and equivalent units::
    Quantity schedule:Quantity schedule:
                                              Units to be accounted forUnits to be accounted for::
                          Units  started  into  process                          Units  started  into  process
100,000100,000
                                              Units accounted forUnits accounted for::
                           Units  completed  and  transferred  out                           Units  completed  and  transferred  out
100,000100,000
               Equivalent units:               Equivalent units:
                                                                                                                                                    MaterialsMaterials
Conversion costsConversion costs
Units  completed  and  transferred                        100,000Units  completed  and  transferred                        100,000
100,000100,000
Cost scheduleCost schedule::
      Cost to be accounted for      Cost to be accounted for::
                                                                                                                              Total cost Total cost   ÷   ÷ Equivalent unitsEquivalent units = =
Unit costUnit cost
Direct material                                        Br. 250,000 ÷   100,000Direct material                                        Br. 250,000 ÷   100,000
Br.2.50Br.2.50
 Direct labor                                                  150,000 ÷   100,000 Direct labor                                                  150,000 ÷   100,000
1.501.50
Overhead                                                      Overhead                                                      120,000120,000 ÷   100,000 ÷   100,000
1.201.20
Total  cost  to  be  accounted  for                  Br.  Total  cost  to  be  accounted  for                  Br.  520,000520,000
Br. Br. 5.205.20
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              Cost accounted forCost accounted for::
   Completed and transferred:   100,000 x Br. 5.20 …… Br. 520,000   Completed and transferred:   100,000 x Br. 5.20 …… Br. 520,000

4.4.4  Process  costing  with  no  beginning  work  in  process  but4.4.4  Process  costing  with  no  beginning  work  in  process  but
ending   work in processending   work in process  InventoriesInventories
Like in Case I, the production report produces the same results underLike in Case I, the production report produces the same results under
both weighted average and FIFO method in this case. This is becauseboth weighted average and FIFO method in this case. This is because
there is no beginning work in process inventory.there is no beginning work in process inventory.
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IllustrationIllustration
Nigus  Company  manufactures  its  product  in  two  departments:Nigus  Company  manufactures  its  product  in  two  departments:
department A and department B .The following information belongs todepartment A and department B .The following information belongs to
department A of the company for the month of March 2006:department A of the company for the month of March 2006:
Units started during March                                                            50,000Units started during March                                                            50,000
unitsunits
Units completed and transferred to department B                         40,000Units completed and transferred to department B                         40,000
unitsunits
Still in process                                                                                10,000Still in process                                                                                10,000
unitsunits
      Direct material: 100% complete      Direct material: 100% complete
      Conversion       :  40% complete      Conversion       :  40% complete
Cost incurred during March by department ACost incurred during March by department A
    Direct material                                                                     Br. 90,000    Direct material                                                                     Br. 90,000
    Conversion costs:                                                                         Conversion costs:                                                                     
         Direct labor                                                                           88,000         Direct labor                                                                           88,000
         Applied manufacturing overhead                                                 Applied manufacturing overhead                                        105,600105,600
         Total conversion costs                                                   Br.          Total conversion costs                                                   Br. 193,600193,600

The following additional data belongs to department B:The following additional data belongs to department B:
         Units received from department A                                         40,000         Units received from department A                                         40,000
         Units transferred to finished goods inventory                        32,000         Units transferred to finished goods inventory                        32,000
         Units still in process (30% complete as to conversion cost)    8,000         Units still in process (30% complete as to conversion cost)    8,000

Costs charged to production by department B Costs charged to production by department B 
          Direct labor                                                                        120,400             Direct labor                                                                        120,400   
          Factory overhead applied                                                    96,320          Factory overhead applied                                                    96,320

Instruction   Instruction   
a. Prepare a cost of production report for department A and departmenta. Prepare a cost of production report for department A and department
B.B.
b. Prepare all journal entries to recordb. Prepare all journal entries to record
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         i. The issuance of direct materials         i. The issuance of direct materials
        ii. The direct labor        ii. The direct labor
        iii. The applied overhead         iii. The applied overhead 
        iv. The transfer of costs to the next department (or to finished goods        iv. The transfer of costs to the next department (or to finished goods

Solution Solution 
a.                                                      a.                                                      Nigus CompanyNigus Company

Cost of production report-department ACost of production report-department A
For the month of March 2006For the month of March 2006

Quantity schedule and equivalent unitsQuantity schedule and equivalent units::
    Quantity schedule:Quantity schedule:
  Units to be accounted forUnits to be accounted for::
                           Units  started  into  process                           Units  started  into  process
50,00050,000
Units accounted forUnits accounted for::
 Units completed and transferred out                      40,000 Units completed and transferred out                      40,000
 Units  still  in  process  on  March 31                           Units  still  in  process  on  March 31                          10,00010,000
50,00050,000
                 Equivalent units:                 Equivalent units:
                                                                                                                MaterialsMaterials                                                  ConversionConversion
costscosts
Units completed and transferred      40,000                              40,000Units completed and transferred      40,000                              40,000
Units still in process                        Units still in process                        10,00010,000(100%x10, 000)      (100%x10, 000)      4,0004,000
(40%x10, 000)(40%x10, 000)
Equivalent units                              Equivalent units                              50,00050,000                                                            44,00044,000
Cost ScheduleCost Schedule::                                                                                                                    
    Costs to be accounted forCosts to be accounted for:                                                   :                                                   
                                                                                                                                Total cost Total cost   ÷   ÷ Equivalent unitsEquivalent units = =
Unit costUnit cost
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Direct material                                           Br. 90,000 ÷   50,000Direct material                                           Br. 90,000 ÷   50,000
Br.1.80Br.1.80
 Direct labor                                                      88,000 ÷   44,000 Direct labor                                                      88,000 ÷   44,000
2.002.00
Overhead                                                         Overhead                                                         105,600105,600 ÷ 44,000 ÷ 44,000
2.402.40
Total  cost  to  be  accounted  for                    Br.  Total  cost  to  be  accounted  for                    Br.  283,600283,600
Br. Br. 6.206.20
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Costs accounted for (cost recapitulations)Costs accounted for (cost recapitulations)::
        Completed and transferred:   40,000x Br 6.20 ………………… Br.        Completed and transferred:   40,000x Br 6.20 ………………… Br.
248,000248,000
        Work in process, March 31:        Work in process, March 31:
               Direct material             10,000 x Br.1.8     = Br18, 000                Direct material             10,000 x Br.1.8     = Br18, 000 
               Direct labor                   4000 x   Br. 2.00 = Br 8,000               Direct labor                   4000 x   Br. 2.00 = Br 8,000
               Overhead                       4000 x   Br. 2.40 = Br               Overhead                       4000 x   Br. 2.40 = Br  9,600 9,600
35,600                                                                 35,600                                                                 
Total accounted for                                                                                 Br.Total accounted for                                                                                 Br.
283,600283,600

Nigus CompanyNigus Company
Cost of production report-department BCost of production report-department B

For the month of March 2006For the month of March 2006

Quantity schedule and equivalent unitsQuantity schedule and equivalent units::
    Quantity schedule:Quantity schedule:
            Units to be accounted forUnits to be accounted for::
          Units  started  into  production          Units  started  into  production
40,00040,000
          Units accounted forUnits accounted for::
         Completed and transferred out                      32,000         Completed and transferred out                      32,000
         Still  in process on March 31                                    Still  in process on March 31                           8,0008,000
40,000   40,000   
                 Equivalent units:                 Equivalent units:
                                                                                                Transferred-inTransferred-in        MaterialsMaterials              ConversionConversion
costscosts
Completed & transferred 32,000                     32,000                  32,000Completed & transferred 32,000                     32,000                  32,000
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Work in process, Mar.31   Work in process, Mar.31   8,0008,000(100%x8, 000)(100%x8, 000)        8,0008,000  (100%x8, 000)(100%x8, 000)
2,4002,400(30%x8000)(30%x8000)
Equivalent units                Equivalent units                40,00040,000                                          40,00040,000                                        34,40034,400
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Cost scheduleCost schedule::
      Costs to be accounted forCosts to be accounted for::
                                                                                                                                Total cost Total cost   ÷   ÷ Equivalent unitsEquivalent units = =
Unit costUnit cost
Costs in proceeding departmentCosts in proceeding department          Br.  248,000÷     40,000          Br.  248,000÷     40,000
Br. 6.20Br. 6.20
Direct labor                                                120,400 ÷    34,400Direct labor                                                120,400 ÷    34,400
3.503.50
 Overhead                                                     Overhead                                                    96,32096,320 ÷   34,400 ÷   34,400
2.802.80
Total  cost  to  be  accounted  for                         Br.  Total  cost  to  be  accounted  for                         Br.  464,720464,720
Br 12.50Br 12.50
Costs accounted forCosts accounted for::
    Completed and transferred:   32,000x Br. 12.50 …………………… Br.    Completed and transferred:   32,000x Br. 12.50 …………………… Br.
400,000400,000
        Work in process, March 31        Work in process, March 31
               Cost in proceeding department   8,000 x Br. 6.20     = Br. 49,600               Cost in proceeding department   8,000 x Br. 6.20     = Br. 49,600
               Direct labor                                 2,400 x Br. 3.50     = Br.   8,400               Direct labor                                 2,400 x Br. 3.50     = Br.   8,400
               Overhead                                   2,400 x Br. 2.80    =                Overhead                                   2,400 x Br. 2.80    = Br.   6,720Br.   6,720
64,720                                                                 64,720                                                                 
Total accounted for                                                                                  Total accounted for                                                                                      BrBr
464,720464,720
b. Journal entriesb. Journal entries
i. To record placing of  materials to production i. To record placing of  materials to production 
          Work in process -Department A                   90,000          Work in process -Department A                   90,000
                    Materials                                                       90,000                    Materials                                                       90,000
ii. To record direct labor costsii. To record direct labor costs
         Work in process -Department A          88,000         Work in process -Department A          88,000
         Work in process- Department B        120,400         Work in process- Department B        120,400
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                     Salary and wages payable                  208,400                     Salary and wages payable                  208,400
iii. To record application of manufacturing overheadiii. To record application of manufacturing overhead
             Work in process -Department A          105,600             Work in process -Department A          105,600
             Work in process -Department B            96,320             Work in process -Department B            96,320
                           Manufacturing overhead applied       201,920                           Manufacturing overhead applied       201,920

iv. 1. To record the transfer of units to department Biv. 1. To record the transfer of units to department B
             Work in process -Department B          248,000             Work in process -Department B          248,000
                   Work in process -Department A                  248,000                   Work in process -Department A                  248,000
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     2. To record the transfer of units to finished goods     2. To record the transfer of units to finished goods
             Finished Goods                                   400,000             Finished Goods                                   400,000
                   Work in process –Department B                400,000                   Work in process –Department B                400,000

4.4.5 4.4.5 Process Costing with both beginning and ending work inProcess Costing with both beginning and ending work in
process inventoriesprocess inventories
In this case, a production report that uses the weighted average methodIn this case, a production report that uses the weighted average method
in place of FIFO method will produce different figures for equivalent unitsin place of FIFO method will produce different figures for equivalent units
and so that unit costs since there is beginning work in process inventory.and so that unit costs since there is beginning work in process inventory.
Therefore, let us see application of process costing using these methodsTherefore, let us see application of process costing using these methods
separately.separately.
A. Weighted –Average methodA. Weighted –Average method
This  cost  flow  assumption  is  more  commonly  used  in  practices.  ItThis  cost  flow  assumption  is  more  commonly  used  in  practices.  It
combines any costs assigned to the beginning work in process with thecombines any costs assigned to the beginning work in process with the
costs  expended  in  the  current  period  to  arrive  at  the  average  costscosts  expended  in  the  current  period  to  arrive  at  the  average  costs
assignable to the output in the current period. The equivalent units ofassignable to the output in the current period. The equivalent units of
production for a department are the number of units transferred to theproduction for a department are the number of units transferred to the
next department (or to finished goods) plus the equivalent units in thenext department (or to finished goods) plus the equivalent units in the
department’s ending work in process.department’s ending work in process.

IllustrationIllustration
BANTU Block Company produces cement blocks used in the foundationsBANTU Block Company produces cement blocks used in the foundations
for buildings. The process takes place in two sequential departments. Thefor buildings. The process takes place in two sequential departments. The
following cost data pertain to the month of October.following cost data pertain to the month of October.
                                                                                                                      Pouring departmentPouring department              FinishingFinishing
departmentdepartment
Direct material                                         Br.   350,000                   Br.Direct material                                         Br.   350,000                   Br.
122,000122,000
Direct labor                                                      850,000Direct labor                                                      850,000
700,000700,000
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Applied  manufacturing  overhead                     Applied  manufacturing  overhead                     950,000950,000
800,000800,000  
 Total                                                        Br. Total                                                        Br.2, 150,0002, 150,000                 Br.                 Br.
1,622,0001,622,000
Beginning work in process inventory on October 1, 2006 amounted toBeginning work in process inventory on October 1, 2006 amounted to
                                                                                                                      Pouring departmentPouring department              FinishingFinishing
departmentdepartment
Cost in proceeding department                                -0-                          Br.Cost in proceeding department                                -0-                          Br.
200,000200,000
Direct material                                                 Br. 40,000Direct material                                                 Br. 40,000
12,00012,000
Direct labor                                                            26,960Direct labor                                                            26,960
23,86023,860
Overhead                                                                Overhead                                                                30,64030,640
20,08020,080
Total                                                                Br. Total                                                                Br. 97,600 97,600                       Br.                      Br.
255,940255,940
The quantity of production statistics for the month of October 2004 are asThe quantity of production statistics for the month of October 2004 are as
follows:follows:

                                                                                                                     Pouring department Pouring department              FinishingFinishing
departmentdepartment
Beginning  work  in  process  inventory                    4,000Beginning  work  in  process  inventory                    4,000
7,000 7,000 
Started new                                                          46,400Started new                                                          46,400
-0--0-
Transferred –in                                                      -0-Transferred –in                                                      -0-
33,00033,000
Transferred-out                                                    33,000Transferred-out                                                    33,000
30,00030,000
Ending work in process inventory: Ending work in process inventory: 
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    (100% materials; 60% conversion)                 17,000                         (100% materials; 60% conversion)                 17,000                     
    (100%  materials;  40%  conversion)    (100%  materials;  40%  conversion)
10,00010,000

Instructions Instructions 

   a. Prepare a cost of production report for both departments.   a. Prepare a cost of production report for both departments.

   b. Prepare all Journal entries to record:   b. Prepare all Journal entries to record:

       i. The issuance of direct materials       i. The issuance of direct materials

      ii. The direct labor      ii. The direct labor

     iii. The applied overhead      iii. The applied overhead 

     iv. The transfer of costs to the next department (or to finished goods)     iv. The transfer of costs to the next department (or to finished goods)

SolutionSolution

a. a. 
BANTU Block CompanyBANTU Block Company

Cost of production report-Pouring departmentCost of production report-Pouring department
Weighted average Costing BasisWeighted average Costing Basis
For the month of October 2006For the month of October 2006
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Quantity schedule and equivalent unitsQuantity schedule and equivalent units::
       Quantity schedule:       Quantity schedule:
        Units to be accounted forUnits to be accounted for::
       Work in process, October 1                     4,000       Work in process, October 1                     4,000
       Started  into  production                           46,000       Started  into  production                           46,000
50,00050,000
      Units accounted forUnits accounted for::
   Completed and transferred out                   33,000   Completed and transferred out                   33,000
   Work  in  process,  October  31                          Work  in  process,  October  31                       17,00017,000
50,00050,000
        Equivalent units:        Equivalent units:
                                                                                                                              MaterialsMaterials                                    ConversionConversion
costscosts
Completed and transferred                        33,000                             33,000Completed and transferred                        33,000                             33,000
Work in process, March 31                       Work in process, March 31                       17,00017,000(100%x17, 000)(100%x17, 000)
10,20010,200(60%x17, 000)(60%x17, 000)
Equivalent units                                         Equivalent units                                         50,00050,000                                                          43,20043,200

Cost scheduleCost schedule::
      Cost to be accounted forCost to be accounted for::
       Cost in this department:                                 Cost in this department:                          
                                                                    WIP- beginningWIP- beginning + Costs + Costs added added = Total = Total cost cost ÷ ÷
Equivalent unitsEquivalent units =  = Unit costUnit cost
Direct material      Br. 40,000 Direct material      Br. 40,000    Br. 350,000    Br. 390,000      50,000   Br. 350,000    Br. 390,000      50,000
Br.7.80      Br.7.80      
Direct labor                 26,960          850,000          876,960     43,200Direct labor                 26,960          850,000          876,960     43,200
20.30     20.30     
 Overhead                     Overhead                    30,64030,640                    950,000950,000                    980,640980,640     43,200     43,200
22.70 22.70     
    Total                   Br.      Total                   Br.  97,60097,600    Br      Br  2,150,600  2,150,600     Br     Br  2,247,6002,247,600
Br Br 50.8050.80
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Total cost to be accounted for                                Total cost to be accounted for                                Br 2,247,600 Br 2,247,600 

Cost accounted forCost accounted for::  
  Completed  and  transferred  out:    33,000  x  Br.  50.80  ……………Br.  Completed  and  transferred  out:    33,000  x  Br.  50.80  ……………Br.
1,676,4001,676,400
  Work in process, October 31:  Work in process, October 31:
               Direct material              17,000   x     Br. 7.80    = Br.132, 600               Direct material              17,000   x     Br. 7.80    = Br.132, 600
               Direct labor                   10,200   x     Br. 20.30 = Br. 207,060               Direct labor                   10,200   x     Br. 20.30 = Br. 207,060
               Overhead                       10,200   x     Br. 22.70 = Br               Overhead                       10,200   x     Br. 22.70 = Br . 231,540. 231,540
571,200571,200              
Total accounted for                                                                              Br.Total accounted for                                                                              Br.
2,247,6002,247,600

BANTU Block CompanyBANTU Block Company
Cost of production report - Finishing departmentCost of production report - Finishing department

Weighted average Costing BasisWeighted average Costing Basis
For the month of October 2006For the month of October 2006

Quantity schedule and equivalent unitsQuantity schedule and equivalent units::
     Quantity schedule:     Quantity schedule:
    Units to be accounted forUnits to be accounted for::
       Work in process, October 1                     7,000       Work in process, October 1                     7,000
       Started  into  production                                  Started  into  production                           33,00033,000
40,00040,000
    Units accounted forUnits accounted for::
      Completed and transferred out               30,000      Completed and transferred out               30,000
      Work in process, October 31                        Work in process, October 31                  10,000 10,000                                                     40,00040,000
                                  
               Equivalent units:               Equivalent units:
                                                                                Transferred inTransferred in                  MaterialsMaterials                          ConversionConversion
costscosts
Completed & Trans.     30,000                     30,000                      30,000Completed & Trans.     30,000                     30,000                      30,000
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WIP,  March 31            WIP,  March 31            10,00010,000(100%x10,  000)(100%x10,  000)10,00010,000(100%x10,000)(100%x10,000)
4,0004,000(40%x10,000)(40%x10,000)
Equivalent units           Equivalent units           40,00040,000                                          40,00040,000                                          34,00034,000        
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Cost scheduleCost schedule::
      Cost to be accounted forCost to be accounted for::
       Cost in proceeding department:                        Cost in proceeding department:                 
                                                                                                                                Total costTotal cost                                                        UnitUnit
costcost                  
    Work in process, October 1                Br 200,000                       Work in process, October 1                Br 200,000                   
   Transferred in during the period                Transferred in during the period             1,676,4001,676,400
                                                              Br 1,876,400 ÷ 40,000           Br                                                              Br 1,876,400 ÷ 40,000           Br
46.9146.91
       Cost in this department:       Cost in this department:
                                                        WIP- beginningWIP- beginning + Costs + Costs added added = Total = Total cost cost ÷ ÷
Equivalent unitsEquivalent units =  = Unit costUnit cost
Direct material       Br. 12,000 Direct material       Br. 12,000     Br. 122,000    Br. 134,000      40,000    Br. 122,000    Br. 134,000      40,000
Br. 3.35      Br. 3.35      
Direct labor                  23,860           700,000          723,860      34,000Direct labor                  23,860           700,000          723,860      34,000
21.29     21.29     
 Overhead                      Overhead                     20,08020,080                      800,000800,000                    820,080820,080      34,000      34,000
24.12 24.12     
    Total                   Br.    Total                   Br. 55,94055,940   Br.     Br.  1,622,0001,622,000   Br.   Br.1,  677,9401,  677,940
Br Br 48.7648.76
Total cost to be accounted for (1,876,400+1,677,940) =       Total cost to be accounted for (1,876,400+1,677,940) =       Br.3, 554,340Br.3, 554,340
Total unit cost = Br 46.91 + Br 48.76 = Br Total unit cost = Br 46.91 + Br 48.76 = Br 95.6795.67
Cost accounted forCost accounted for: : 
    Completed  and  transferred:    30,000  x  Br  95.67  ………………Br.    Completed  and  transferred:    30,000  x  Br  95.67  ………………Br.
2,870,1002,870,100
    Work in process, October 31:    Work in process, October 31:
           Cost in proceeding departs.  10,000   x   Br.46.91 =   Br. 469,100           Cost in proceeding departs.  10,000   x   Br.46.91 =   Br. 469,100
           Direct material                   10,000   x    Br.  3.35   = Br.   33,500           Direct material                   10,000   x    Br.  3.35   = Br.   33,500
           Direct labor                          4,000   x    Br. 21.29 = Br.   85,160           Direct labor                          4,000   x    Br. 21.29 = Br.   85,160
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           Overhead                                 4000   x Br. 24.12 = Br           Overhead                                 4000   x Br. 24.12 = Br .   96,480.   96,480
684,240684,240              
Total accounted for                                                                              Br.Total accounted for                                                                              Br.
3,554,3403,554,340

b. Journal entriesb. Journal entries
i. To record placing of  materials to production i. To record placing of  materials to production 
          Work in process -Pouring                     350,000          Work in process -Pouring                     350,000
          Work in process -Finishing                   122,000                    Work in process -Finishing                   122,000          
                      Materials                                                       472,000                      Materials                                                       472,000

ii. To record direct labor costsii. To record direct labor costs
         Work in process - Pouring          850,000         Work in process - Pouring          850,000
         Work in process- Finishing        700,000         Work in process- Finishing        700,000
                     Salary and wages payable                  1,550,000                     Salary and wages payable                  1,550,000

iii. To record application of Manufacturing overheadiii. To record application of Manufacturing overhead
             Work in process - Pouring               950,000             Work in process - Pouring               950,000
             Work in process - Finishing             800,000             Work in process - Finishing             800,000
                           Manufacturing overhead applied       1,750,000                           Manufacturing overhead applied       1,750,000

iv. 1. To record the transfer of units to Finishing department iv. 1. To record the transfer of units to Finishing department 
             Work in process - Finishing          1,676,400             Work in process - Finishing          1,676,400
                 Work in process - Pouring                         1,676,400                 Work in process - Pouring                         1,676,400

    2. To record the transfer of units to finished goods    2. To record the transfer of units to finished goods
             Finished Goods                                   2,870,100             Finished Goods                                   2,870,100
                   Work in process – Finishing                        2,870,100                   Work in process – Finishing                        2,870,100

B. FIFO method B. FIFO method 
The FIFO method of process costing differs from the weighted- averageThe FIFO method of process costing differs from the weighted- average
method in two basic ways: (1) the computation of equivalent units, andmethod in two basic ways: (1) the computation of equivalent units, and
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(2) the way in which costs of beginning inventories are treated in the cost(2) the way in which costs of beginning inventories are treated in the cost
reconciliation  report.  The  FIFO  method  is  generally  considered  morereconciliation  report.  The  FIFO  method  is  generally  considered  more
accurate than the weighted -average method, but it is more complex.accurate than the weighted -average method, but it is more complex.

The computation of equivalent units under the FIFO method differs fromThe computation of equivalent units under the FIFO method differs from
the computation under the weighted-average method in two ways. First,the computation under the weighted-average method in two ways. First,
the “units  transferred out” figure is divided in to two parts.  One partthe “units  transferred out” figure is divided in to two parts.  One part
consists of the units from the beginning inventory that were completedconsists of the units from the beginning inventory that were completed
and transferred out, and the other part consists of the units that wereand transferred out, and the other part consists of the units that were
both started and completed during the current period.both started and completed during the current period.

Second,  full  consideration  is  given  to  the  amount  of  work  expendedSecond,  full  consideration  is  given  to  the  amount  of  work  expended
during  the  current  period  on  units  in  the  beginning  work  in  processduring  the  current  period  on  units  in  the  beginning  work  in  process
inventory as well as on units in the ending inventory. Thus,  under theinventory as well as on units in the ending inventory. Thus,  under the
FIFO method, it is necessary to convert both inventories to an equivalentFIFO method, it is necessary to convert both inventories to an equivalent
unit basis. For the beginning inventory, the equivalent units represent theunit basis. For the beginning inventory, the equivalent units represent the
work  done to  complete  the  units  (  cost  incurred for  the  uncompletedwork  done to  complete  the  units  (  cost  incurred for  the  uncompleted
portion); for the ending inventory, the equivalent units represent the workportion); for the ending inventory, the equivalent units represent the work
done to bring the units to a stage of partial completion at the end of thedone to bring the units to a stage of partial completion at the end of the
period (the same as with the weighted-average method).period (the same as with the weighted-average method).

Two methods are used to compute FIFO equivalent production,  and ifTwo methods are used to compute FIFO equivalent production,  and if
both methods are used, one can use one method as a check on the other.both methods are used, one can use one method as a check on the other.

Method I Method I 
FIFO equivalent production is computed in the same way as weighted-FIFO equivalent production is computed in the same way as weighted-
average  equivalent  production  except  the  equivalent  units  in  theaverage  equivalent  production  except  the  equivalent  units  in  the
beginning work in process inventory are subtracted. The result would bebeginning work in process inventory are subtracted. The result would be
the equivalent work done in the period under consideration. The equationthe equivalent work done in the period under consideration. The equation
for this approach is as follows:for this approach is as follows:

Equivalent          Units completed and transferred Equivalent          Units completed and transferred 
    Units        =   + (percentage completed x WIP- Ending)     Units        =   + (percentage completed x WIP- Ending) 
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                         - (percentage completed x WIP-beginning)                          - (percentage completed x WIP-beginning) 

  Method IIMethod II
This approach compute amount of equivalent work needed  This approach compute amount of equivalent work needed  to completeto complete
the beginning work in process inventory and then add to the amount newthe beginning work in process inventory and then add to the amount new
equivalent work done in the period under considerations. Therefore, it isequivalent work done in the period under considerations. Therefore, it is
necessary to convert units in the beginning WIP as well as on units in thenecessary to convert units in the beginning WIP as well as on units in the
ending inventory to an equivalent unit basis. For the beginning inventory,ending inventory to an equivalent unit basis. For the beginning inventory,
the equivalent units represent the work done to complete the units; forthe equivalent units represent the work done to complete the units; for
the ending inventory,  the equivalent  units  represent  the work done tothe ending inventory,  the equivalent  units  represent  the work done to
bring the units to a stage of partial completion at the end of the period.bring the units to a stage of partial completion at the end of the period.
The equation for this approach is as follows:The equation for this approach is as follows:

Equivalent units  =    [1 -  (percentage completion x units  in the WIP-Equivalent units  =    [1 -  (percentage completion x units  in the WIP-
beginning)]    beginning)]    
                              + [units started and completed this month]                              + [units started and completed this month]
                              + [percentage completed x units in the WIP-ending]                              + [percentage completed x units in the WIP-ending]

IllustrationIllustration
ROBE Company has one production department. For the month of AprilROBE Company has one production department. For the month of April
2006, the company incurred the following costs:2006, the company incurred the following costs:
Direct materials                                      Br. 211,200Direct materials                                      Br. 211,200
Direct labor                                                  323,380Direct labor                                                  323,380
Overhead                                                      Overhead                                                      463,220463,220
 Total                                                      Br.  Total                                                      Br. 997,800997,800

The beginning work in process inventory on April 1 2006, amounted to The beginning work in process inventory on April 1 2006, amounted to 
Direct materials                                       Br. 25,000Direct materials                                       Br. 25,000
Direct labor                                                   20,000Direct labor                                                   20,000
Overhead                                                      Overhead                                                      22,00022,000
 Total                                                      Br.  Total                                                      Br. 67,00067,000
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The quantities of production statistics for the month of April 2006 are asThe quantities of production statistics for the month of April 2006 are as
follows:follows:
Beginning work in process (100% material, 30% conversion)   12,000Beginning work in process (100% material, 30% conversion)   12,000
Started new                                                                                  88,000Started new                                                                                  88,000
Transferred out                                                                            80,000Transferred out                                                                            80,000
Ending work in process (100% material, 55% conversion)        20,000Ending work in process (100% material, 55% conversion)        20,000

Instruction Instruction 
a. Prepare a cost of production report.a. Prepare a cost of production report.
b. Prepare all journal entries to recordb. Prepare all journal entries to record
       i. The issuance of direct materials.       i. The issuance of direct materials.
      ii. The direct labor cost incurred.      ii. The direct labor cost incurred.
     iii. The applied manufacturing overhead.      iii. The applied manufacturing overhead. 
     iv. The transfer of costs to finished goods.     iv. The transfer of costs to finished goods.
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SolutionSolution
a)a)  
ROBE CompanyROBE Company
Cost of production report-FIFO BasisCost of production report-FIFO Basis
For the month of April 2006For the month of April 2006

Quantity schedule and equivalent units:Quantity schedule and equivalent units:
   Quantity schedule:   Quantity schedule:
Units to be accounted forUnits to be accounted for::
    Work in process, April1                           12,000    Work in process, April1                           12,000
    Started  into  production                                  Started  into  production                              88,00088,000
100,000100,000
  Units accounted forUnits accounted for::
    Completed and transferred out                 80,000    Completed and transferred out                 80,000
    Work in process, April 30                           Work in process, April 30                       20,00020,000                                                  100,000100,000
    Equivalent units:    Equivalent units:
                                                                                                                                      MaterialsMaterials                                    ConversionConversion
costscosts
Units Completed and transferred              80,000                            80,000Units Completed and transferred              80,000                            80,000
Less: work in process, April 1                  Less: work in process, April 1                  12,00012,000 (100%x12, 000) (100%x12, 000)
3,6003,600(30%x12, 000)(30%x12, 000)
                                                                  68,000                              76,400                                                                  68,000                              76,400

Add: work in process, April 30                Add: work in process, April 30                20,00020,000(100%x20, 000)(100%x20, 000)      
11,00011,000(55%x20, 000)(55%x20, 000)  

Total equivalent units                              Total equivalent units                              88,00088,000                  87, 40087, 400

 Or (alternatively) Or (alternatively)
                                                                                                    MaterialsMaterials                                                        ConversionConversion
costscosts
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Work in process, April 1          -0-Work in process, April 1          -0- [(100%-100%) x12, 000] [(100%-100%) x12, 000]    8,400     8,400 [(100%-[(100%-
30%) x12, 000]30%) x12, 000]
Units started & completed in Apr.   Units started & completed in Apr.   68,00068,000((80,000-12,000)    80,000-12,000)     68,000 68,000
                                                         68,000                                76,400                                                         68,000                                76,400
Add:  work  in  process  April  30         Add:  work  in  process  April  30         20,00020,000(100%x20,  000)(100%x20,  000)
11,00011,000(55%x20, 000)(55%x20, 000)  
         Equivalent units                               Equivalent units                      88,00088,000                                                              8 7,4008 7,400
Cost schedule:Cost schedule:
      Cost to be accounted forCost to be accounted for::
          Cost in this department:                                    Cost in this department:                          
          Work in process, April 1:                                                         Work in process, April 1:                                               
                                                                                            Total costTotal cost ÷    ÷   Equivalent unitsEquivalent units =  = Unit costUnit cost
Direct materials          Br. 25,000      Direct materials          Br. 25,000      
Direct labor                       20,000     Direct labor                       20,000     
 Overhead                           Overhead                          22,00022,000          
    Total                        Br.     Total                        Br. 67,00067,000                                              
        Current period costs:        Current period costs:
Direct materials         Br 211,200     Direct materials         Br 211,200     ÷÷           88,000       =           88,000       =            Br. 2.40Br. 2.40
Direct labor                    323,380     Direct labor                    323,380     ÷÷           87,400       =            3.70           87,400       =            3.70
 Overhead                       Overhead                      463,220463,220            ÷÷           87,400       =                      87,400       =           5.305.30
    Total    Total                 Br                 Br 997,800997,800                                           Br.                                            Br. 11.4011.40
Total cost to be accounted for (67,000 + 997,800)                    Total cost to be accounted for (67,000 + 997,800)                    Br.1,Br.1,
064,800064,800  

Costs accounted forCosts accounted for::
Completed and transferred:   Completed and transferred:   
    From beginning work in process inventory:    From beginning work in process inventory:
               Prior period costs                                            Br. 67,000               Prior period costs                                            Br. 67,000
               Costs to complete these units:               Costs to complete these units:
               Direct material                                                          -0-               Direct material                                                          -0-
               Direct labor                                                           31,080*               Direct labor                                                           31,080*
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               Overhead                                                                              Overhead                                                               44,52044,520** Br.** Br.
142,600    142,600    
Started  and  completed  this  month  (68,000  x  Br.  11.40)Started  and  completed  this  month  (68,000  x  Br.  11.40)
775,200775,200
Total completed and transferred to finished goods                                 Br.Total completed and transferred to finished goods                                 Br.
917,800917,800
Work in process, March 31:Work in process, March 31:
           Direct material            (100% x 20,000 x Br 2.40) =   Br.  48,000           Direct material            (100% x 20,000 x Br 2.40) =   Br.  48,000
           Direct labor                  (55% x 20,000 x Br 3.70)   =   Br.  40,700           Direct labor                  (55% x 20,000 x Br 3.70)   =   Br.  40,700
           Overhead                     (55% x 20,000 x Br 5.30)     =   Br.  58,300           Overhead                     (55% x 20,000 x Br 5.30)     =   Br.  58,300
147,000147,000
Total costs accounted for                                                                     Br.Total costs accounted for                                                                     Br.
1,064,8001,064,800
                                  
                *Br 31,080 =12,000 x (100%-30%) x Br 3.70                *Br 31,080 =12,000 x (100%-30%) x Br 3.70
               ** Br 44,520 =12,000 x (100%-30%) x Br 5.30               ** Br 44,520 =12,000 x (100%-30%) x Br 5.30

b. Journal entriesb. Journal entries
i To record issuance of direct materialsi To record issuance of direct materials
          Work in process   211,200          Work in process   211,200
                   Materials                    211,200                      Materials                    211,200   
                                                                
ii. To record direct labor costs incurredii. To record direct labor costs incurred
         Work in process        323,380         Work in process        323,380
                  Salary and wages payable    323,380                  Salary and wages payable    323,380

iii. To record the applied manufacturing overheadiii. To record the applied manufacturing overhead
             Work in process        463,220             Work in process        463,220
             Manufacturing overhead applied       463,220             Manufacturing overhead applied       463,220

iv. To record the transfer of units to finished goodsiv. To record the transfer of units to finished goods
             Work in process Goods    917,800             Work in process Goods    917,800
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           Work in process                     917,800           Work in process                     917,800
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4.4.6. 4.4.6. Comparison of the weighted- average and FIFO method Comparison of the weighted- average and FIFO method 

Weighted- average methodWeighted- average method FIFO methodFIFO method

                               Quantity schedule and equivalent units                               Quantity schedule and equivalent units

i  The  quantity  schedulei  The  quantity  schedule
includes  all  units  transferredincludes  all  units  transferred
out in a single figure.out in a single figure.

ii.  In  computing  equivalentii.  In  computing  equivalent
units,  the  units  in  theunits,  the  units  in  the
beginning  inventory  arebeginning  inventory  are
treated as if they were startedtreated as if they were started
and  completed  during  theand  completed  during  the
current period.current period.

i.  The  quantity  schedulei.  The  quantity  schedule
divides  the  units  transferreddivides  the  units  transferred
out  into  two  parts.  One  partout  into  two  parts.  One  part
consists  of  units  in  theconsists  of  units  in  the
beginning  inventory,  and  thebeginning  inventory,  and  the
other  part  consists  of  unitsother  part  consists  of  units
started  and completed  duringstarted  and completed  during
the current period.the current period.

ii.  Only  work  needed  toii.  Only  work  needed  to
complete  units  in  thecomplete  units  in  the
beginning  inventory  isbeginning  inventory  is
included in the computation ofincluded in the computation of
equivalent units. Units startedequivalent units. Units started
and  completed  during  theand  completed  during  the
current  period  are  shown  incurrent  period  are  shown  in
separate figure.separate figure.

                                                Total and unit costs                                                Total and unit costs
i.  The “Cost  to be accountedi.  The “Cost  to be accounted
for” part of the report is  thefor” part of the report is  the
same for both methods.same for both methods.
ii.  Costs  in  the  beginningii.  Costs  in  the  beginning
inventory  are  added  in  withinventory  are  added  in  with
costs of the current period incosts of the current period in
unit cost computations.unit cost computations.

i.  The  “Cost  to  be  accountedi.  The  “Cost  to  be  accounted
for”  part  of  the  report  is  thefor”  part  of  the  report  is  the
same for both methods.same for both methods.
ii.  Only  costs  of  the  currentii.  Only  costs  of  the  current
period are included in unit costperiod are included in unit cost
computation.computation.

iii.  Unit cost will  contain onlyiii.  Unit cost will  contain only
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iii.  Unit  costs  will  containiii.  Unit  costs  will  contain
some element of cost from thesome element of cost from the
prior period.prior period.

elements  of  costs  from  theelements  of  costs  from  the
current period.current period.
  

                                            Cost Reconciliation                                            Cost Reconciliation

i. All units transferred out arei. All units transferred out are
treated  the  same,  regardlesstreated  the  same,  regardless
of whether they were part ofof whether they were part of
the  beginning  inventory  orthe  beginning  inventory  or
started and completed duringstarted and completed during
the period.the period.
ii.  Units  in  the  endingii.  Units  in  the  ending
inventory have cost applied toinventory have cost applied to
them in the same way underthem in the same way under
both methods both methods 

i.  Units  transferred  out  arei.  Units  transferred  out  are
divided  into  two  groups  (a)divided  into  two  groups  (a)
units  in  the  beginningunits  in  the  beginning
inventory and (b) units startedinventory and (b) units started
and  completed  during  theand  completed  during  the
period.period.

ii.  Units  in  the  endingii.  Units  in  the  ending
inventory have cost applied toinventory have cost applied to
them in  the  same  way  underthem in  the  same  way  under
both methodsboth methods

  

 Learning Activity 4.3

                      Answer the following questions.
1.1. Assume the company has two processing departments, Mixing andAssume the company has two processing departments, Mixing and

Firing.  Explain  what  costs  might  be  added  to  the  FiringFiring.  Explain  what  costs  might  be  added  to  the  Firing
Department’s work in process account during a period.Department’s work in process account during a period.

                                                                                                                                    

2.2. What is meant by the term equivalent units of production whenWhat is meant by the term equivalent units of production when
the weighted-average method is used?the weighted-average method is used?

                                                                                                                                    

3.3. Clonex  Labs  Company  uses  a  process  costing  system.  TheClonex  Labs  Company  uses  a  process  costing  system.  The
following data are available for one department for October:following data are available for one department for October:

Work in process, Oct.1   30,000   (materials, 60%completion;Work in process, Oct.1   30,000   (materials, 60%completion;
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                                                       conversion costs,  30%completion)                                                       conversion costs,  30%completion)
Work in process, Oct. 31    15,000 (materials, 80% completion; conversionWork in process, Oct. 31    15,000 (materials, 80% completion; conversion
costs, 40%completion )costs, 40%completion )
The  department  started  175,000  units  and  completed  190,000  duringThe  department  started  175,000  units  and  completed  190,000  during
October. Calculate the equivalent units of production using FIFO method.October. Calculate the equivalent units of production using FIFO method.
                                                                                                                                    
                                                                                        ____________                        

                                                            

  4.5 4.5 SUMMARYSUMMARY

 Process costing is used in production process where relatively largeProcess costing is used in production process where relatively large

numbers of nearly identical products are manufactured. The purpose of a numbers of nearly identical products are manufactured. The purpose of a 
process costing system is the same as that of a job order costing system- process costing system is the same as that of a job order costing system- 
to accumulate costs and assign these costs to units of product. Costs flow to accumulate costs and assign these costs to units of product. Costs flow 
through the manufacturing accounts in basically the same way in both jobthrough the manufacturing accounts in basically the same way in both job
order and process costing systems. A process costing system differs from order and process costing systems. A process costing system differs from 
a job order system primarily in that costs are accumulated by departmenta job order system primarily in that costs are accumulated by department
(rather than by job) and the department production report replaces the (rather than by job) and the department production report replaces the 
job cost sheet.job cost sheet.

To compute unit costs in a department, the department's output in termsTo compute unit costs in a department, the department's output in terms
of equivalent units must be determined. In the weighted average method,of equivalent units must be determined. In the weighted average method,
the equivalent units for a period are the sum of the units transferred outthe equivalent units for a period are the sum of the units transferred out
of the department during the period and the equivalent units in endingof the department during the period and the equivalent units in ending
work in process inventory at the end of the period. In the LIFO method,work in process inventory at the end of the period. In the LIFO method,
the  equivalent  units  for  a  period  are  the  sum  of  equivalent  units  tothe  equivalent  units  for  a  period  are  the  sum  of  equivalent  units  to
complete  the  beginning  work  in  process  inventory,  units  stated  andcomplete  the  beginning  work  in  process  inventory,  units  stated  and
completed during the period, and the equivalent units in the ending workcompleted during the period, and the equivalent units in the ending work
in process inventory.in process inventory.
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The activity in a department is summarized on a production report. ThereThe activity in a department is summarized on a production report. There
are  three  separate  (though  highly  interrelated)  parts  to  a  productionare  three  separate  (though  highly  interrelated)  parts  to  a  production
report. The first part is a quantity schedule, which includes a computationreport. The first part is a quantity schedule, which includes a computation
of equivalent units and shows the flow of units through a departmentof equivalent units and shows the flow of units through a department
during a period. The second part consists of a computation of costs perduring a period. The second part consists of a computation of costs per
equivalent unit, with unit costs being provided individually for materials,equivalent unit, with unit costs being provided individually for materials,
labor,  and overhead as  well  as  in  total  for  the period.  The third partlabor,  and overhead as  well  as  in  total  for  the period.  The third part
consists of a cost reconciliation, which summarizes all cost flows throughconsists of a cost reconciliation, which summarizes all cost flows through
a department for a period.a department for a period.

4.6 MODEL4.6 MODEL EXAM QUESTIONS  EXAM QUESTIONS 

Part I: Say “True” if the statement is correct and “False” if thePart I: Say “True” if the statement is correct and “False” if the
statements is wrong. statements is wrong. 
1. In process costing system, if the there is no beginning work-in process1. In process costing system, if the there is no beginning work-in process
inventory,  the cost  flow assumptions,  weighted-average or FIFO is  notinventory,  the cost  flow assumptions,  weighted-average or FIFO is  not
necessary.necessary.
2. Manufacturing firms producing products that fulfill  customer orders2. Manufacturing firms producing products that fulfill  customer orders
(specific to each customer) use the process costing to accumulate the(specific to each customer) use the process costing to accumulate the
product costs.product costs.
3. Material costing and overhead costing is the same in both job-order3. Material costing and overhead costing is the same in both job-order
and process costing.and process costing.
4. In a process costing system, unit costs are computed by job on the job4. In a process costing system, unit costs are computed by job on the job
cost sheet.cost sheet.
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5. The number of work in process accounts used in a process costing5. The number of work in process accounts used in a process costing
system  may  depend  on  the  number  of  production  departments  in  asystem  may  depend  on  the  number  of  production  departments  in  a
manufacturing.manufacturing.

Part II: Choose the best answer from the alternatives given.Part II: Choose the best answer from the alternatives given.
1. The analysis of the activity in a department or cost center for a period1. The analysis of the activity in a department or cost center for a period
in a process costing is termed as in a process costing is termed as 
A. Income statementA. Income statement
B. Schedule of cost of goods manufacturedB. Schedule of cost of goods manufactured
C. Cost of production reportC. Cost of production report
D. AllD. All
E. None of the aboveE. None of the above
2. Incomplete units restated in terms of completed units plus total units2. Incomplete units restated in terms of completed units plus total units
completed are referred to ascompleted are referred to as
A. Units to be accounted forA. Units to be accounted for
B. Equivalent unitsB. Equivalent units
C. ScrapsC. Scraps
D. Costs accounted forD. Costs accounted for
E. None of the aboveE. None of the above

3. For which one of the following industries is process-costing system not3. For which one of the following industries is process-costing system not
appropriate?appropriate?
A. ChemicalA. Chemical
B. CementB. Cement
C. Garment or ClothingC. Garment or Clothing
D. TextileD. Textile
E. None of the aboveE. None of the above

4. Which of the following is (are) true?4. Which of the following is (are) true?
A. The details of accumulating material costs in a process costing systemA. The details of accumulating material costs in a process costing system
are   considered reduced in a process costing system as compared to theare   considered reduced in a process costing system as compared to the
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job order  costing system since the number of departments are usuallyjob order  costing system since the number of departments are usually
less than the number of jobs handled at a given time.less than the number of jobs handled at a given time.
B. In FIFO method of process costing, the equivalent units relate only toB. In FIFO method of process costing, the equivalent units relate only to
work done during the current period.work done during the current period.
C. Costs transferred out during the period plus the costs in the ending ofC. Costs transferred out during the period plus the costs in the ending of
work in process inventory are called costs to be accounted for.work in process inventory are called costs to be accounted for.
D. In weighted-average method, the units transferred out are divided in toD. In weighted-average method, the units transferred out are divided in to
units in the beginning inventory and units stated and completed duringunits in the beginning inventory and units stated and completed during
the period.the period.
E. A and B                                   F. All of the aboveE. A and B                                   F. All of the above
5. A journal entry to record overhead costs incurred is5. A journal entry to record overhead costs incurred is
A. Factory overhead-control…………………………………xxA. Factory overhead-control…………………………………xx
                       Factory overhead-applied…………………….             xx                       Factory overhead-applied…………………….             xx
B. Factory overhead –applied……………………………….xxB. Factory overhead –applied……………………………….xx
                        Cash, Account Payable, etc…………………              xx                        Cash, Account Payable, etc…………………              xx
C. Cash………………………………………………………xxC. Cash………………………………………………………xx
             Factory overhead-control…………………………..               xx             Factory overhead-control…………………………..               xx

D. Factory overhead-control…………………………………xxD. Factory overhead-control…………………………………xx
                        Cash, Account Payable, etc………………….              xx                        Cash, Account Payable, etc………………….              xx
E. None of the aboveE. None of the above

6. All of the following are correct in describing process costing system6. All of the following are correct in describing process costing system
except:except:

a.a. In  calculating  equivalent  production  units,  the  mainIn  calculating  equivalent  production  units,  the  main
difference between FIFO and weighted average methods isdifference between FIFO and weighted average methods is
the treatment given to ending work in process.the treatment given to ending work in process.

b.b. The weighted average method in process costing focuses onThe weighted average method in process costing focuses on
the total work done to date regardless of whether that workthe total work done to date regardless of whether that work
was done before or during the current period.was done before or during the current period.
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c.c. When  there  is  no  beginning  work  in  process,  equivalentWhen  there  is  no  beginning  work  in  process,  equivalent
productions under process costing system are calculated byproductions under process costing system are calculated by
using FIFO method only.using FIFO method only.

d.d. The  FIFO  method  and  the  weighted  average  method  willThe  FIFO  method  and  the  weighted  average  method  will
produce the same number of equivalent units if there is noproduce the same number of equivalent units if there is no
beginning work in process.beginning work in process.

e.e. None of the aboveNone of the above

7.  KIYA Company employs  a  process  costing  system.  The following7.  KIYA Company employs  a  process  costing  system.  The following
information applies to the current period:information applies to the current period:

The ending work in process (WIP) inventory consists of 9, 000 units.The ending work in process (WIP) inventory consists of 9, 000 units.
The ending inventory is 100% complete as to materials and 70%The ending inventory is 100% complete as to materials and 70%
complete  as  to  labor  and  overhead.  If  the  production  cost  percomplete  as  to  labor  and  overhead.  If  the  production  cost  per
equivalent unit for the period is Br.3.75 for material and Br.1.25 forequivalent unit for the period is Br.3.75 for material and Br.1.25 for
labor  and  overhead,  what  is  the  balance  of  the  ending  WIPlabor  and  overhead,  what  is  the  balance  of  the  ending  WIP
inventory account?inventory account?

A.A. Br.41, 625                                            C. Br.45000Br.41, 625                                            C. Br.45000
B.B. Br.33, 750                                           D. None of the aboveBr.33, 750                                           D. None of the above

Part II: Work outPart II: Work out
Exercise IExercise I
Pure Form Corporation manufactures a product that passes through twoPure Form Corporation manufactures a product that passes through two
departments. Date for a recent month for the first department as follows:departments. Date for a recent month for the first department as follows:
                                                                                                      UnitsUnits                MaterialsMaterials                      LaborLabor
OverheadOverhead                
Work in process, beginning      5,000        Br. 45,000        Br.12,500Work in process, beginning      5,000        Br. 45,000        Br.12,500
Br.18,750Br.18,750
Units Stated in process            45,000  Units Stated in process            45,000  
Units transferred out               42,000Units transferred out               42,000
 Work in process, ending          8,000  Work in process, ending          8,000 
Costs added during the month                         528,000          215,000Costs added during the month                         528,000          215,000
322,500  322,500  

7



The  beginning  work  in  process  inventory  was  80%  complete  as  toThe  beginning  work  in  process  inventory  was  80%  complete  as  to
materials and 60% complete as to processing. The ending work in processmaterials and 60% complete as to processing. The ending work in process
inventory  was 75% complete  as  to  materials  and 50% complete  as  toinventory  was 75% complete  as  to  materials  and 50% complete  as  to
processing.processing.

InstructionsInstructions
1.  Assume  that  the  company  uses  the  weighted-average  method  of1.  Assume  that  the  company  uses  the  weighted-average  method  of
accounting for units and unit costs, prepare a cost of production reportaccounting for units and unit costs, prepare a cost of production report
for this month.for this month.
2. Prepare a cost of production report for the month using FIFO method.2. Prepare a cost of production report for the month using FIFO method.

Exercise IIExercise II
CHAW  Plastics  makes  plastics  real  lamps  for  cars  using  an  injectionCHAW  Plastics  makes  plastics  real  lamps  for  cars  using  an  injection
molding process. The following information actual cost of direct materialmolding process. The following information actual cost of direct material
and direct labor for April 2006 is available.and direct labor for April 2006 is available.
                                                                                                                

                                                                                                                          Direct MaterialsDirect Materials
Direct Labor         Direct Labor         
                                                    Equivalent         Total                                                    Equivalent         Total
Equivalent     Total                  Equivalent     Total                  
                                                                                                           Units         Units                          CostsCosts
Units      Units                 Costs Costs
Work in process, April1*        15,000          Br.    60,000                 ?       Br.Work in process, April1*        15,000          Br.    60,000                 ?       Br.
50,000 50,000 
Work done during April 1     Work done during April 1     25,00025,000                                  105,000105,000                           ?       ?
110,000110,000                                
       To account for                        To account for                 40,00040,000           Br.            Br. 165,000165,000                           ?        ?       Br.      Br.
160,000160,000                            
Units completed andUnits completed and
Transferred in April                24,000                       ?                24,000Transferred in April                24,000                       ?                24,000
??
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Work in process, April 30** 16,000                         ?                      ?Work in process, April 30** 16,000                         ?                      ?
?   ?   
  
                                                                              ** Degree of completion: direct materials, 100%; Degree of completion: direct materials, 100%;
                                                                               Conversion costs, 80%,                                                                               Conversion costs, 80%,
                                                                          **** Degree of completion: direct materials, 100%; Degree of completion: direct materials, 100%;
                                                                               Conversion costs, 60%                                                                               Conversion costs, 60%
Manufacturing overhead costs are 40% of direct labor costs.Manufacturing overhead costs are 40% of direct labor costs.

Required:Required:
A. Prepare a cost of production report for the month of April 2006 usingA. Prepare a cost of production report for the month of April 2006 using
weighted-average method.weighted-average method.
B. Prepare a cost of production report for the month of April 2006 usingB. Prepare a cost of production report for the month of April 2006 using
FIFO method.FIFO method.
C.  Prepare  journal  entries  to  record  the  following  transaction  usingC.  Prepare  journal  entries  to  record  the  following  transaction  using
weighted-average method.weighted-average method.
            (1) Issuance of direct materials            (1) Issuance of direct materials
            (2) Direct labor costs            (2) Direct labor costs
            (3) Manufacturing overhead costs applied            (3) Manufacturing overhead costs applied
            (4) The transfer of completed units to finished goods            (4) The transfer of completed units to finished goods
D.  Using  FIFO  method,  prepare  journal  entry  to  record  transfer  ofD.  Using  FIFO  method,  prepare  journal  entry  to  record  transfer  of
completed units   completed units   
     to finished goods.     to finished goods.

Exercise IIIExercise III
Shemsu Company makes super-premium cake mixes that go through twoShemsu Company makes super-premium cake mixes that go through two
processes, blending and packaging. The following activity was recordedprocesses, blending and packaging. The following activity was recorded
in the Blending Department during July:in the Blending Department during July:
          Production data          Production data
Units in process, July 1: 30% complete Units in process, July 1: 30% complete 
As  to  conversion  costsAs  to  conversion  costs
10,00010,000
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        Units  started  in  to  production        Units  started  in  to  production
170,000170,000
        Units  completed  and  transferred  to  packaging        Units  completed  and  transferred  to  packaging
??
        Units in process, July 31: 40% complete        Units in process, July 31: 40% complete
        as  to  conversion  costs        as  to  conversion  costs
20,00020,000
    
         Cost data:         Cost data:
                Work in process inventory, July 1:                Work in process inventory, July 1:
                        Materials cost                                      Br.  8,500                        Materials cost                                      Br.  8,500
                        Conversion cost                                                                  Conversion cost                                          4,9004,900
13,40013,400
                 Costs added during the month:                 Costs added during the month:
                         Materials cost                                         139,400                         Materials cost                                         139,400
                         Conversion cost                                                              Conversion cost                                      244,200 244,200
383,600383,600
                     Total cost                                                                           Br.                     Total cost                                                                           Br.
397,000397,000

All  materials  are  added  at  the  beginning  of  work  in  the  BlendingAll  materials  are  added  at  the  beginning  of  work  in  the  Blending
Department conversion costs are added uniformly during processing.Department conversion costs are added uniformly during processing.
Required:Required:
1. If the company uses FIFO method, prepare a cost of production report.1. If the company uses FIFO method, prepare a cost of production report.
2.  If  the  company  uses  weighted-average  method,  prepare  a  cost  of2.  If  the  company  uses  weighted-average  method,  prepare  a  cost  of
production report.production report.
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EXERCISE IVEXERCISE IV
1. Two processing departments are used by Kelemu Chemical Company to1. Two processing departments are used by Kelemu Chemical Company to
produce its product. The two departments had the following activities andproduce its product. The two departments had the following activities and
costs during the month of January:costs during the month of January:
                                                                                                                      DEPARTMENT 1 DEPARTMENT 1     DEPARTMENT 2DEPARTMENT 2
Beginning units in process              Beginning units in process                          0            0  0 0
Units started in processUnits started in process 35,00035,000
Units received from another department Units received from another department   30, 00030, 000
Ending units in process Ending units in process 5, 0005, 000      6, 000 6, 000
Costs added by department:Costs added by department:

MaterialsMaterials $31, 500$31, 500  $ 0 $ 0
LaborLabor   24, 180  24, 180 15, 68015, 680
OverheadOverhead   20, 480  20, 480 13, 44013, 440

Degree of completion of ending work in process:Degree of completion of ending work in process:
Materials Materials      100%     100%       -        -  
Conversion costsConversion costs        1/5       1/5      2/3     2/3

Instructions:Instructions:
a)a) Prepare  a  cost  of  production  report  for  Department  1  andPrepare  a  cost  of  production  report  for  Department  1  and

Department 2.Department 2.
b)b) Make all the necessary journal entries to record the above eventsMake all the necessary journal entries to record the above events

completed during the month.completed during the month.

Exercise VExercise V
Tora manufacturing company has two departments, mixing and coloring.Tora manufacturing company has two departments, mixing and coloring.
For the month of March 2004, the company incurred the following costs:-For the month of March 2004, the company incurred the following costs:-

MixingMixing  ColoringColoring  
Direct material--------------- Direct material--------------- $73,175$73,175 $12,500$12,500
Direct labor ------------------ Direct labor ------------------ $78,940$78,940 $142,600$142,600
Overhead -------------------- Overhead -------------------- $94,728$94,728 $114,080$114,080

Total --------------------- Total --------------------- $246,843$246,843              $269,180 $269,180 
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The beginning inventory on March 1, 2004 amounted to The beginning inventory on March 1, 2004 amounted to 

MixingMixing  ColoringColoring  
Cost in preceding department ----------- Cost in preceding department -----------   0  0 $39,000$39,000
Direct material ---------------------------- Direct material ----------------------------  $7,825 $7,825 $2,060$2,060
Direct labor -------------------------------- Direct labor --------------------------------  $5,540 $5,540 $3,720$3,720
Overhead ----------------------------------Overhead ---------------------------------- $$6,6486,648                      $2,976$2,976
Total --------------------------------------     Total --------------------------------------     $20,013$20,013 $47,756$47,756
The quantity production statistics for the month of March 2004 are:-The quantity production statistics for the month of March 2004 are:-

Mixing Mixing ColoringColoring  
Beginning Inventory ----------------------- 3,000Beginning Inventory ----------------------- 3,000 4,0004,000
Stated newStated new ----------------------------------- 27,000----------------------------------- 27,000 00
Transferred in------------------------------- 0Transferred in------------------------------- 0 22,00022,000
Ending inventory--------------------------- 22,000Ending inventory--------------------------- 22,000 20,00020,000
(100% materials; 60% conversion)-----(100% materials; 60% conversion)----- 80008000
(100% materials; 40% conversion)---------(100% materials; 40% conversion)--------- 60006000
Required:Required:
1)1) prepared a cost of production report for both departmentsprepared a cost of production report for both departments
2)2) prepare all journal entries to record:prepare all journal entries to record:

a)a) The issuance of direct materialsThe issuance of direct materials
b)b) The direct laborThe direct labor
c)c) The applied overheadThe applied overhead
d)d) The transfer of cost to the department (or to finished goods)The transfer of cost to the department (or to finished goods)
Use i) FIFO methodUse i) FIFO method
ii)ii) WA methodWA method
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5.0 INTRODUCTION5.0 INTRODUCTION  

 Dear learner, welcome to the fifth unit of the Cost and ManagementDear learner, welcome to the fifth unit of the Cost and Management

Accounting I.  The emphasis on quality and the high costs of spoilage,Accounting I.  The emphasis on quality and the high costs of spoilage,
reworked units and scrap has resulted in managers paying close attentionreworked units and scrap has resulted in managers paying close attention
to those costs.  to those costs.  Spoilage  Spoilage  refers to completed or partial completed unitsrefers to completed or partial completed units
that don’t meet production standard (unacceptable units of production)that don’t meet production standard (unacceptable units of production)
and that are discarded or are sold for a disposal value.  and that are discarded or are sold for a disposal value.  Reworked unitsReworked units
are unacceptable units of production that are subsequently reworked andare unacceptable units of production that are subsequently reworked and
sold  as  acceptable  finished  goods.  For  example,  defective  units  ofsold  as  acceptable  finished  goods.  For  example,  defective  units  of
products  such  as  pagers,  computer  disk  drives,  computers,  andproducts  such  as  pagers,  computer  disk  drives,  computers,  and
telephones can sometimes be repaired and sold as good products. telephones can sometimes be repaired and sold as good products. ScrapScrap
is  material  left  over  when  making  main  or  joint  products.  is  material  left  over  when  making  main  or  joint  products.  ScrapScrap is  a is  a
product that has minimal (frequently zero) sales value compared with theproduct that has minimal (frequently zero) sales value compared with the
sales.  Examples  are  shaving  and  short  lengths  from  woodworkingsales.  Examples  are  shaving  and  short  lengths  from  woodworking
operations, steel edges left from stamping operations and end cuts fromoperations, steel edges left from stamping operations and end cuts from
suit making operations. suit making operations. 

5.1 LEARNING OBJECTIVES:5.1 LEARNING OBJECTIVES:  

Overview

Dear learner! At the end of the session you are expected to:Dear learner! At the end of the session you are expected to:

 Distinguish among spoilage, rework, and scrap Distinguish among spoilage, rework, and scrap 
 Describe  the  general  accounting  procedures  for  normal  andDescribe  the  general  accounting  procedures  for  normal  and

abnormal spoilageabnormal spoilage
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 Know the accounting procedures for spoilage, reworked, and scrapKnow the accounting procedures for spoilage, reworked, and scrap
under job order costing. under job order costing. 

 Know the accounting procedures for spoilage in process costing. Know the accounting procedures for spoilage in process costing. 

5.2 SPOILAGE IN GENERAL5.2 SPOILAGE IN GENERAL  

There are two key objectives when accounting for spoilage: There are two key objectives when accounting for spoilage: 
a)a) Determining the magnitude of the costs of spoilage.Determining the magnitude of the costs of spoilage.
b)b) Distinguishing between the costs of normal and abnormal spoilage.Distinguishing between the costs of normal and abnormal spoilage.

Spoilage is an important consideration in any production related planningSpoilage is an important consideration in any production related planning
and controlling decisions. Management must determine the most efficientand controlling decisions. Management must determine the most efficient
production  process  that  will  keep spoilage  to  a  minimum.  Spoilage  isproduction  process  that  will  keep spoilage  to  a  minimum.  Spoilage  is
divided into two: divided into two: normalnormal and  and abnormal. abnormal. 

NORMAL SPOILAGE: It is a spoilage that arises under efficient operatingNORMAL SPOILAGE: It is a spoilage that arises under efficient operating
conditions; it is an inherent result of the particular production process.conditions; it is an inherent result of the particular production process.
Costs of normal spoilage are typically viewed as a part of the costs ofCosts of normal spoilage are typically viewed as a part of the costs of
good units manufactured. good units manufactured. 
For  a  given production process,  management  must  decide  the  rate  ofFor  a  given production process,  management  must  decide  the  rate  of
spoilage it is willing to accept as normal. Normal spoilage rates should bespoilage it is willing to accept as normal. Normal spoilage rates should be
computed using the total good units completed as the base, not the totalcomputed using the total good units completed as the base, not the total
actual units started. Why? Because total actual units started also includeactual units started. Why? Because total actual units started also include
any abnormal spoilage in addition to normal spoilage.any abnormal spoilage in addition to normal spoilage.

ABNORMAL  SPOILAGE:  Abnormal  spoilage  is  spoilage  that  is  notABNORMAL  SPOILAGE:  Abnormal  spoilage  is  spoilage  that  is  not
expected to arise under efficient operating conditions; abnormal spoilageexpected to arise under efficient operating conditions; abnormal spoilage
is usually regarded as avoidable and controllable. is usually regarded as avoidable and controllable. 
Abnormal spoilage costs are written off as losses of the accounting periodAbnormal spoilage costs are written off as losses of the accounting period
in which the detection of the spoiled units occurs. in which the detection of the spoiled units occurs. 
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5.3. JOB CONSTING AND SPOILAGE5.3. JOB CONSTING AND SPOILAGE  

5.3.1 5.3.1 Normal Normal SpoilageSpoilage

In job order costing systems, normal or planned are considered as part ofIn job order costing systems, normal or planned are considered as part of
normal manufacturing costs. normal manufacturing costs. Normal spoilage costs have commonly beenNormal spoilage costs have commonly been
accounted for by one of the following two methods: accounted for by one of the following two methods: 

a)a) Allocated or applied to a specific job. Allocated or applied to a specific job. 
b)b) Allocated or applied to all jobs. Allocated or applied to all jobs. 

Normal Spoilage Attributable to Specific Job: When normal spoiled unitsNormal Spoilage Attributable to Specific Job: When normal spoiled units
develop from a specific job that job should absorb this cost of spoilage bydevelop from a specific job that job should absorb this cost of spoilage by
net of the salvage value of the spoiled units, if salable. In other words, innet of the salvage value of the spoiled units, if salable. In other words, in
such cases the salvaged value is removed from work in process (WIP)such cases the salvaged value is removed from work in process (WIP)
inventory leaving the unsalvageable costs in the WIP. The following entryinventory leaving the unsalvageable costs in the WIP. The following entry
would be made to do that: would be made to do that: 

Material Control (Spoiled Units Inventory)* …………………..xxxMaterial Control (Spoiled Units Inventory)* …………………..xxx
WIP-Job xxx ………………………………………………….xxxxWIP-Job xxx ………………………………………………….xxxx

* Material account is debited by the estimated market value of the spoiled* Material account is debited by the estimated market value of the spoiled
units  if  it  is  saleable.  After  posting  the  above  journal  entry  the  WIPunits  if  it  is  saleable.  After  posting  the  above  journal  entry  the  WIP
inventory  account  represents  the  costs  of  good  units,  including  theinventory  account  represents  the  costs  of  good  units,  including  the
unsalvageable cost of normal spoilage. unsalvageable cost of normal spoilage. 
Normal Spoilage Attributable to All Jobs: In some cases, spoilage may beNormal Spoilage Attributable to All Jobs: In some cases, spoilage may be
considered  a  normal  characteristics  of  a  given  production  cycle.  Theconsidered  a  normal  characteristics  of  a  given  production  cycle.  The
spoilage  inherent  in  the  process  only  in  accidentally  occurs  when  aspoilage  inherent  in  the  process  only  in  accidentally  occurs  when  a
specific job is being worked on. The spoilage is then not attributable, andspecific job is being worked on. The spoilage is then not attributable, and
hence  is  not  charged,  to  the  j  specific  job.  Instead,  it  is  costed  ashence  is  not  charged,  to  the  j  specific  job.  Instead,  it  is  costed  as
manufacturing  overhead  (MOH).  The  budgeted  MOH  allocation  ratemanufacturing  overhead  (MOH).  The  budgeted  MOH  allocation  rate
includes a provision for normal spoilage cost. Therefore, normal spoilageincludes a provision for normal spoilage cost. Therefore, normal spoilage
cost  is  spread,  through  overhead  allocation  over  all  jobs  rather  thancost  is  spread,  through  overhead  allocation  over  all  jobs  rather  than
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loaded on a particular job only. The following entry would be made to doloaded on a particular job only. The following entry would be made to do
that:that:

Material control (Spoiled Units Inventory)* ........................ xxxMaterial control (Spoiled Units Inventory)* ........................ xxx
Manufacturing Overhead .......................................................xxxManufacturing Overhead .......................................................xxx

WIP-WIP-
Job#205..............................................................................xxxJob#205..............................................................................xxx

* Material account is debited by the estimated market of the spoiled units* Material account is debited by the estimated market of the spoiled units
if it is saleable. Example (1) In Karim Machine Shop, 10 machine partsif it is saleable. Example (1) In Karim Machine Shop, 10 machine parts
out of lot of 100 machine parts are spoiled Costs assigned up to the pointout of lot of 100 machine parts are spoiled Costs assigned up to the point
of inspection are Br. 4,000 per unit.  The current disposal price of theof inspection are Br. 4,000 per unit.  The current disposal price of the
spoiled parts is estimated to Br1.200.spoiled parts is estimated to Br1.200.

Instructions:Instructions:
a)  Prepare  the  necessary  journal  entry  as  the  spoiled  units  area)  Prepare  the  necessary  journal  entry  as  the  spoiled  units  are

identified and given that they are related to the particular jobs.identified and given that they are related to the particular jobs.
b) Calculate the cost of good units.b) Calculate the cost of good units.

Solutions:Solutions:
Units put to production= 100 unitsUnits put to production= 100 units
Good units= 90 unitsGood units= 90 units
Spoiled units=10 unitsSpoiled units=10 units
A. the entry record the normal spoilage is given by:A. the entry record the normal spoilage is given by:

                    Materials control (Spoiled Units Inventory)........... 1200x10                    Materials control (Spoiled Units Inventory)........... 1200x10
WIP- Job xxx................................................ 12.000WIP- Job xxx................................................ 12.000

*Estimated salvage value= 10 x Br. 1.12, 000*Estimated salvage value= 10 x Br. 1.12, 000
As  shown here  above,  when  the  spoilage  is  detected  the  spoiledAs  shown here  above,  when  the  spoilage  is  detected  the  spoiled
goods are inventoried at the estimated market value, i.e., Br.1.200goods are inventoried at the estimated market value, i.e., Br.1.200
per unit.  The effect  of  this  accounting is  that  the net  cost  of  theper unit.  The effect  of  this  accounting is  that  the net  cost  of  the
normal spoilage becomes a direct cost of good units produced.normal spoilage becomes a direct cost of good units produced.
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b. cost of good units= (100xBr. 4, 000)- Br. 12,000b. cost of good units= (100xBr. 4, 000)- Br. 12,000
= Br. = Br. 388,000388,000

Or computed alternatively,Or computed alternatively,
Production costs= Br. 4, 000 per unitProduction costs= Br. 4, 000 per unit
Total cost (to manufacture the spoiled units) = 10xBr4, 000= Br.Total cost (to manufacture the spoiled units) = 10xBr4, 000= Br.

40,00040,000
Br. 12, 000 Salvageable costsBr. 12, 000 Salvageable costs

Br. 40,000Br. 40,000
Br. 28,000 Unsalvageable costsBr. 28,000 Unsalvageable costs

              
b) Total cost of good units = (90xBr.4, 000) +Br.28, 000b) Total cost of good units = (90xBr.4, 000) +Br.28, 000
                                                  =                                                   = Br.388, 000Br.388, 000
2. Examples (2) Addis Garment Manufacturing Company uses a job order2. Examples (2) Addis Garment Manufacturing Company uses a job order

system. The company completes an order for 1000 denim jackets (Jobsystem. The company completes an order for 1000 denim jackets (Job
# 205) at the following unit costs:# 205) at the following unit costs:

         Materials.............................................. Br. 20         Materials.............................................. Br. 20
         Labor ...................................................        20         Labor ...................................................        20
         Overhead ..............................................                 Overhead ..............................................        1010
              Total cost per unit                             Br.                Total cost per unit                             Br.  5050

During the final inspection, 50 jackets are found to be inferior and areDuring the final inspection, 50 jackets are found to be inferior and are
classified as irregulars or seconds. classified as irregulars or seconds. 
They are expected to sell for Br. 10 each.They are expected to sell for Br. 10 each.
 Instructions: Instructions:
           a) Record the cost of production of 1,000 denim jackets           a) Record the cost of production of 1,000 denim jackets
           b) Record the entries required to record the spoiled jackets           b) Record the entries required to record the spoiled jackets
                      i. if the cost of the spoiled units is charged to the specific                      i. if the cost of the spoiled units is charged to the specific
jobjob
                      ii. If the cost of the spoiled units is charged to the factory                      ii. If the cost of the spoiled units is charged to the factory
overhead.overhead.
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SolutionsSolutions::
a)  Entry of record the cost of production of 1,000 denim jacketa)  Entry of record the cost of production of 1,000 denim jacket
             WIP - Job # 205(50x1, 000)...................................... 50,000             WIP - Job # 205(50x1, 000)...................................... 50,000
                          Raw Materials (20x1, 000) ..........................................                          Raw Materials (20x1, 000) ..........................................
20,00020,000
                          Salary Payable (Payroll) [20x1, 000]..........................                          Salary Payable (Payroll) [20x1, 000]..........................
20,00020,000
                          MOH- Applied...........................................................                          MOH- Applied...........................................................
10,000 10,000 

b)  Unit put into production = 1, 1000 unitsb)  Unit put into production = 1, 1000 units
          Good units = 950 units          Good units = 950 units
          Spoiled units = 50 units          Spoiled units = 50 units

Under example (1), the spoiled units were identifiable with a specific job.Under example (1), the spoiled units were identifiable with a specific job.
Consequently, the good units absorb the total cost of normal spoilage, netConsequently, the good units absorb the total cost of normal spoilage, net
of  salvage value.  Taking example  (2)  into  account  the  two alternativeof  salvage value.  Taking example  (2)  into  account  the  two alternative
approaches used to account normal spoilage will be discussed here under.approaches used to account normal spoilage will be discussed here under.
ALTERNATIVE 1ALTERNATIVE 1: Normal spoilage Attributable to Specific Job. Here, the: Normal spoilage Attributable to Specific Job. Here, the
spoiled units are inventoried at the estimated market value of the spoiledspoiled units are inventoried at the estimated market value of the spoiled
units, i.e. Br. 10 per unit. The unsalvageable cost Br. 40 for each unit (Br.units, i.e. Br. 10 per unit. The unsalvageable cost Br. 40 for each unit (Br.
50- less 10) is treated as part of the cost of good units.50- less 10) is treated as part of the cost of good units.
         Salvageable costs = 50xBr.10= Br. 500         Salvageable costs = 50xBr.10= Br. 500
         Unsalvageable cost = (50xBr. 50) - Br. 500=Br. 2000. This portion of         Unsalvageable cost = (50xBr. 50) - Br. 500=Br. 2000. This portion of

the total manufacturing costs of the spoiled units will remain in thethe total manufacturing costs of the spoiled units will remain in the
WIP inventory account. Stated differently, the unsalvageable cost isWIP inventory account. Stated differently, the unsalvageable cost is
considered as part of the cost of good units.considered as part of the cost of good units.

Thus, the entry to record the normal spoilage is given be:Thus, the entry to record the normal spoilage is given be:
Materials Control (Spoiled Unit Inventory) ...................... 500 Materials Control (Spoiled Unit Inventory) ...................... 500 

             WIP Job # 205 ......................................................... 500              WIP Job # 205 ......................................................... 500 
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ALTERNATIVE 2ALTERNATIVE 2: Normal Spoilage Common to All Jobs.: Normal Spoilage Common to All Jobs.
Here, the cost of normal spoilage is wholly (entirely) removed from theHere, the cost of normal spoilage is wholly (entirely) removed from the
WIP account. And the unsalvageable cost of normal spoilage is treated asWIP account. And the unsalvageable cost of normal spoilage is treated as
manufacturing overhead. manufacturing overhead. The journal entry under this alternative follows:The journal entry under this alternative follows:
Materials  control  (Spoiled  Units  Inventory)  ...............................  500=Materials  control  (Spoiled  Units  Inventory)  ...............................  500=
10x5010x50
  Manufacturing  Overhead..............................................................   2,  Manufacturing  Overhead..............................................................   2,
000=40x50000=40x50
          WIP- Job # 205 ........................................................................2,500          WIP- Job # 205 ........................................................................2,500
= 50x50= 50x50

Spoilage  costs  charged  to  FOH  are  allocated  among  all  jobs  inSpoilage  costs  charged  to  FOH  are  allocated  among  all  jobs  in
production. When spoilage is attributed to a specific job,  however, theproduction. When spoilage is attributed to a specific job,  however, the
entire cost of spoilage is reflected in the cost of that job. In the exampleentire cost of spoilage is reflected in the cost of that job. In the example
here above, Job # 205 will be charged with only a portion of the 2,000here above, Job # 205 will be charged with only a portion of the 2,000
loss from spoilage when FOH cost is allocated to the various jobs.loss from spoilage when FOH cost is allocated to the various jobs.

5.3.2 A5.3.2 Abnormal Spoilagebnormal Spoilage

Spoilage in excess what is normal for a particular production process isSpoilage in excess what is normal for a particular production process is
known  as  abnormal  spoilage.  It  can  be  controlled  by  the  productionknown  as  abnormal  spoilage.  It  can  be  controlled  by  the  production
personnel and is usually the result of inefficient operation. The total costpersonnel and is usually the result of inefficient operation. The total cost
of abnormal spoilage should be removed from the WIP inventory accountof abnormal spoilage should be removed from the WIP inventory account
and then treated as period cost titled "Loss from Abnormal Spoilage"and then treated as period cost titled "Loss from Abnormal Spoilage"
 3.  Example  (1)  Assume  that  5,000  units  (Job  #  105)  are  put  in  to 3.  Example  (1)  Assume  that  5,000  units  (Job  #  105)  are  put  in  to

production at the cost of Br, 20,000. production at the cost of Br, 20,000. 
The unit cost on Job # 105 would be Br. 4.00 (Br. 20,000/5,000). If 20The unit cost on Job # 105 would be Br. 4.00 (Br. 20,000/5,000). If 20
units were found to be spoiled with a salvage value of Br. 0.50 each andunits were found to be spoiled with a salvage value of Br. 0.50 each and
no spoilage was anticipated for job # 105.no spoilage was anticipated for job # 105.

Instruction:Instruction: Present  the  entry  to  account  for  the  cost  of  abnormal Present  the  entry  to  account  for  the  cost  of  abnormal
spoilage.spoilage.
Solutions:Solutions:
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In  this  example  spoilage  was  not  anticipated.  Therefore,  the  entireIn  this  example  spoilage  was  not  anticipated.  Therefore,  the  entire
spoilages (20 units) are abnormal.spoilages (20 units) are abnormal.
Salvageable cost = 0.50x 20=Br.10Salvageable cost = 0.50x 20=Br.10
 Unsalvageable cost = (4.00 - 0.5 x 20) = Br. 70. It is period cost recorded Unsalvageable cost = (4.00 - 0.5 x 20) = Br. 70. It is period cost recorded
"Loss from Abnormal spoilage""Loss from Abnormal spoilage"
Materials control ......................................10Materials control ......................................10
 Loss from Abnormal Spoilage ............... 70 Loss from Abnormal Spoilage ............... 70
     WIP- Job # 105 ..................................  80     WIP- Job # 105 ..................................  80

4. Example (2) Assume that 10, 000 units were put into production for Job4. Example (2) Assume that 10, 000 units were put into production for Job
# 109  when the  total  cost  of  production  was  Br.  300,000.  Normal# 109  when the  total  cost  of  production  was  Br.  300,000.  Normal
spoilage for the same job is estimated to be 50 units. At the completionspoilage for the same job is estimated to be 50 units. At the completion
of production, only 9910 units were good. Salvage value of the spoiledof production, only 9910 units were good. Salvage value of the spoiled
units was Br. 5 each.units was Br. 5 each.

InstructionInstruction:: Present  the  required  entries  to  record  the  above  data. Present  the  required  entries  to  record  the  above  data.
Assumes the normal spoilage is allocated to a specific job.Assumes the normal spoilage is allocated to a specific job.
Solutions:Solutions:

Unit put in to production = 10.000 unitsUnit put in to production = 10.000 units
Good units = 9,910 unitsGood units = 9,910 units

Normal spoilage = 50 unitsNormal spoilage = 50 units
Spoiled units = 90 units Spoiled units = 90 units 

Abnormal spoilage = 40 unitsAbnormal spoilage = 40 units

i. entry record the abnormal spoilage (50 units)i. entry record the abnormal spoilage (50 units)
         Material control .................................. 250         Material control .................................. 250*(1)*(1)

                WIP- Job # 109 ....................................... 250                WIP- Job # 109 ....................................... 250

ii. Entry to record the abnormal spoilage (40 units)ii. Entry to record the abnormal spoilage (40 units)
        Materials control ........................................... 200        Materials control ........................................... 200*(2)*(2)  
        Loss from Abnormal spoilage ...................... 1,000        Loss from Abnormal spoilage ...................... 1,000*(3)*(3)

              WIP- Job # 109 ....................................................... 1,200              WIP- Job # 109 ....................................................... 1,200
**(1)(1) 250= 5x50 250= 5x50
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**(2)(2) 200 =5x40 200 =5x40
**(3)(3) 1,000=(30-5)x40 1,000=(30-5)x40

 Learning Activity 5.1

Answer the following questions.
1.1. Distinguish among normal and abnormal spoilage Distinguish among normal and abnormal spoilage 

________________________________________________________________________________________________________________________________
________________________________________________________________________________________________________________________________

2.2. Which  of  the  following  defects  are  avoidable  under  efficientWhich  of  the  following  defects  are  avoidable  under  efficient
working condition. working condition. 
A. Normal spoilage A. Normal spoilage C. Scraps C. Scraps 
B. Abnormal Spoilage B. Abnormal Spoilage D. None of the above D. None of the above 

3.3. If  spoilage is  normal and inherent to the production process,  itsIf  spoilage is  normal and inherent to the production process,  its
salvageable value is irrelevant for cost computation of good units salvageable value is irrelevant for cost computation of good units 

A. True A. True B. False B. False 
4.4. On a particular job a corporation produced 10,000 units at a cost ofOn a particular job a corporation produced 10,000 units at a cost of

$45 per unit; 200 of the units were defective; the defective units are$45 per unit; 200 of the units were defective; the defective units are
considered to be normal as part of the production process;  eachconsidered to be normal as part of the production process;  each
defective unit was reworked at a cost of $4 for materials and $8 fordefective unit was reworked at a cost of $4 for materials and $8 for
labor;  manufacturing overhead is  applied at  the rate of 100% oflabor;  manufacturing overhead is  applied at  the rate of 100% of
direct labor costs. Pass journal entrydirect labor costs. Pass journal entry
________________________________________________________________________________________________________________________________
________________________________________________________________________________________________________________________________

5.5. On a particular job a corporation produced 10,000 units at a cost ofOn a particular job a corporation produced 10,000 units at a cost of
$45 per unit; 200 of the units were defective; the  defective units$45 per unit; 200 of the units were defective; the  defective units
are considered to be normal as part of the production process forare considered to be normal as part of the production process for
the specific job; each defective unit was reworked at a cost of $4 forthe specific job; each defective unit was reworked at a cost of $4 for
materials and $8 for labor; manufacturing overhead is applied atmaterials and $8 for labor; manufacturing overhead is applied at
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the rate of 100% of direct labor costs. Pass journal entrythe rate of 100% of direct labor costs. Pass journal entry
________________________________________________________________________________________________________________________________
________________________________________________________________________________________________________________________________

6.6.  On a particular job a corporation produced 10,000 units at a cost of On a particular job a corporation produced 10,000 units at a cost of
$45 per unit; 200 of the units were defective; the defective units are$45 per unit; 200 of the units were defective; the defective units are
considered to be abnormal; each defective unit was reworked at aconsidered to be abnormal; each defective unit was reworked at a
cost of $4 for materials and $8 for labor; manufacturing overhead iscost of $4 for materials and $8 for labor; manufacturing overhead is
applied at the rate of 100% of direct labor costs. Pass journal entryapplied at the rate of 100% of direct labor costs. Pass journal entry
________________________________________________________________________________________________________________________________

    ________________________________________________________________    ________________________________________________________________

5.4 JOB COSTING AND REWORKED UNITS5.4 JOB COSTING AND REWORKED UNITS  

5.4.1 Normal Reworked Units5.4.1 Normal Reworked Units

Like spoiled units, reworked units are classified as normal or abnormal.Like spoiled units, reworked units are classified as normal or abnormal.
the number of defective unit in any particular production process that canthe number of defective unit in any particular production process that can
be expected despite efficient operations are known as normal reworkedbe expected despite efficient operations are known as normal reworked
units. Normal reworked (defective) units may be accounted for by theunits.  Normal reworked (defective) units may be accounted for by the
following two methods:following two methods:
          i. Allocated to specific jobs          i. Allocated to specific jobs
          ii. Allocated to all jobs.          ii. Allocated to all jobs.

NORMAL  Reworked  Unit  Attributed  to  specific  job:  When  rework  isNORMAL  Reworked  Unit  Attributed  to  specific  job:  When  rework  is
normal  but  occurs  because  of  the  requirements  of  a  specific  job,  thenormal  but  occurs  because  of  the  requirements  of  a  specific  job,  the
rework costs are charged to Work in process inventory of that job. Therework costs are charged to Work in process inventory of that job. The
entry is as follows:entry is as follows:
         WIP- Job xxx ...............................................xxx         WIP- Job xxx ...............................................xxx
                                    Materials .............................................................xxx                                    Materials .............................................................xxx
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                                    Salary and Wages payable ..................................xxx                                    Salary and Wages payable ..................................xxx
                                    MOH- Applied ....................................................xxx                                    MOH- Applied ....................................................xxx

Normal Reworked Units Common to All jobs: When reworked costs areNormal Reworked Units Common to All jobs: When reworked costs are
incurred,  FOH- control  account is  charged because rework costs haveincurred,  FOH- control  account is  charged because rework costs have
already been charged to WIP as part of applied FOH. The following entryalready been charged to WIP as part of applied FOH. The following entry
would be made:would be made:
       FOH- control .............................................................xxx       FOH- control .............................................................xxx
             Materials ................................................................................. xxx             Materials ................................................................................. xxx
             Salary (Payroll) Payable ......................................................... xxx             Salary (Payroll) Payable ......................................................... xxx
             FOH- Applied ..........................................................................xxx             FOH- Applied ..........................................................................xxx

Example (1) Assume that 20 units were found to be defective on Job #Example (1) Assume that 20 units were found to be defective on Job #
202 and had be reworked the cost of reworking the defective units is as202 and had be reworked the cost of reworking the defective units is as
follows:follows:
                Direct materials......................................... Br. 1,000                Direct materials......................................... Br. 1,000
                Direct labor ................................................          400                Direct labor ................................................          400
              Factory overhead ............................... 50 % of direct labor cost              Factory overhead ............................... 50 % of direct labor cost

Instruction: Present the entry required to account for normal defectiveInstruction: Present the entry required to account for normal defective
labor costlabor cost
                   a) If applied to a specific job                   a) If applied to a specific job
                   b) If applied to all jobs                   b) If applied to all jobs

Solutions: Solutions: 
Total rework cost:Total rework cost:
                       Direct materials.................................... Br. 1,000                       Direct materials.................................... Br. 1,000
                       Direct labor ..........................................           400                       Direct labor ..........................................           400
                       Factory overhead (50% x 400).............                                  Factory overhead (50% x 400).............            200 200
                                          Total cost                              Br. 1,600                                          Total cost                              Br. 1,600

a) Entry to record normal reworked units applied to specific job:a) Entry to record normal reworked units applied to specific job:
        WIP - Job # 202..............................................................  1,600        WIP - Job # 202..............................................................  1,600
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                             Materials  ...............................................................  1,                             Materials  ...............................................................  1,
000000
                             Salary (Payroll) payable ..........................................                             Salary (Payroll) payable ..........................................
400400
                             FOH- Applied .......................................................                             FOH- Applied .......................................................
200200

b) Entry to record normal reworked units applied to all jobs: b) Entry to record normal reworked units applied to all jobs: 
FOH-Control …………………………………3,225FOH-Control …………………………………3,225

Materials ……………………………………….1000Materials ……………………………………….1000
Salary (Payroll)payable ………………………..  400Salary (Payroll)payable ………………………..  400
FOH-Applied …………………………………..  200FOH-Applied …………………………………..  200

5.4.2 Abnormal Reworked Units5.4.2 Abnormal Reworked Units

The number of defective unit that exceed what is considered to be normalThe number of defective unit that exceed what is considered to be normal
for an efficient operation is known as abnormal defective units. The totalfor an efficient operation is known as abnormal defective units. The total
cost of reworking abnormal defective units should be charged to a “cost of reworking abnormal defective units should be charged to a “LossLoss
from Defective Units”from Defective Units” account.  account. 
The following entry would be made to do that: The following entry would be made to do that: 

Loss from Abnormal Defective Units ……………………..xxxLoss from Abnormal Defective Units ……………………..xxx
Materials………………………………xxxMaterials………………………………xxx
Salary (Payroll) Payable……………….xxxSalary (Payroll) Payable……………….xxx
FOH-Applied………………………….xxxFOH-Applied………………………….xxx

Example Example (1) Assume that 40,000 units are placed in to production for Job(1) Assume that 40,000 units are placed in to production for Job
# 302. Normal defectives are estimated to be 400 units. Actual defective# 302. Normal defectives are estimated to be 400 units. Actual defective
units were 1,000 units. The total cost to rework the 1,000 defective unitsunits were 1,000 units. The total cost to rework the 1,000 defective units
was as follows: was as follows: 

Direct Materials ………………………… Br. 500Direct Materials ………………………… Br. 500
Direct labor ……………………………...    1,000Direct labor ……………………………...    1,000
Factory overhead ………………………..   50% of direct labor cost. Factory overhead ………………………..   50% of direct labor cost. 
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Instruction:Instruction: Present  the  entry  required to  account  for  defective  units. Present  the  entry  required to  account  for  defective  units.
Assume that normal rework costs are applied to specific jobs. Assume that normal rework costs are applied to specific jobs. 

Solution:Solution:
Units put in to production = 40,000 units Units put in to production = 40,000 units 
Defective units = 1000 units Defective units = 1000 units 
Normal defective units = 400 units Normal defective units = 400 units 
Abnormal defective units = 600 units Abnormal defective units = 600 units 

Rework costs per unit: Rework costs per unit: 
Direct material = Br. Direct material = Br. 500500 = Br.  = Br. 0.500.50

     1,000     1,000
Direct labor = Br. Direct labor = Br. 1,0001,000 = Br.  = Br. 1.001.00

      1,000      1,000

Cost of normal reworked units: Cost of normal reworked units: 
Direct materials (0.50x400) ………………. Br. 200Direct materials (0.50x400) ………………. Br. 200
Direct labor (1x400)………………………..       400Direct labor (1x400)………………………..       400
Factory overhead (400x0.5) ………………..       Factory overhead (400x0.5) ………………..       200200

Total cost Total cost Br. Br. 800800

Cost of abnormal reworked units Cost of abnormal reworked units 
Direct materials (0.5x600) ……………… Br. 300Direct materials (0.5x600) ……………… Br. 300
Direct labor (1x600) ……………………        600Direct labor (1x600) ……………………        600
Factory overhead (600x.5)………………..      Factory overhead (600x.5)………………..      300300
Total Cost Total Cost  1200 1200

*Entry to record the normal reworked units is given by: *Entry to record the normal reworked units is given by: 
WIP-Job # 302 ……………………800WIP-Job # 302 ……………………800

Materials …………………………………200Materials …………………………………200
Salary (Payroll) Payable …………………400Salary (Payroll) Payable …………………400
FOH-Applied …………………………….200FOH-Applied …………………………….200
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*Entry record the abnormal reworked units is given by: *Entry record the abnormal reworked units is given by: 
Loss from Abnormal Defective Units ………………1,200Loss from Abnormal Defective Units ………………1,200

Materials ……………………………………….300Materials ……………………………………….300
Salary (Payroll) Payable ……………………….600Salary (Payroll) Payable ……………………….600
FOH-Applied ………………………………….300FOH-Applied ………………………………….300

The above two journal entries would be The above two journal entries would be combined as follows: combined as follows: 
WIP-Job # 302 ……………………………………….800WIP-Job # 302 ……………………………………….800
Loss from Abnormal Defective Units ……………...1,200Loss from Abnormal Defective Units ……………...1,200

Materials ……………………………………………..500Materials ……………………………………………..500
Salary (Payroll) Payable ……………………………1,000Salary (Payroll) Payable ……………………………1,000
FOH-Applied ………………………………………    500FOH-Applied ………………………………………    500

**Accounting  for  rework  in  process  costing  only  requires  abnormal**Accounting  for  rework  in  process  costing  only  requires  abnormal
rework  to  be  distinguished  from  normal  rework.  Abnormal  rework  isrework  to  be  distinguished  from  normal  rework.  Abnormal  rework  is
accounted  for  as  in  job  costing.  Since  masses  of  similar  units  areaccounted  for  as  in  job  costing.  Since  masses  of  similar  units  are
manufactured,  accounting  for  normal  rework  follows  the  accountingmanufactured,  accounting  for  normal  rework  follows  the  accounting
described for rework common to all jobs. described for rework common to all jobs. 

5.5  JOB COSTING AND SCRAP5.5  JOB COSTING AND SCRAP  

Scrap is material left over when making main or joint products. Scrap is aScrap is material left over when making main or joint products. Scrap is a
product that has minimal (frequently zero) sales value compared with theproduct that has minimal (frequently zero) sales value compared with the
sales. sales. 
There are two major aspects of accounting for scrap: There are two major aspects of accounting for scrap: 

i.i. Planning and control, including physical trackingPlanning and control, including physical tracking
ii.ii. Inventory costing, including when and how to affect operatingInventory costing, including when and how to affect operating

income income 
The issues regarding the accounting for scrap are: The issues regarding the accounting for scrap are: 

i.i. When should any value of scrap be recognized in the accountingWhen should any value of scrap be recognized in the accounting
records: at the time of production of scrap or at the time of salerecords: at the time of production of scrap or at the time of sale
& scrap?& scrap?

ii.ii. How should revenue be accounted for?How should revenue be accounted for?
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5.5.1 Recognizing Scrap at the time of sale of scra5.5.1 Recognizing Scrap at the time of sale of scrap p 

Scrap Attributable to a Specific Job: Job costing systems sometimes traceScrap Attributable to a Specific Job: Job costing systems sometimes trace
the sales of scrap to the jobs that yielded the scrap. This method is usedthe sales of scrap to the jobs that yielded the scrap. This method is used
only when the tracing can be done in an economically feasible way. Theonly when the tracing can be done in an economically feasible way. The
journal entry is: journal entry is: 
Scrap  returned  to  storeroom:  No  Journal  entry.  (Memo  of  quantityScrap  returned  to  storeroom:  No  Journal  entry.  (Memo  of  quantity

received  and  related  job  is  entered  in  thereceived  and  related  job  is  entered  in  the
inventory record.) inventory record.) 

Sales of Scrap: Cash (Account Receivable)…………………xxxSales of Scrap: Cash (Account Receivable)…………………xxx
WIP Control……………………………………..xxx WIP Control……………………………………..xxx 

Posting made to specific job record Posting made to specific job record 

Unlike spoilage and rework, there is no cost attached to the scrap, andUnlike spoilage and rework, there is no cost attached to the scrap, and
scrap, and hence no normal or abnormal scrap. All scrap sales, whateverscrap, and hence no normal or abnormal scrap. All scrap sales, whatever
the  amount,  are  credited  to  the  specific  job.  Scrap  sales  reduce  thethe  amount,  are  credited  to  the  specific  job.  Scrap  sales  reduce  the
materials’ costs of the job.materials’ costs of the job.

Scrap Common to All Jobs: The journal entry in this case is: Scrap Common to All Jobs: The journal entry in this case is: 
Scrap  returned  to  storeroom:  No  Journal  entry.  (Memo  of  quantityScrap  returned  to  storeroom:  No  Journal  entry.  (Memo  of  quantity
received and related job is entered in the inventory record.)  received and related job is entered in the inventory record.)  

When scrap is sold, the simplest accounting is to record scrap sales as aWhen scrap is sold, the simplest accounting is to record scrap sales as a
separate line item of other revenues. The journal entry is: separate line item of other revenues. The journal entry is: 

Sales of scrap: Cash (Account Receivable)……………..xxxSales of scrap: Cash (Account Receivable)……………..xxx
Sales of Scrap……………………………….xxxSales of Scrap……………………………….xxx

However,  many  companies  account  for  the  sales  as  offsets  againstHowever,  many  companies  account  for  the  sales  as  offsets  against
manufacturing overhead. The journal entry is: manufacturing overhead. The journal entry is: 

Sales of Scrap: Cash (Account Receivable) …………….xxxSales of Scrap: Cash (Account Receivable) …………….xxx
Manufacturing Overhead Control……………..xxxManufacturing Overhead Control……………..xxx
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Posting  made  to  subsidiary  record-“Sales  ofPosting  made  to  subsidiary  record-“Sales  of
Scrap” column on department cost record.Scrap” column on department cost record.

This  method does not link scrap with any particular physical  product.This  method does not link scrap with any particular physical  product.
Instead, all products bear regular production costs without any credit forInstead, all products bear regular production costs without any credit for
scrap  sales  except  in  an  indirect  manner.  The  sales  of  the  scrap  arescrap  sales  except  in  an  indirect  manner.  The  sales  of  the  scrap  are
considered when setting budgeted manufacturing overhead rates. Thus,considered when setting budgeted manufacturing overhead rates. Thus,
the budgeted overhead rate is  lower than it  would be if  no credit  forthe budgeted overhead rate is  lower than it  would be if  no credit  for
scrap sales were allowed in the overhead budge. This accounting is usedscrap sales were allowed in the overhead budge. This accounting is used
in both process costing and job costing system. in both process costing and job costing system. 
ExampleExample (1) Mendoza Company has an extensive job costing facility that (1) Mendoza Company has an extensive job costing facility that
uses a variety of metals. Consider each requirement independently. uses a variety of metals. Consider each requirement independently. 

Instruction Instruction 
i.i. Job 372 uses a particular metal alloy that is not used for anyJob 372 uses a particular metal alloy that is not used for any

other job. Assume that scrap is accounted for at the time of saleother job. Assume that scrap is accounted for at the time of sale
of scrap. The scrap is sold for Br. 490 Prepare the journal entry. of scrap. The scrap is sold for Br. 490 Prepare the journal entry. 

ii.ii. The scrap from job 372 consists of metal used by many jobs. NoThe scrap from job 372 consists of metal used by many jobs. No
record is maintained for the scrap generated by individual jobs.record is maintained for the scrap generated by individual jobs.
Assume that scrap is accounted for at the time of its sale. ScrapAssume that scrap is accounted for at the time of its sale. Scrap
totaling Br. 4,000 is sold. Prepare two journal entries that couldtotaling Br. 4,000 is sold. Prepare two journal entries that could
be used to account for the sale be used to account for the sale 

Solutions:Solutions:
i.i. Cash (Account Receivable) ………………………. 490Cash (Account Receivable) ………………………. 490

WIP ……………………………………….490WIP ……………………………………….490
ii.ii. Alternative 1: Alternative 1: 

Cash (Account Receivable) ……………4,000Cash (Account Receivable) ……………4,000
Sales of Scrap ………………………….. 4,000Sales of Scrap ………………………….. 4,000

Alternative II: Alternative II: 
Cash (Account Receivable) ……………………. 4,000Cash (Account Receivable) ……………………. 4,000

Manufacturing Overhead Control ……………….. 4,000Manufacturing Overhead Control ……………….. 4,000
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5.5.2 5.5.2 Recognizing scrap at the time of production  of scraRecognizing scrap at the time of production  of scrapp  

Our preceding illustrations assume that scrap retuned to the storeroom isOur preceding illustrations assume that scrap retuned to the storeroom is
sold or  disposed of  quickly  and hence not  assigned an inventory  costsold or  disposed of  quickly  and hence not  assigned an inventory  cost
figure. Scrap, however, sometimes has a significant market value, and thefigure. Scrap, however, sometimes has a significant market value, and the
time between storing it and selling or reusing it can be quite long. Undertime between storing it and selling or reusing it can be quite long. Under
this  condition,  the  company  is  justified  in  inventorying  scrap  at  athis  condition,  the  company  is  justified  in  inventorying  scrap  at  a
conservative estimate of net realizable value so that production costs andconservative estimate of net realizable value so that production costs and
related scrap recovery may be recognized in the same accounting period.related scrap recovery may be recognized in the same accounting period.
Some companies tend to delay sales of scrap until  the market price isSome companies tend to delay sales of scrap until  the market price is
most attractive. Volatile prices fluctuations are typical for scrap metal. Ifmost attractive. Volatile prices fluctuations are typical for scrap metal. If
scrap  inventory  becomes  significant  it  should  be  inventoried  somescrap  inventory  becomes  significant  it  should  be  inventoried  some
“reasonable value”-a difficult task in the face of volatile market prices. “reasonable value”-a difficult task in the face of volatile market prices. 

Scrap Attributable to a Specific Job: The journal entry in the MendozaScrap Attributable to a Specific Job: The journal entry in the Mendoza
Company example is: Company example is: 

Scrap returned to storeroom: Material Control ……… 490Scrap returned to storeroom: Material Control ……… 490
WIP……………………..490WIP……………………..490

Scrap Common to All Jobs: The journal entry in this case is: Scrap Common to All Jobs: The journal entry in this case is: 
Scrap returned to storeroom: Material Control …………. 4,000Scrap returned to storeroom: Material Control …………. 4,000
      Manufacturing Overhead Control ……………………4,000      Manufacturing Overhead Control ……………………4,000

Observe that Materials Control  account is debited in place of Cash orObserve that Materials Control  account is debited in place of Cash or
Account Receivable. Account Receivable. 
When this scrap is sold, the journal entry is:When this scrap is sold, the journal entry is:

Sales of Scrap: Cash (Account Receivable) ……….xxxSales of Scrap: Cash (Account Receivable) ……….xxx
                             Material Control ………xxx                             Material Control ………xxx

Scrap is sometimes reused as direct materials rather than sold as scrap.Scrap is sometimes reused as direct materials rather than sold as scrap.
Then  it  should  be  debited  to  material  Control  as  a  class  of  directThen  it  should  be  debited  to  material  Control  as  a  class  of  direct
materials and carried at its estimated net realizable value. For example,materials and carried at its estimated net realizable value. For example,
the entries when the scrap generated is common to all jobs are: the entries when the scrap generated is common to all jobs are: 

Scrap returned to storeroom: Material Control…….xxxScrap returned to storeroom: Material Control…….xxx
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             Manufacturing Overhead Control ……………xxx           Manufacturing Overhead Control ……………xxx

Reuse of scrap: Work in Process………….xxxReuse of scrap: Work in Process………….xxx
Material Control……..xxxMaterial Control……..xxx

The accounting for scrap under process costing follows the accounting forThe accounting for scrap under process costing follows the accounting for
jobs when scrap is common to all jobs since process costing is used tojobs when scrap is common to all jobs since process costing is used to
cost the mass manufacture of similar units. The high cost of scrap focusescost the mass manufacture of similar units. The high cost of scrap focuses
management’s  attention  on  ways  to  reduce  scrap  and  to  use  it  moremanagement’s  attention  on  ways  to  reduce  scrap  and  to  use  it  more
profitably.profitably.
Example  Example  (2)  Refer  requirement  (ii)  of  example  (1)  on  page 14  above.(2)  Refer  requirement  (ii)  of  example  (1)  on  page 14  above.
Suppose that the scrap generated is returned to the storeroom for theSuppose that the scrap generated is returned to the storeroom for the
future use and a journal entry is made to record the scrap. A month later,future use and a journal entry is made to record the scrap. A month later,
the scrap is reused as direct material on a subsequent job. Prepare thethe scrap is reused as direct material on a subsequent job. Prepare the
journal entries to record these transactions. journal entries to record these transactions. 
Solutions: Solutions: 

Scrap returned to storeroom: Material Control ………..4,000Scrap returned to storeroom: Material Control ………..4,000
Manufacturing Overhead Control ………..4,000Manufacturing Overhead Control ………..4,000

 Learning Activity 5.2 

Answer the following questions.
1.1. On a particular job a corporation produced 10,000 units at a cost ofOn a particular job a corporation produced 10,000 units at a cost of

$45 per unit; 200 of the units were spoiled; the spoiled units are$45 per unit; 200 of the units were spoiled; the spoiled units are
considered to be normal as part of the production process;  eachconsidered to be normal as part of the production process;  each
spoiled unit can be sold as scrap for an estimated net realizablespoiled unit can be sold as scrap for an estimated net realizable
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value of $5. Pass the necessary journal entryvalue of $5. Pass the necessary journal entry
                                                                                                                    
                                                                                                                    

2.2. On a particular job a corporation produced 10,000 units at a cost ofOn a particular job a corporation produced 10,000 units at a cost of
$45 per unit; 200 of the units were spoiled; the spoiled units are$45 per unit; 200 of the units were spoiled; the spoiled units are
considered to be normal as part of the   production process for theconsidered to be normal as part of the   production process for the
specific job; each spoiled unit can be sold as scrap for an estimatedspecific job; each spoiled unit can be sold as scrap for an estimated
net realizable value of $5. Pass the necessary journal entrynet realizable value of $5. Pass the necessary journal entry

                                                                                                                    
                                                                                                                    

3.3. On a particular job a corporation produced 10,000 units at a cost ofOn a particular job a corporation produced 10,000 units at a cost of
$45 per unit; 200 of the units were spoiled; the spoiled units are$45 per unit; 200 of the units were spoiled; the spoiled units are
considered to be abnormal; each spoiled unit can be sold as scrapconsidered to be abnormal; each spoiled unit can be sold as scrap
for  an  estimated  net  realizable  value  of  $5.  Pass  the  necessaryfor  an  estimated  net  realizable  value  of  $5.  Pass  the  necessary
journal entry journal entry 

                                                                                                                    
                                                                                                                    

4.4. During January a corporation produced 10,000 units at  a cost ofDuring January a corporation produced 10,000 units at  a cost of
$45 per unit; 200 of the units were defective; the defective units are$45 per unit; 200 of the units were defective; the defective units are
considered to be normal; each defective unit was reworked at a costconsidered to be normal; each defective unit was reworked at a cost
of  $4 for materials  and $8 for labor;  manufacturing overhead isof  $4 for materials  and $8 for labor;  manufacturing overhead is
applied at the rate of 100% of direct labor cost. Pass the necessaryapplied at the rate of 100% of direct labor cost. Pass the necessary
journal entryjournal entry

                                                                                                                    
                                                                                                                    

5.5. During January a corporation produced 10,000 units at  a cost ofDuring January a corporation produced 10,000 units at  a cost of
$45 per unit; 200 of the units were defective; the defective units are$45 per unit; 200 of the units were defective; the defective units are
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considered to be abnormal; each defective unit was reworked at aconsidered to be abnormal; each defective unit was reworked at a
cost of $4 for materials and $8 for labor; manufacturing overhead iscost of $4 for materials and $8 for labor; manufacturing overhead is
applied at the rate of 100% of direct labor cost. Pass the necessaryapplied at the rate of 100% of direct labor cost. Pass the necessary
journal entryjournal entry

                                                                                                                    
                                                                                                                    

5.5. SUMMARY 5.5. SUMMARY 

      


 1.  Defective Units--production that does not meet quality standards or 1.  Defective Units--production that does not meet quality standards or

designated product specifications and is reworked to a sufficientdesignated product specifications and is reworked to a sufficient
quality  level  so  that  it  can  be  sold  through  normal  distributionquality  level  so  that  it  can  be  sold  through  normal  distribution
channels channels 

           a. Normal Defective Units--the number of defective units that           a. Normal Defective Units--the number of defective units that
are    expected as part of the production processare    expected as part of the production process

     b. Abnormal Defective Units--the number of defective units that     b. Abnormal Defective Units--the number of defective units that
arise for unusual or abnormal reasonsarise for unusual or abnormal reasons

2.   Spoilage--production  that  does  not  meet  quality  standards  or2.   Spoilage--production  that  does  not  meet  quality  standards  or
designated  product  specifications  and  is  not  reworked  to  adesignated  product  specifications  and  is  not  reworked  to  a
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sufficient  quality  level  so  that  it  can  be  sold  through  normalsufficient  quality  level  so  that  it  can  be  sold  through  normal
distribution channels distribution channels 

a. Normal Spoilage--the number of spoiled units that are expecteda. Normal Spoilage--the number of spoiled units that are expected
as part of the production processas part of the production process

b. Abnormal Spoilage--the number of spoiled units that arise forb. Abnormal Spoilage--the number of spoiled units that arise for
unusual or abnormal reasonsunusual or abnormal reasons

Defective UnitsDefective Units
    1.  Job Order Costing        a.  Accounting    1.  Job Order Costing        a.  Accounting
1)  Normal Defective Units--the cost to rework the normal defective units1)  Normal Defective Units--the cost to rework the normal defective units

is treated as a necessary cost to obtain the goods units of outputis treated as a necessary cost to obtain the goods units of output
a)  Production Process--if the defective units are expected as part of thea)  Production Process--if the defective units are expected as part of the

production process, the cost to rework the defective units is includedproduction process, the cost to rework the defective units is included
in the pre-determined overhead rate and, therefore, is added to thein the pre-determined overhead rate and, therefore, is added to the
manufacturing overhead account to offset the applied overheadmanufacturing overhead account to offset the applied overhead

b)  Specific Job--if the defective units arise from the production processb)  Specific Job--if the defective units arise from the production process
for the specific job (higher quality standards, lower tolerances, etc.),for the specific job (higher quality standards, lower tolerances, etc.),
the  cost  to  rework the defective units  is  not  included in the pre-the  cost  to  rework the defective units  is  not  included in the pre-
determined overhead rate; therefore, the cost to rework the defectivedetermined overhead rate; therefore, the cost to rework the defective
units is added to the work in process account so that the specific jobunits is added to the work in process account so that the specific job
is charged the cost to rework the defective unitsis charged the cost to rework the defective units

2)  Abnormal Spoilage--the cost to rework the abnormal defective units is2)  Abnormal Spoilage--the cost to rework the abnormal defective units is
treated as an expense for the periodtreated as an expense for the period

2.  Process Costing       a.  Accounting2.  Process Costing       a.  Accounting
1)  Normal Defective Units--the cost to rework the normal defective units1)  Normal Defective Units--the cost to rework the normal defective units
is  treated as  a  necessary  cost  to  obtain  the  goods units  of  output,  isis  treated as  a  necessary  cost  to  obtain  the  goods units  of  output,  is
included in the pre-determined overhead rate, and, therefore, is added toincluded in the pre-determined overhead rate, and, therefore, is added to
the manufacturing overhead account to offset the applied overheadthe manufacturing overhead account to offset the applied overhead
2)  Abnormal Spoilage--the cost to rework the abnormal defective units is2)  Abnormal Spoilage--the cost to rework the abnormal defective units is
treated as an expense for the periodtreated as an expense for the period
C.  SpoilageC.  Spoilage
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    1.  Job Order Costing--the cost of the spoiled units is computed in the    1.  Job Order Costing--the cost of the spoiled units is computed in the
same manner as the cost of production when no spoilage existssame manner as the cost of production when no spoilage exists
        a. Accounting        a. Accounting
1)   Normal  Spoilage--the  cost  of  the  normal  spoilage  is  treated  as  a1)   Normal  Spoilage--the  cost  of  the  normal  spoilage  is  treated  as  a
necessary cost to obtain the goods units of outputnecessary cost to obtain the goods units of output
a)  Production Process--if the spoiled units are expected as part of thea)  Production Process--if the spoiled units are expected as part of the
production process, the cost of the spoilage less any salvage value of theproduction process, the cost of the spoilage less any salvage value of the
spoiled  units  is  included  in  the  pre-determined  overhead  rate  and,spoiled  units  is  included  in  the  pre-determined  overhead  rate  and,
therefore, is transferred to the manufacturing overhead account to offsettherefore, is transferred to the manufacturing overhead account to offset
the applied overheadthe applied overhead
b)  Specific Job--if the spoiled units arise from the production process forb)  Specific Job--if the spoiled units arise from the production process for
the specific job (higher quality standards, lower tolerances, etc.), the costthe specific job (higher quality standards, lower tolerances, etc.), the cost
of the spoilage less any salvage value of the spoiled units is not includedof the spoilage less any salvage value of the spoiled units is not included
in the pre-determined overhead rate; therefore, any salvage value of thein the pre-determined overhead rate; therefore, any salvage value of the
spoiled units is removed from the work in process account so that thespoiled units is removed from the work in process account so that the
specific job is charged with the net cost of the spoiled unitsspecific job is charged with the net cost of the spoiled units
                                      
2)  Abnormal Spoilage--the cost of the abnormal spoilage less any salvage2)  Abnormal Spoilage--the cost of the abnormal spoilage less any salvage
value of the spoiled units is treated as an expense for the periodvalue of the spoiled units is treated as an expense for the period
2.  Process Costing--the cost of spoiled units is computed in the same2.  Process Costing--the cost of spoiled units is computed in the same
manner as the cost of production when no spoilage existsmanner as the cost of production when no spoilage exists

a. Accountinga. Accounting
1)  Normal  Spoilage--the cost  of  the normal  spoilage less any salvage1)  Normal  Spoilage--the cost  of  the normal  spoilage less any salvage
value of the spoiled units is treated as a necessary cost to obtain thevalue of the spoiled units is treated as a necessary cost to obtain the
goods units of output, is included in the pre-determined overhead rate,goods units of output, is included in the pre-determined overhead rate,
and is, therefore, added to the manufacturing overhead account to offsetand is, therefore, added to the manufacturing overhead account to offset
the applied overheadthe applied overhead
                a)  Cost of Good Units--sometimes in practice an estimate of the                a)  Cost of Good Units--sometimes in practice an estimate of the
cost of the normal spoilage less any salvage value of the spoiled units iscost of the normal spoilage less any salvage value of the spoiled units is
not included in the pre-determined overhead rate, and, therefore, the costnot included in the pre-determined overhead rate, and, therefore, the cost
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of the normal spoilage less any salvage value of the spoiled units is addedof the normal spoilage less any salvage value of the spoiled units is added
to the cost of the good units of outputto the cost of the good units of output
            2)  Abnormal Spoilage--the cost of the abnormal spoilage less any            2)  Abnormal Spoilage--the cost of the abnormal spoilage less any
salvage value of the spoiled units is treated as an expense for the periodsalvage value of the spoiled units is treated as an expense for the period
b. Illustrationsb. Illustrations
            1)  A corporation uses a weighted average process costing system;            1)  A corporation uses a weighted average process costing system;
on January 1, 3,000 units were in process--80% complete in regards toon January 1, 3,000 units were in process--80% complete in regards to
materials and 70% complete in regards to conversion costs--at a cost ofmaterials and 70% complete in regards to conversion costs--at a cost of
materials of $38,120 and a cost of conversion costs of $40,950; duringmaterials of $38,120 and a cost of conversion costs of $40,950; during
January  19,000  units  were  started;  during  January  materials  costs  ofJanuary  19,000  units  were  started;  during  January  materials  costs  of
$282,000 and conversion costs of $378,000 were added to production;$282,000 and conversion costs of $378,000 were added to production;
during January 20,000 units were completed; on January 31, 2,000 unitsduring January 20,000 units were completed; on January 31, 2,000 units
were in process--60% complete in regards to materials and 50% completewere in process--60% complete in regards to materials and 50% complete
in regards to conversion costs; 500 of the completed units were spoiled;in regards to conversion costs; 500 of the completed units were spoiled;
company-wide standards state that a spoilage rate of 2% of completedcompany-wide standards state that a spoilage rate of 2% of completed
units is considered to be normal; spoilage is detected at the end of theunits is considered to be normal; spoilage is detected at the end of the
manufacturing process; it is assumed that the spoiled units came entirelymanufacturing process; it is assumed that the spoiled units came entirely
from the units started and completed during January.from the units started and completed during January.
Beginning Inventory         3,000Beginning Inventory         3,000
        Units Started                            Units Started                    19,00019,000
                                                                                                    22,000 22,000 

36



2) A corporation uses a FIFO process costing system; on January 1, 3,0002) A corporation uses a FIFO process costing system; on January 1, 3,000
units  were in process--80% complete in regards to materials and 70%units were in process--80% complete in regards to materials and 70%
complete in regards to conversion costs--at a cost of materials of $38,120complete in regards to conversion costs--at a cost of materials of $38,120
and a cost of conversion costs of $40,950; during January 19,000 unitsand a cost of conversion costs of $40,950; during January 19,000 units
were started; during January materials costs of $282,000 and conversionwere started; during January materials costs of $282,000 and conversion
costs of $378,000 were added to production; during January 20,000 unitscosts of $378,000 were added to production; during January 20,000 units
were  completed;  on  January  31,  2,000  units  were  in  process--60%were  completed;  on  January  31,  2,000  units  were  in  process--60%
complete  in  regards  to  materials  and  50%  complete  in  regards  tocomplete  in  regards  to  materials  and  50%  complete  in  regards  to
conversion costs; 500 of the completed units were spoiled; company-wideconversion costs; 500 of the completed units were spoiled; company-wide
standards  state  that  a  spoilage  rate  of  2%  of  completed  units  isstandards  state  that  a  spoilage  rate  of  2%  of  completed  units  is
considered  to  be  normal;  spoilage  is  detected  at  the  end  of  theconsidered  to  be  normal;  spoilage  is  detected  at  the  end  of  the
manufacturing process; it is assumed that the spoiled units came entirelymanufacturing process; it is assumed that the spoiled units came entirely
from the units started and completed during Januaryfrom the units started and completed during January
Beginning Inventory            Beginning Inventory              3,000  3,000
Units Started              Units Started              19,00019,000
                                              22,600 22,600 
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5.6 MODEL EXAMINATION QUESTIONS 5.6 MODEL EXAMINATION QUESTIONS 

Part I. Multiple choice questions: Part I. Multiple choice questions: 
1.  The type of  spoilage that  is  expected under  efficient  operating1.  The type of  spoilage that  is  expected under  efficient  operating

environment is environment is 
A) Normal spoilage A) Normal spoilage 
B) Abnormal spoilage B) Abnormal spoilage 
C) Scrap C) Scrap 
D) ReworkD) Rework

2. In job costing, the costs of normal spoilage that occurs due to the2. In job costing, the costs of normal spoilage that occurs due to the
specification of particular job is charged to: specification of particular job is charged to: 

A) Manufacturing overhead. A) Manufacturing overhead. 
B) To a specific job B) To a specific job 
C) Allocated to all jobs C) Allocated to all jobs 
D) All of the above D) All of the above 

3. A scrap is recorded when 3. A scrap is recorded when 
A) It is produced A) It is produced 
B) SoldB) Sold
C) All of the above C) All of the above 
D) None of the above D) None of the above 

 Part II.  Essay type question  Part II.  Essay type question 

1.1. Scrap is avoidable, discuss.Scrap is avoidable, discuss.

2.2. The  inspection  point  is  the  key  point  to  the  allocation  process  ofThe  inspection  point  is  the  key  point  to  the  allocation  process  of
spoilage costs” Do you agree? Explain. spoilage costs” Do you agree? Explain. 

                                                                           Equivalent Units    _
                                                                                      Conversion
                                                           _    Materials     _     Costs      _  
 Beginning Inventory         3,000                  600                900
                                                             (20% x 3,000)      (30% x 3,000
Good Units Started and 
        Completed               16,500        16,500             16,500
        (19,500 – 3,000)                    (100% x 16,500)    (100% x 16,500)
        Normal Spoilage       400           400                400
        (2% x 20,000)                         (100% x 400)       (100% x 400)
        Abnormal Spoilage   100           100                100
        (500 – 400)                           (100% x 100)       (100% x 100)
        Ending Inventory     2,000         1,200              1,000
                                   _    _    (60% x 2,000)      (50% x 2,000)
                                      22,000        18,800             18,900

Beginning Inventory Costs 79,070      38,120                 40,950

        Current Costs        660,000       282,000            378,000
                                    739,070       320,120            418,950

Cost Per Unit          15.00       20.00

            (282,000 / 18,800) (378,000 / 18,900)

        Beginning Inventory       106,070        38,120             40,950

                                                  9,000             18,000
                                             (15.00 x 600)      (20.00 x 900)
Good Units Started and 
        Completed        577,500       247,500            330,000
                                           (15.00 x 16,500)   (20.00 x 16,500)
 Normal Spoilage      14,000         6,000              8,000
                                             (15.00 x 400)      (20.00 x 400)
 Abnormal Spoilage   3,500         1,500              2,000
                                             (15.00 x 100)      (20.00 x 100)
Ending Inventory     38,000        18,000             20,000
                                  _     _   (15.00 x 1,200)    (20.00 x 1,000)
                                 739,070       320,120            418,950   

                      Finished Goods Inventory                  683,570
                         (106,070 + 577,500)
                    Manufacturing Overhead                     14,000
                    Loss from Abnormal Spoilage                 3,500
                        Work in Process                                701,070

                    Cost per Unit:
                        Beginning Inventory = 106,070 / 3,000 = 35.36

                        Started and Completed = 577,500 / 16,500 = 35.00
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3. List the three types of defects. 3. List the three types of defects. 

Part III. Work out Part III. Work out 

The  following  data,  in  physical  units  describe  a  grinding  process  forThe  following  data,  in  physical  units  describe  a  grinding  process  for
January:January:

Work in process, beginning Work in process, beginning 1900019000
Started during period Started during period 150000150000
Spoiled units Spoiled units 1200012000
Good units completed and Good units completed and 

Transferred out Transferred out 132000132000
Work in process ending Work in process ending 25000 25000 

Inspection occurs at the 100% conversion stage. Normal spoilage is 5%Inspection occurs at the 100% conversion stage. Normal spoilage is 5%
good units passing inspection good units passing inspection 

Required Required 
1.1. compute normal spoilage in units compute normal spoilage in units 

2.2. Compute abnormal spoilage in units Compute abnormal spoilage in units 

3.3. Assume that the equivalent unit cost of spoiled unit is   Br 10.Assume that the equivalent unit cost of spoiled unit is   Br 10.

Compute  the  amount  of  potential  savings  if  all  spoilage  wereCompute  the  amount  of  potential  savings  if  all  spoilage  were

eliminated,  assuming  that  all  other  cost  would  be  unaffected.eliminated,  assuming  that  all  other  cost  would  be  unaffected.

Comment your answer Comment your answer 
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UNIT  SIX:  JOINT  PRODUCTS,  COST  ALLOCATION  AND  BYUNIT  SIX:  JOINT  PRODUCTS,  COST  ALLOCATION  AND  BY
PRODUCTS PRODUCTS 

Content Content 
6.0 Introduction 6.0 Introduction 

6.1 Objectives 6.1 Objectives 

6.2 Joint Produced 6.2 Joint Produced 

6.3 Joint Cost Allocation 6.3 Joint Cost Allocation 

6.4 Accounting for byproducts6.4 Accounting for byproducts

6.5 Summary 6.5 Summary 

6.6 Model Examination Questions 6.6 Model Examination Questions 
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6.06.0  INTRODUCTIONINTRODUCTION  

 Dear  learner,  welcome  to  the  sixth  unit  of  the  Cost  andDear  learner,  welcome  to  the  sixth  unit  of  the  Cost  and

Management Accounting I course. Joint production occurs whenever twoManagement Accounting I course. Joint production occurs whenever two
or more products must result from the same production process. The keyor more products must result from the same production process. The key
word  in  this  definition  is  “must”.  The  crucial  characteristics  of  jointword  in  this  definition  is  “must”.  The  crucial  characteristics  of  joint
products  are  that  the  production  of  one  automatically  results  in  theproducts  are  that  the  production  of  one  automatically  results  in  the
production of the other. It is often possible, of course, to eliminate one ofproduction of the other. It is often possible, of course, to eliminate one of
the joint products; it is not economic to do so if the product has a salesthe joint products; it is not economic to do so if the product has a sales
value greater than the unique costs of  completing and marketing. Forvalue greater than the unique costs of  completing and marketing. For
example, in marble quarrying, it is possible to leave all the marble exceptexample, in marble quarrying, it is possible to leave all the marble except
the best grade at the quarry site. If other grades must be quarried tothe best grade at the quarry site. If other grades must be quarried to
obtain the best grade, it is not economic to leave the other grades at theobtain the best grade, it is not economic to leave the other grades at the
quarry so long as their sales value exceeds the unique costs of finishingquarry so long as their sales value exceeds the unique costs of finishing
and selling. In this case, the quarrying of marble is a joint-productionand selling. In this case, the quarrying of marble is a joint-production
process because, in quarrying pure white marble, it is necessary (from anprocess because, in quarrying pure white marble, it is necessary (from an
economic point of view) to quarry other grades.economic point of view) to quarry other grades.

The fact that joint products must be produced together is of the majorThe fact that joint products must be produced together is of the major
importance  to  the  cost  accountant  because  it  means  that  all  costimportance  to  the  cost  accountant  because  it  means  that  all  cost
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allocations among joint products are entirely arbitrary. If two productsallocations among joint products are entirely arbitrary. If two products
must result from a single productive process, one product without both,must result from a single productive process, one product without both,
the cost of producing only one cannot be isolated. The facts are that itthe cost of producing only one cannot be isolated. The facts are that it
costs a certain sum of money to produce a certain amount of each of twocosts a certain sum of money to produce a certain amount of each of two
products. If  part of the joint production cost is assigned to one of theproducts. If  part of the joint production cost is assigned to one of the
products, it is a meaningless allocation. This is the most important pointproducts, it is a meaningless allocation. This is the most important point
to remember about joint cost accounting because it is this characteristicsto remember about joint cost accounting because it is this characteristics
that makes it necessary traditional cost accounting techniques.that makes it necessary traditional cost accounting techniques.

6.1 6.1 LEARNING OBJECTIVESLEARNING OBJECTIVES  

Overview

Dear learner! At the end of the session you are expected to:Dear learner! At the end of the session you are expected to:

 Identify split off point in a joint cost situation Identify split off point in a joint cost situation 
 Distinguish between joint products and by productsDistinguish between joint products and by products
 provide  several  reasons  for  allocating  joint  costs  toprovide  several  reasons  for  allocating  joint  costs  to

individual products individual products 
 Distinguish alternative methods of allocating joint costs Distinguish alternative methods of allocating joint costs 
 Describe why we sales value at split  off method is widelyDescribe why we sales value at split  off method is widely

usedused
 Describe the irrelevance of joint costs in to sell or processDescribe the irrelevance of joint costs in to sell or process

further further 
 Distinguish  alternative  methods  of  accounting  for  byDistinguish  alternative  methods  of  accounting  for  by

productsproducts

6.2 6.2 JOINT PRODUCTJOINT PRODUCT

Joint  products  are  two  or  more  manufactured  products  (1)  that  haveJoint  products  are  two  or  more  manufactured  products  (1)  that  have
relatively  significant  sales  values  and  (2)  that  are  not  separatelyrelatively  significant  sales  values  and  (2)  that  are  not  separately
identifiable as individual products until their split of point.identifiable as individual products until their split of point.
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The  split-off  point  is  that  juncture  of  manufacturing  were  the  jointThe  split-off  point  is  that  juncture  of  manufacturing  were  the  joint
products become individually identifiable. Any cost beyond that stage areproducts become individually identifiable. Any cost beyond that stage are
called separable cost because they are part of joint process and can becalled separable cost because they are part of joint process and can be
exclusively  identified  with  individual  products.  Examples,  of  jointexclusively  identified  with  individual  products.  Examples,  of  joint
products include chemicals, petroleum refining, and meat packing.products include chemicals, petroleum refining, and meat packing.
Joint cost Joint cost 

FinalFinal
salesale

                                                                                                      Final SaleFinal Sale
                                                                                                                

        FinalFinal
Sale Sale 

FinalFinal
SaleSale

JointJoint  product costproduct cost  
                      Split off point             Joint products         Separate      Split off point             Joint products         Separate      
              

 Learning Activity 6.1

Answer the following questions.

1.1. ___________________________are  the  costs  of  the  common___________________________are  the  costs  of  the  common

Joint 
Product   pig 

Common
producti
on 
process

 Bacon

 Ham

 Pork roast

 Pork Chops

Separate
Processi
ng

Separabl
e 
processi

Separate
processi
ng 

Separate
Processi

Fig. 1 Product Cost 
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manufacturing processmanufacturing process
2.2. ___________________________are  the  products  produced  from  a___________________________are  the  products  produced  from  a

common input and a common manufacturing processcommon input and a common manufacturing process
3.3. ___________________________  is  the  stage  of  the  common___________________________  is  the  stage  of  the  common

manufacturing process where the joint products are separated.manufacturing process where the joint products are separated.

6.3. 6.3. JOINT COST ALLOCATIONJOINT COST ALLOCATION

A.A. Characteristics--a  common  manufacturing  process  simultaneouslyCharacteristics--a  common  manufacturing  process  simultaneously
produces two or more products from a common inputproduces two or more products from a common input

  1.   Joint  Costs--joint  costs  are  the  costs  of  the  common1.   Joint  Costs--joint  costs  are  the  costs  of  the  common
manufacturing processmanufacturing process
            2.  Joint Products--joint products are the products produced from            2.  Joint Products--joint products are the products produced from

a common input and a common manufacturing processa common input and a common manufacturing process
      3.        3.  By-products--by-products are joint products that are relativelyBy-products--by-products are joint products that are relatively

minor in quantity and/or valueminor in quantity and/or value
4.   Split-off Point--the split-off point  is  the stage of  the common4.   Split-off Point--the split-off point  is  the stage of  the common

manufacturing process where the joint products are separatedmanufacturing process where the joint products are separated

B.B. Joint  Cost  Allocation--Joint  Cost  Allocation--joint  costs  need  to  be  allocated  to  the  jointjoint  costs  need  to  be  allocated  to  the  joint
products for various reasons (such as inventory valuation for financialproducts for various reasons (such as inventory valuation for financial
accounting purposes, measuring profitability of joint products, pricingaccounting purposes, measuring profitability of joint products, pricing
decisions, cost reimbursement, etc.)decisions, cost reimbursement, etc.)

    1.  Physical Quantities Method--joint costs are allocated to the joint    1.  Physical Quantities Method--joint costs are allocated to the joint
products  based  on  their  relative  physical  measure  (such  as  volume,products  based  on  their  relative  physical  measure  (such  as  volume,
weight, etc.)weight, etc.)
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IllustrationIllustration--a  corporation  incurred  joint  costs  of  $2,400  in--a  corporation  incurred  joint  costs  of  $2,400  in
manufacturing Product A and Product B to the split-off point; Product Amanufacturing Product A and Product B to the split-off point; Product A
weighed 700 pounds and had a sales value at the split-off point of $1,800;weighed 700 pounds and had a sales value at the split-off point of $1,800;
Product B weighed 300 pounds and had a sales value at the split-off pointProduct B weighed 300 pounds and had a sales value at the split-off point
of $1,200of $1,200
                                
Cost Allocation:Cost Allocation:
   Product A = 700 / (700 + 300) x 2,400 = 1,680   Product A = 700 / (700 + 300) x 2,400 = 1,680
   Product B = 300 / 1,000 x 2,400       =    Product B = 300 / 1,000 x 2,400       =   720   720 
                                                                                      2,4002,400
Income Statement:Income Statement:
                                                                  Product AProduct A        Product BProduct B            TotalTotal  
 Sales                            1,800            1,200           3,000 Sales                            1,800            1,200           3,000
 Cost of Goods Sold     ( Cost of Goods Sold     (1,680)1,680)                    (720)(720)          (          (2,400)2,400)
 Gross Margin                 Gross Margin                120120                                480480                              600 600 

                Gross Margin %:                Gross Margin %:
                    Product A = 120 / 1,800 = 7%                    Product A = 120 / 1,800 = 7%
                    Product B = 480 / 1,200 = 40%                    Product B = 480 / 1,200 = 40%
                    Total = 600 / 3,000 = 20%                    Total = 600 / 3,000 = 20%

2.  Sales Value Method2.  Sales Value Method
a. Net Realizable Value Method--if the sales value at the split-off point isa. Net Realizable Value Method--if the sales value at the split-off point is
known,  joint  costs  are  allocated  to  the  joint  products  based  on  theirknown,  joint  costs  are  allocated  to  the  joint  products  based  on  their
relative sales value at the split-off pointrelative sales value at the split-off point
IllustrationIllustration--a  corporation  incurred  joint  costs  of  $2,400  in--a  corporation  incurred  joint  costs  of  $2,400  in
manufacturing Product A and Product B to the split-off point; manufacturing Product A and Product B to the split-off point; 

Product A weighed 700 pounds and had a sales value at the split-off pointProduct A weighed 700 pounds and had a sales value at the split-off point
of $1,800; Product B weighed 300 pounds and had a sales value at theof $1,800; Product B weighed 300 pounds and had a sales value at the
split-off point of $1,200split-off point of $1,200
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Cost Allocation:Cost Allocation:
   Product A = 1,800 / (1,800 + 1,200) x 2,400 =     1,440   Product A = 1,800 / (1,800 + 1,200) x 2,400 =     1,440
  Product B = 1,200 / 3,000 x 2,400                  =          Product B = 1,200 / 3,000 x 2,400                  =        960 960 
                                                                                                                2,4002,400
Income Statement:Income Statement:
                                                                Product AProduct A      Product B Product B         TotalTotal
Sales                            1,800           1,200         3,000Sales                            1,800           1,200         3,000
Cost of Goods Sold     Cost of Goods Sold     1,4401,440                          960  960                2,4002,400  
Gross Margin               Gross Margin                 360  360                            240  240                  600   600 

                    Gross Margin %:                    Gross Margin %:
                        Product A = 360 / 1,800 = 20%                        Product A = 360 / 1,800 = 20%
                        Product B = 240 / 1,200 = 20%                        Product B = 240 / 1,200 = 20%
                        Total = 600 / 3,000 = 20%                        Total = 600 / 3,000 = 20%

 b. No Sales-value at Split-off Point--the sales value at the split-off point b. No Sales-value at Split-off Point--the sales value at the split-off point
for one or more of the joint products is not knownfor one or more of the joint products is not known
1)  Estimated Net  Realizable  Value  Method--sales  value  at  the  split-off1)  Estimated Net  Realizable  Value  Method--sales  value  at  the  split-off
point of the joint products is estimated by taking the sales value of eachpoint of the joint products is estimated by taking the sales value of each
joint product at the first point at  which the products can be sold andjoint product at the first point at  which the products can be sold and
deducting the processing costs that must be incurred after the split-offdeducting the processing costs that must be incurred after the split-off
point up to the first point at which the products can be sold, and thenpoint up to the first point at which the products can be sold, and then
joint  costs  are  allocated  to  the  joint  products  based  on  their  relativejoint  costs  are  allocated  to  the  joint  products  based  on  their  relative
estimated sales value at the split-off pointestimated sales value at the split-off point
  IllustrationIllustration--a  corporation  incurred  joint  costs  of  $2,400  in--a  corporation  incurred  joint  costs  of  $2,400  in
manufacturing Product A and Product B to the split-off point; Product Amanufacturing Product A and Product B to the split-off point; Product A
weighed  700  pounds  and  had  a  sales  value  of  $3,600  after  incurringweighed  700  pounds  and  had  a  sales  value  of  $3,600  after  incurring
additional processing costs of $675; Product B weighed 300 pounds andadditional processing costs of $675; Product B weighed 300 pounds and
had a sales value of $1,400 after incurring additional processing costs ofhad a sales value of $1,400 after incurring additional processing costs of
$425$425

Estimated Net Realizable Value:Estimated Net Realizable Value:
                    Product A = 3,600 – 675 = 2,925                    Product A = 3,600 – 675 = 2,925
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                    Product B = 1,400 – 425 =   975                    Product B = 1,400 – 425 =   975

Cost Allocation:Cost Allocation:
   Product       A       =   2,925 / (2,925 + 975) x 2,400 = 1,800   Product       A       =   2,925 / (2,925 + 975) x 2,400 = 1,800
   Product       B       =   975/3,900x2, 400                     =   600                  Product       B       =   975/3,900x2, 400                     =   600               
   Cost of Goods Sold:   Cost of Goods Sold:
                      Product A = 1,800 + 675 = 2,475                      Product A = 1,800 + 675 = 2,475
                        Product B = 600 + 425 = 1,025                        Product B = 600 + 425 = 1,025
Income Statement:Income Statement:
                                                                        Product AProduct A    Product BProduct B        Total Total 
   Sales                            3,600              1,400        5,000   Sales                            3,600              1,400        5,000
   Cost of Goods Sold        Cost of Goods Sold     2,4752,475                            1,0251,025                3,5003,500
   Gross Margin                 Gross Margin              1,1251,125                                  375  375                1,500 1,500 

 Gross Margin %: Gross Margin %:
        Product A = 1,125 / 3,600 = 31%        Product A = 1,125 / 3,600 = 31%
       Product B = 375 / 1,400 = 27%       Product B = 375 / 1,400 = 27%
   Total = 1,500 / 5,000 = 30%   Total = 1,500 / 5,000 = 30%

2)  Constant Gross Margin Percentage Method--under the constant gross2)  Constant Gross Margin Percentage Method--under the constant gross
margin percentage method joint costs are allocated to the joint productsmargin percentage method joint costs are allocated to the joint products
in a way that results in the same gross margin percentage for each jointin a way that results in the same gross margin percentage for each joint
productproduct
        a)  Computation        a)  Computation

I.I. Total  Gross  Margin  Percentage--the  gross  marginTotal  Gross  Margin  Percentage--the  gross  margin
percentage  for  all  of  the  joint  products  is  computed  bypercentage  for  all  of  the  joint  products  is  computed  by
dividing  the  excess  of  the  sales  value  of  all  the  jointdividing  the  excess  of  the  sales  value  of  all  the  joint
products at the first point at which the products can beproducts at the first point at which the products can be
sold over the sum of  the joint  costs and the processingsold over the sum of  the joint  costs and the processing
costs that must be incurred after the split-off point up tocosts that must be incurred after the split-off point up to
the first point at which the products can be sold by thethe first point at which the products can be sold by the
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sales value of all  the joint products at the first point  atsales value of all  the joint products at the first point  at
which the products can be soldwhich the products can be sold

II.II. Cost of Goods Sold--the cost of goods sold for each jointCost of Goods Sold--the cost of goods sold for each joint
product  is  computed  by  multiplying  the  sales  value  forproduct  is  computed  by  multiplying  the  sales  value  for
each joint  product  by one minus the total  gross  margineach joint  product  by one minus the total  gross  margin
percentage for all the joint productspercentage for all the joint products

III.III. Joint Cost Allocation-the joint costs allocated to each jointJoint Cost Allocation-the joint costs allocated to each joint
product is computed by subtracting the processing costsproduct is computed by subtracting the processing costs
incurred after the split-off point for each joint product fromincurred after the split-off point for each joint product from
its cost of goods soldits cost of goods sold

                                
b)b) Illustration--a  corporation  incurred  joint  costs  of  $2,400  inIllustration--a  corporation  incurred  joint  costs  of  $2,400  in

manufacturing Product A and Product B to the  split-off point;manufacturing Product A and Product B to the  split-off point;
Product A weighed 700 pounds and had a sales value of $3,600Product A weighed 700 pounds and had a sales value of $3,600
after incurring additional processing costs of $675; Product Bafter incurring additional processing costs of $675; Product B
weighed  300 pounds  and  had  a  sales  value  of  $1,400 afterweighed  300 pounds  and  had  a  sales  value  of  $1,400 after
incurring additional processing costs of $425incurring additional processing costs of $425

      
Constant Gross Margin Percentage:Constant Gross Margin Percentage:
      Total Sales = 3,600 + 1,400 = 5,000      Total Sales = 3,600 + 1,400 = 5,000
   Total Cost of Goods Sold = 2,400 + 675 + 425 =3,500   Total Cost of Goods Sold = 2,400 + 675 + 425 =3,500
    Total Gross Margin = 5,000 – 3,500 = 1,500    Total Gross Margin = 5,000 – 3,500 = 1,500
       Total Gross Margin Percentage = 1,500 / 5,000 = 30%       Total Gross Margin Percentage = 1,500 / 5,000 = 30%

   Cost of Goods Sold:   Cost of Goods Sold:
        Product A = (1 – 30%) x 3,600 = 2,520        Product A = (1 – 30%) x 3,600 = 2,520
       Product B = 70% x 1,400 = 980       Product B = 70% x 1,400 = 980

               Cost Allocation:               Cost Allocation:
                  Product A = 2,520 - 675 = 1,845                  Product A = 2,520 - 675 = 1,845
                  Product B = 980 - 425   =                   Product B = 980 - 425   =   555   555 

                                                                        2,4002,400
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               Income Statement:               Income Statement:
                                                                        Product AProduct A            Product BProduct B                Total Total 
     Sales                          3,600           1,400              5,000     Sales                          3,600           1,400              5,000
    Cost of Goods Sold        Cost of Goods Sold    2,5202,520                          980  980                              3,5003,500
    Gross Margin                  Gross Margin              1,0801,080                          420  420                            1,500 1,500 

               Gross Margin %:               Gross Margin %:
                   Product A = 1,080 / 3,600 = 30%                   Product A = 1,080 / 3,600 = 30%
                   Product B = 420 / 1,400 = 30%                   Product B = 420 / 1,400 = 30%
                   Total = 1,500 / 5,000 = 30%                   Total = 1,500 / 5,000 = 30%

 Learning Activity 6.2 

Answer the following question.

1.1. Why joint cost need to be allocated?Why joint cost need to be allocated?
                                                                                                                    
                                                                                                                    

2.2. List and discuss the basic joint cost allocation methods?List and discuss the basic joint cost allocation methods?  
                                                                                                                    
                                                                                                                    

C.  Special ConsiderationsC.  Special Considerations
1.  Decision Making1.  Decision Making
 a. Short-run Decision--at the split-off point the decision to sell  a joint a. Short-run Decision--at the split-off point the decision to sell  a joint
product at the split-off point or to process the joint product beyond theproduct at the split-off point or to process the joint product beyond the
split-off point before selling it is determined by comparing the additionalsplit-off point before selling it is determined by comparing the additional
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revenue generated from processing the joint product beyond the split-offrevenue generated from processing the joint product beyond the split-off
point with the additional costs from processing the joint product beyondpoint with the additional costs from processing the joint product beyond
the split off pointthe split off point
  IllustrationIllustration
a)  A corporation incurred joint costs of $4,600 in manufacturing Producta)  A corporation incurred joint costs of $4,600 in manufacturing Product
A and Product B to the split-off point; Product A can be sold at the split-A and Product B to the split-off point; Product A can be sold at the split-
off point for $3,500 or for $5,000 after incurring additional processingoff point for $3,500 or for $5,000 after incurring additional processing
costs of $1,200; Product B can be sold at the split-off point for $2,500 orcosts of $1,200; Product B can be sold at the split-off point for $2,500 or
for $3,000 after incurring additional processing costs of $700 Additionalfor $3,000 after incurring additional processing costs of $700 Additional
Profit From Processing:Profit From Processing:
   Product A = (5,000 – 3,500) – 1,200 = 300   Product A = (5,000 – 3,500) – 1,200 = 300
  Product A should be processed beyond the split-off point  Product A should be processed beyond the split-off point
 Product B = (3,000 – 2,500) – 700 = (200) Product B = (3,000 – 2,500) – 700 = (200)
Product B should not be processed beyond the split-off point.Product B should not be processed beyond the split-off point.
Profit at Split-off Point = 3,500 + 2,500 – 4,600 = 1,400.Profit at Split-off Point = 3,500 + 2,500 – 4,600 = 1,400.

Profit from Processing Product A =    5,000 + 2,50 - (4,600 + 1,200)    =Profit from Processing Product A =    5,000 + 2,50 - (4,600 + 1,200)    =
1,700                                              1,700                                              
  b) A corporation incurred joint costs of $6,500 in manufacturing Product  b) A corporation incurred joint costs of $6,500 in manufacturing Product
A and Product B to the split-off point; Product A can be sold at the split-A and Product B to the split-off point; Product A can be sold at the split-
off point  for$3,500 or  for  $5,000 after incurring additional  processingoff point  for$3,500 or  for  $5,000 after incurring additional  processing
costs of $1,200; Product B can be sold at the split-off point for $2,500 orcosts of $1,200; Product B can be sold at the split-off point for $2,500 or
for $3,000 after incurring additional processing costs of $700Additionalfor $3,000 after incurring additional processing costs of $700Additional
Profit from Processing:Profit from Processing:
         Product A = (5,000 – 3,500) – 1,200 = 300         Product A = (5,000 – 3,500) – 1,200 = 300
         Product A should be processed beyond the split- off point.         Product A should be processed beyond the split- off point.
         Product B = (3,000 – 2,500) – 700 = (200)         Product B = (3,000 – 2,500) – 700 = (200)
         Product B should not be processed beyond the split-off point.         Product B should not be processed beyond the split-off point.

         Profit at Split-off Point = 3,500 + 2,500 – 6,500 = (500)         Profit at Split-off Point = 3,500 + 2,500 – 6,500 = (500)
Profit from Processing Product A =5,000 + 2,500 – (6,500 + 1,200) = Profit from Processing Product A =5,000 + 2,500 – (6,500 + 1,200) = 
(200)                                      (200)                                      
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b.  Long-run  Decision-at  the  start  of  the  manufacturing  process  theb.  Long-run  Decision-at  the  start  of  the  manufacturing  process  the
decision  to  manufacture  or  not  is  determine  by  comparing  the  totaldecision  to  manufacture  or  not  is  determine  by  comparing  the  total
revenues generated from the manufacturing process with the total costsrevenues generated from the manufacturing process with the total costs
from the manufacturing processfrom the manufacturing process
IllustrationsIllustrations
       a) A corporation estimated that it will incur joint costs of $6,200 in       a) A corporation estimated that it will incur joint costs of $6,200 in
manufacturing Product A and Product B to the split-off point; Product Amanufacturing Product A and Product B to the split-off point; Product A
can be sold at the split-off point for $3,500 or for $5,000 after incurringcan be sold at the split-off point for $3,500 or for $5,000 after incurring
additional processing costs of $1,200; Product B can be sold at the split-additional processing costs of $1,200; Product B can be sold at the split-
off point for $2,500 or for $3,000 after incurring additional processingoff point for $2,500 or for $3,000 after incurring additional processing
costs of $700costs of $700
           Additional Profit from Processing:           Additional Profit from Processing:
              Product A = (5,000 – 3,500) – 1,200 = 300              Product A = (5,000 – 3,500) – 1,200 = 300
              Product A should be processed beyond the split- off point.              Product A should be processed beyond the split- off point.

              Product B = (3,000 – 2,500) – 700 = (200)              Product B = (3,000 – 2,500) – 700 = (200)
              Product B should not be processed beyond the split-off point.              Product B should not be processed beyond the split-off point.
             Profit at Split-off Point = 3,500 + 2,500 – 6,200 = (200)             Profit at Split-off Point = 3,500 + 2,500 – 6,200 = (200)

             Profit from Processing Product A = 5,000 + 2,500 –              Profit from Processing Product A = 5,000 + 2,500 – 
(6,200+1,200) = 100                                               (6,200+1,200) = 100                                               
            The joint products should be manufactured.            The joint products should be manufactured.

b) A corporation estimated that it  would incur joint costs of $6,500 inb) A corporation estimated that it  would incur joint costs of $6,500 in
manufacturing Product A and Product B to the split-off point; Product Amanufacturing Product A and Product B to the split-off point; Product A
can be sold at the split-off point for $3,500 or for $5,000 after incurringcan be sold at the split-off point for $3,500 or for $5,000 after incurring
additional processing costs of $1,200; Product B can be sold at the split-additional processing costs of $1,200; Product B can be sold at the split-
off point for $2,500 or for $3,000 after incurring additional processingoff point for $2,500 or for $3,000 after incurring additional processing
costs of $700costs of $700
     Additional Profit from Processing:     Additional Profit from Processing:
           Product A = (5,000 – 3,500) – 1,200 = 300           Product A = (5,000 – 3,500) – 1,200 = 300
           Product A should be processed beyond the split off point.           Product A should be processed beyond the split off point.
           Product B = (3,000 – 2,500) – 700 = (200)           Product B = (3,000 – 2,500) – 700 = (200)
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           Product B should not be processed beyond the split-off point.           Product B should not be processed beyond the split-off point.
           Profit at Split-off Point = 3,500 + 2,500 – 6,500 = (500)           Profit at Split-off Point = 3,500 + 2,500 – 6,500 = (500)

             Profit from Processing Product A = 5,000 + 2,500– (6,500 +              Profit from Processing Product A = 5,000 + 2,500– (6,500 + 
1,200) = (200)1,200) = (200)
             The joint products should not be manufactured.             The joint products should not be manufactured.

 Learning Activity 6.3 

Answer the following question.

1.1. Explain the difference between joint product and by-product? Explain the difference between joint product and by-product? 
                                                                                                                    
                                                                                                                    

By-products--by  product  accounting  attempts  to  reflect  the  economicBy-products--by  product  accounting  attempts  to  reflect  the  economic
relationship  between  the  by-products  and  the  joint  products  with  arelationship  between  the  by-products  and  the  joint  products  with  a
minimum of record keeping costsminimum of record keeping costs
   a. Sales Value of By-product Sold-the proceeds from the sale of the by-   a. Sales Value of By-product Sold-the proceeds from the sale of the by-
product are treated either as a reduction of cost of goods sold or as otherproduct are treated either as a reduction of cost of goods sold or as other
revenuerevenue
IllustrationIllustration--a  corporation  incurred  joint  costs  of$16,000  in--a  corporation  incurred  joint  costs  of$16,000  in
manufacturing Product A, Product B, and Product C to the split-off point;manufacturing Product A, Product B, and Product C to the split-off point;
Product C is considered a by-product; joints costs are allocated to theProduct C is considered a by-product; joints costs are allocated to the
joint  products  using  their  relative  weights;  Product  A  weighed  2,000joint  products  using  their  relative  weights;  Product  A  weighed  2,000
pounds and was processed beyond the split-off point at a cost of $4,000;pounds and was processed beyond the split-off point at a cost of $4,000;
Product  B  weighed  3,000  pounds  and  was  sold  at  the  split-off  point;Product  B  weighed  3,000  pounds  and  was  sold  at  the  split-off  point;
Product C weighed 500 pounds and had a estimated net realizable valueProduct C weighed 500 pounds and had a estimated net realizable value
of $1,000; 1,400 pounds of Product A were sold; 2,700 pounds of Productof $1,000; 1,400 pounds of Product A were sold; 2,700 pounds of Product
B were sold; 400 pounds of Product C were sold B were sold; 400 pounds of Product C were sold 
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     Cost Allocation:     Cost Allocation:
           Product A = 2,000 / (2,000 + 3,000) x 16,000 = 6,400           Product A = 2,000 / (2,000 + 3,000) x 16,000 = 6,400
           Product B = 3,000 / 5,000 x 16,000           =            Product B = 3,000 / 5,000 x 16,000           = 9,6009,600
                                                                                                                    16,00016,000

    Cost of Goods Sold:    Cost of Goods Sold:
          Product A = 1,400 / 2,000 x (6,400 + 4,000) = 7,280          Product A = 1,400 / 2,000 x (6,400 + 4,000) = 7,280
          Product B = 2,700 / 3,000 x 9,600                 = 8,640          Product B = 2,700 / 3,000 x 9,600                 = 8,640
          Product C = 400 / 500 x 1,000                       = (          Product C = 400 / 500 x 1,000                       = (800800))
                                                                                                                          15,12015,120
b. Net Realizable Value--the estimated realizable value of the by-productb. Net Realizable Value--the estimated realizable value of the by-product
manufactured is treated as a reduction of the joint costsmanufactured is treated as a reduction of the joint costs
  IllustrationIllustration--a  corporation  incurred  joint  costs  of  $16,000  in--a  corporation  incurred  joint  costs  of  $16,000  in
manufacturing Product A, Product B, and Product C to the split-off point;manufacturing Product A, Product B, and Product C to the split-off point;
Product C is considered a by-product; joints costs are allocated to theProduct C is considered a by-product; joints costs are allocated to the
joint  products  using  their  relative  weights;  Product  A  weighed  2,000joint  products  using  their  relative  weights;  Product  A  weighed  2,000
pounds and was processed beyond the split-off point at a cost of $4,000;pounds and was processed beyond the split-off point at a cost of $4,000;
Product  B  weighed  3,000  pounds  and  was  sold  at  the  split-off  point;Product  B  weighed  3,000  pounds  and  was  sold  at  the  split-off  point;
Product C weighed 500 pounds and had a estimated net realizable valueProduct C weighed 500 pounds and had a estimated net realizable value
of $1,000; 1,400 pounds of Product A were sold; 2,700 pounds of Productof $1,000; 1,400 pounds of Product A were sold; 2,700 pounds of Product
B were sold; 400 pounds of Product C were sold B were sold; 400 pounds of Product C were sold 
                          Cost Allocation:Cost Allocation:
      Product A = 2,000 / (2,000 + 3,000) x (16,000 – 1,000)                 =      Product A = 2,000 / (2,000 + 3,000) x (16,000 – 1,000)                 =
6,0006,000
      Product B = 3,000 / 5,000 x 15,000                                                 =      Product B = 3,000 / 5,000 x 15,000                                                 =
9,0009,000                                                                                                                                      

            15,00015,000
Cost of Goods Sold:Cost of Goods Sold:
       Product A = 1,400 / 2,000 x (6,000 + 4,000) = 7,000       Product A = 1,400 / 2,000 x (6,000 + 4,000) = 7,000
       Product B = 2,700 / 3,000 x 9,000                 =        Product B = 2,700 / 3,000 x 9,000                 = 8,1008,100
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                                                                                                                                                                15,10015,100      

 Learning Activity 6.4 

Answer the following questions.
1.1. Define by products? Define by products? 

                                                                                                                    
                                                                                                                    

2.2. What is the need for accounting for by products? What is the need for accounting for by products? 
                                                                                                                    

6.4. ACCOUNTING FOR BY-PRODUCT6.4. ACCOUNTING FOR BY-PRODUCT

Processes that  yield joint  product often also yield what are frequentlyProcesses that  yield joint  product often also yield what are frequently
referred to as by-product-product that have a relatively law sales valuereferred to as by-product-product that have a relatively law sales value
compared with the sales value of the main or joint product (s)compared with the sales value of the main or joint product (s)
I.I. Accounting for byproductsAccounting for byproducts

A.A. Presence of byproducts can affect allocation of joint costs althoughPresence of byproducts can affect allocation of joint costs although
byproducts have much lower sales value than joint or main productsbyproducts have much lower sales value than joint or main products

B.B. Two methods of accounting for byproducts Two methods of accounting for byproducts 
1.1. Method A:  production method—byproducts  recognized at  timeMethod A:  production method—byproducts  recognized at  time

production is completedproduction is completed
2.2. Method B: sale method—byproducts recognized at time of sale   Method B: sale method—byproducts recognized at time of sale   

A.A. NON-COST METHOD (SALES VALUE METHOD)NON-COST METHOD (SALES VALUE METHOD)
-- Under these method costs are not assigned to the by-product forUnder these method costs are not assigned to the by-product for

costing purposes. Instead any income resulting from the sale of thecosting purposes. Instead any income resulting from the sale of the
by-product is credited either to other income or the main product by-product is credited either to other income or the main product 

-- Non-cost method has the following variants:Non-cost method has the following variants:
I)I) OTHER INCOME METHOD OTHER INCOME METHOD 
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-- In this method any amount realized from the sale of the by-productIn this method any amount realized from the sale of the by-product
is transferred to profit and loss account as sundry income.is transferred to profit and loss account as sundry income.

-- It  is  suitable when the value of the by product is  quite small  inIt  is  suitable when the value of the by product is  quite small  in
relation to the main product.relation to the main product.

-- This method of accounting for by-products is simple, practical andThis method of accounting for by-products is simple, practical and
requires no computation of cost for the by product.requires no computation of cost for the by product.

      II) BY PRODUCT SALES ADDED TO THE MAIN PRODUCT SALES      II) BY PRODUCT SALES ADDED TO THE MAIN PRODUCT SALES
-- In this method, the combined sales figure of the entire main and byIn this method, the combined sales figure of the entire main and by

product is computed and the total cost is deducted to arrive at theproduct is computed and the total cost is deducted to arrive at the
profit or loss figure.profit or loss figure.

-- This  method  is  based  on  the  view  that  since  it  is  physicallyThis  method  is  based  on  the  view  that  since  it  is  physically
impossible  to  produce  one  product  without  the  other,  then  theimpossible  to  produce  one  product  without  the  other,  then  the
accounting  statement  must  reflect  this  by  providing  combinedaccounting  statement  must  reflect  this  by  providing  combined
figures.figures.
III) BY-PRODUCT SALES VALUE DEDUCTED FROM TOTAL COSTIII) BY-PRODUCT SALES VALUE DEDUCTED FROM TOTAL COST

-- In this method, the sales value of the by-product is deducted fromIn this method, the sales value of the by-product is deducted from
the total cost. Thus the value of the byproduct reduces the cost ofthe total cost. Thus the value of the byproduct reduces the cost of
the main product.the main product.

IllustrationIllustration
Dollar/Birr amountDollar/Birr amount

Joint costJoint cost 50005000
Add Subsequent cost on main productAdd Subsequent cost on main product 15001500

65006500
Less sale of by-productLess sale of by-product 400400

Less subsequent cost of by-productLess subsequent cost of by-product100100
300300

Less selling & distribution costLess selling & distribution cost  50 50 250250
Net cost of the main product  Net cost of the main product  
62506250

Add  Selling  and  distribution  cost  of  the  main  productAdd  Selling  and  distribution  cost  of  the  main  product
500500
Total cost of the main productTotal cost of the main product 67506750

Net profitNet profit 750750
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Selling price of the main productSelling price of the main product 75007500

B) REVERSE COST METHOD
-- In this method, the cost of the by-product is obtained by deductingIn this method, the cost of the by-product is obtained by deducting

the following from the sales value of the by-product.the following from the sales value of the by-product.
a)a) estimated profit marginestimated profit margin
b)b) Selling and distribution expenses Selling and distribution expenses 
c)c) After split off costs.After split off costs.

-- This method is called a reverse method because the cost of the byThis method is called a reverse method because the cost of the by
product is arrived from the sales value by working back.product is arrived from the sales value by working back.

-- The cost of the by-product so arrived at is deducted from the jointThe cost of the by-product so arrived at is deducted from the joint
cost and the final figure is the cost of the main product. cost and the final figure is the cost of the main product. 

IllustrationIllustration::
 In manufacturing the main product, a company processes the incidental In manufacturing the main product, a company processes the incidental
waste into two by-products A and B. From the following data relating towaste into two by-products A and B. From the following data relating to
the product you are required to prepare a comparative profit and lossthe product you are required to prepare a comparative profit and loss
statement showing the individual costs and other detail. The total costsstatement showing the individual costs and other detail. The total costs
up to separation point were 310,400 Birr. up to separation point were 310,400 Birr. 

Main
Product

By product
A B

SalesSales 800,000800,000 64,00064,000 96,00096,000
Cost after separationCost after separation 80,00080,000 12,80012,800 14,40014,400

Estimated net profit % age to salesEstimated net profit % age to sales
valuevalue

20%20% 20%20%

Estimated  selling  expense  as  %  ofEstimated  selling  expense  as  %  of
sales value sales value 

20%20% 10%10% 15%15%

-- Use the reverse method for separation of joint costUse the reverse method for separation of joint cost
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Solution:-

Cost allocated to by-product
A B Tota

l
SalesSales 64,064,0

0000
96,096,0
0000

Less  estimated  netLess  estimated  net
profitprofit

12,8012,80
00

19,219,2
0000

Estimated selling exp.Estimated selling exp. 6,4006,400 14,414,4
0000

      Cost  after      Cost  after
separationseparation

12,8012,80
00

32,032,0
0000

14,414,4
0000

48,048,0
0000

--

Cost  included  in  aCost  included  in  a
joint costjoint cost

32,032,0
0000

48,048,0
0000

80,080,0
0000

Comparative profit and loss statement

Main
product

By product

A B
Joint  cost  up  to  separationJoint  cost  up  to  separation
pointpoint

310,400310,400

Less  cost  allocated  to  By-Less  cost  allocated  to  By-
productproduct

80,00080,000 32,00032,000 48,00048,000

230,400230,400
Cost after separationCost after separation 80,00080,000 12,80012,800 14,40014,400
Selling expenseSelling expense 160,000160,000 6,4006,400 14,40014,400
Total costTotal cost 470,400470,400 51,20051,200 76,80076,800
Net profitNet profit 329,600329,600 12,80012,800 19,20019,200
SalesSales 800,000800,000 64,00064,000 96,0096,00

00
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6.5.6.5.  SUMMARY  SUMMARY 


II.II. Costing joint productsCosting joint products

A.A. Basics  Basics  
1.1. Joint  costs:  costs  of  production  process  that  yields  multipleJoint  costs:  costs  of  production  process  that  yields  multiple

products simultaneouslyproducts simultaneously
2.2. Split off point: juncture in joint production process when two orSplit off point: juncture in joint production process when two or

more products become separately identifiablemore products become separately identifiable
3.3. Separable  costs:  all  costs  (manufacturing,  marketing,Separable  costs:  all  costs  (manufacturing,  marketing,

distribution,  etc.)  incurred beyond the  split  off  point  that  aredistribution,  etc.)  incurred beyond the  split  off  point  that  are
assignable to each of the specific products identified at split offassignable to each of the specific products identified at split off
pointpoint

B.B. Focus of joint costingFocus of joint costing
1.1. Assigning costs to individual products at split off pointAssigning costs to individual products at split off point
2.2. Classifying outputs by sales valueClassifying outputs by sales value
3.3. Changing values of products over time and distinctions of termsChanging values of products over time and distinctions of terms

in organizationsin organizations
C.C. Purposes for allocating joint costsPurposes for allocating joint costs

1.1. Computation of inventoriable costs and cost of  goods sold forComputation of inventoriable costs and cost of  goods sold for
financial  accounting  purposes  and  reports  for  income  taxfinancial  accounting  purposes  and  reports  for  income  tax
authoritiesauthorities

2.2. Computation of inventoriable costs and cost of  goods sold forComputation of inventoriable costs and cost of  goods sold for
internal reporting purposes, used in division profitability analysisinternal reporting purposes, used in division profitability analysis
and affect evaluation of division managers’ performanceand affect evaluation of division managers’ performance

3.3. Cost  reimbursement  under  contracts  for  companies  that  haveCost  reimbursement  under  contracts  for  companies  that  have
few, but not all, of products or services reimbursed under cost-few, but not all, of products or services reimbursed under cost-
plus contractsplus contracts

4.4. Insurance-settlement computations for damage claims made onInsurance-settlement computations for damage claims made on
basis of cost information by company having joint products, mainbasis of cost information by company having joint products, main
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products, or byproductsproducts, or byproducts
5.5. Rate regulation for one or more of the jointly produced productsRate regulation for one or more of the jointly produced products

or services are subject to price regulationor services are subject to price regulation
6.6. Litigation in which costs of joint products are key inputsLitigation in which costs of joint products are key inputs
7.   Other reasons7.   Other reasons

D.D. Approaches to allocating joint costs Approaches to allocating joint costs 
1.1. Market-based data, such as revenues, used as basis of allocationMarket-based data, such as revenues, used as basis of allocation
2.2. Physical  measures  data,  such  as  weight  or  volume,  of  jointPhysical  measures  data,  such  as  weight  or  volume,  of  joint

productsproducts

E.E. Criterion to support use of market-based data as basis of joint costCriterion to support use of market-based data as basis of joint cost
allocationallocation
1.1. Cause-and-effect  criterion  not  applicable  by  definition  atCause-and-effect  criterion  not  applicable  by  definition  at

individual product levelindividual product level
2.2. Benefits-received criterion: revenues better indicator of benefitsBenefits-received criterion: revenues better indicator of benefits

received than physical measuresreceived than physical measures
F.F. Basics  Basics  

 Joint  costs:  costs  of  production  process  that  yields  multipleJoint  costs:  costs  of  production  process  that  yields  multiple
products simultaneouslyproducts simultaneously

 Split off point: juncture in joint production process when two orSplit off point: juncture in joint production process when two or
more products become separately identifiablemore products become separately identifiable

 Separable  costs:  all  costs  (manufacturing,  marketing,Separable  costs:  all  costs  (manufacturing,  marketing,
distribution,  etc.)  incurred beyond the  split  off  point  that  aredistribution,  etc.)  incurred beyond the  split  off  point  that  are
assignable to each of the specific products identified at split offassignable to each of the specific products identified at split off
pointpoint

G.G. Focus of joint costingFocus of joint costing
 Assigning costs to individual products at split off pointAssigning costs to individual products at split off point
 Classifying outputs by sales valueClassifying outputs by sales value
 Changing values of products over time and distinctions of termsChanging values of products over time and distinctions of terms

in organizationsin organizations
H.H. Purposes for allocating joint costsPurposes for allocating joint costs
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 Computation of inventoriable costs and cost of  goods sold forComputation of inventoriable costs and cost of  goods sold for
financial  accounting  purposes  and  reports  for  income  taxfinancial  accounting  purposes  and  reports  for  income  tax
authoritiesauthorities

 Computation of inventoriable costs and cost of  goods sold forComputation of inventoriable costs and cost of  goods sold for
internal reporting purposes, used in division profitability analysisinternal reporting purposes, used in division profitability analysis
and affect evaluation of division managers’ performanceand affect evaluation of division managers’ performance

 Cost  reimbursement  under  contracts  for  companies  that  haveCost  reimbursement  under  contracts  for  companies  that  have
few, but not all, of products or services reimbursed under cost-few, but not all, of products or services reimbursed under cost-
plus contractsplus contracts

 Insurance-settlement computations for damage claims made onInsurance-settlement computations for damage claims made on
basis of cost information by company having joint products, mainbasis of cost information by company having joint products, main
products, or byproductsproducts, or byproducts

 Rate regulation for one or more of the jointly produced productsRate regulation for one or more of the jointly produced products
or services are subject to price regulationor services are subject to price regulation

 Litigation in which costs of joint products are key inputsLitigation in which costs of joint products are key inputs
I.I. Presence of byproducts can affect allocation of joint costs althoughPresence of byproducts can affect allocation of joint costs although

byproducts  have  much  lower  sales  value  than  joint  or  mainbyproducts  have  much  lower  sales  value  than  joint  or  main
productsproducts

J.J. Two methods of accounting for byproducts Two methods of accounting for byproducts 
 Method A: production methodMethod A: production method
 Method B: sale methodMethod B: sale method

      

6.6 MODEL EXAM QUESTIONS6.6 MODEL EXAM QUESTIONS

The following data apply to questions 1–5. The following data apply to questions 1–5. 

Brant  Corporation manufactures two products out  of  a joint process—Brant Corporation manufactures two products out  of  a joint process—
Scout and Andro.  The joint (common) costs incurred are $400,000 forScout and Andro.  The joint (common) costs incurred are $400,000 for
a standard production run that generates 70,000 pounds of Scout anda standard production run that generates 70,000 pounds of Scout and
30,000 pounds of Andro.  Scout sells for $9.00 per pound while Andro30,000 pounds of Andro.  Scout sells for $9.00 per pound while Andro
sells for $7.00 per pound.sells for $7.00 per pound.
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1.1. If there are no additional processing costs incurred after the split offIf there are no additional processing costs incurred after the split off
point,  the amount of  joint  cost  of  each production run allocated topoint,  the amount of  joint  cost  of  each production run allocated to
Scout on a physical-quantity basis isScout on a physical-quantity basis is
a.  $300,000.a.  $300,000. b. $280,000.b. $280,000.
c.   $120,000.c.   $120,000. d. $100,000.d. $100,000.

2.2. If there are no additional processing costs incurred after the splitoffIf there are no additional processing costs incurred after the splitoff
point,  the amount of  joint  cost  of  each production run allocated topoint,  the amount of  joint  cost  of  each production run allocated to
Andro on a sales value at splitoff basis isAndro on a sales value at splitoff basis is
a.   $300,000.a.   $300,000. b.   $225,000.b.   $225,000.
c.   $175,000.c.   $175,000. d.   $100,000.d.   $100,000.

3.3. If additional processing costs beyond the splitoff point are $1.00 perIf additional processing costs beyond the splitoff point are $1.00 per

pound for Scout and $2.33pound for Scout and $2.33
1
3  per pound for Andro, the amount of joint per pound for Andro, the amount of joint

cost of each production run allocated to Andro on a physical quantitycost of each production run allocated to Andro on a physical quantity
basis isbasis is
a.   $300,000.a.   $300,000. b.   $280,000.b.   $280,000.

      c.   $120,000.      c.   $120,000. d.   $100,000.d.   $100,000.
4.4. If additional processing costs beyond the splitoff point are $1.00 perIf additional processing costs beyond the splitoff point are $1.00 per

pound for Scout and $2.33pound for Scout and $2.33
1
3  per pound for Andro, the amount of joint per pound for Andro, the amount of joint

cost of each production run allocated to Andro on an estimated netcost of each production run allocated to Andro on an estimated net
realizable value basis isrealizable value basis is
a.   $80,000.a.   $80,000. b.   $147,350.b.   $147,350.
c.   $175,000.c.   $175,000. d.   $320,000.d.   $320,000.

5. Assume the same cost information as in question 4.  The amount of5. Assume the same cost information as in question 4.  The amount of
joint cost of each production run allocated to Scout using the constantjoint cost of each production run allocated to Scout using the constant
gross-margin percentage NRV method isgross-margin percentage NRV method is

a.   $224,910.a.   $224,910.            b.   $260,120.           b.   $260,120.
c.   $335,090.c.   $335,090. d.   $405,090.d.   $405,090.
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5.5. For purposes of allocating joint costs to joint products, the sales valueFor purposes of allocating joint costs to joint products, the sales value
at split off method could be used in which of the following situations?at split off method could be used in which of the following situations?

No costs beyond split offNo costs beyond split off Cost beyond split offCost beyond split off
a.a. YesYes       No      No
b.b. YesYes      Yes     Yes
c.c. NoNo      Yes     Yes
d.d. NoNo      No     No

6.6. Products G and H are joint products developed from the same processProducts G and H are joint products developed from the same process
with each being processed further.  Joint costs are incurred until splitwith each being processed further.  Joint costs are incurred until split
off; the separable costs are incurred in further refining each product. off; the separable costs are incurred in further refining each product. 

 Sales values of G and H at split off are used to allocate joint costs.  If the Sales values of G and H at split off are used to allocate joint costs.  If the
sales value of G at split off increases and all other costs and selling pricessales value of G at split off increases and all other costs and selling prices
remain unchanged, the gross margin ofremain unchanged, the gross margin of

      G      G          H      H    
a.a. increasesincreases increasesincreases
b.b. increasesincreases decreasesdecreases
c.c. decreasesdecreases decreasesdecreases
d.d. decreasesdecreases increasesincreases

7.7. Tanner Company manufactures products Katran and Klare from a jointTanner Company manufactures products Katran and Klare from a joint
process.  Product Katran has been allocated $7,500 of total joint costsprocess.  Product Katran has been allocated $7,500 of total joint costs
of $30,000 for the 1,500 units produced.  Katran can be sold at theof $30,000 for the 1,500 units produced.  Katran can be sold at the
splitoff  point  for  $4  per  unit,  or  it  can  be  processed  further  withsplitoff  point  for  $4  per  unit,  or  it  can  be  processed  further  with
additional  costs  of  $2,000 and  sold  for  $7  per  unit.    If  Katran  isadditional  costs  of  $2,000 and  sold  for  $7  per  unit.    If  Katran  is
processed further and sold, the result would beprocessed further and sold, the result would be

a.a. a break-even situation.a break-even situation.
b.b. an overall loss of $1,500.an overall loss of $1,500.
c.c. a gain of $2,500 from further processing.a gain of $2,500 from further processing.
d.d. a gain of $1,000 from further processing.a gain of $1,000 from further processing.
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8.8. In  accounting  for  byproducts,  the  value  of  the  byproduct  may  beIn  accounting  for  byproducts,  the  value  of  the  byproduct  may  be
recognized at the time ofrecognized at the time of

ProductionProduction SaleSale
a.                 Yesa.                 Yes NoNo
b.b.   Yes  Yes            Yes           Yes
c.                  Noc.                  No             No            No
d.d.    No   No YesYes             

9.9. Mohler Corporation manufactures a product that yields the byproduct,Mohler Corporation manufactures a product that yields the byproduct,
Jep.  The only costs associated with Jep are selling costs of $0.10 forJep.  The only costs associated with Jep are selling costs of $0.10 for
each unit sold.  Mohler accounts for sales of Jep by deducting Jep’seach unit sold.  Mohler accounts for sales of Jep by deducting Jep’s
separable costs from Jep’s sales and then deducting this net amountseparable costs from Jep’s sales and then deducting this net amount
from the major product’s cost of goods sold.  Jep’s sales were 200,000from the major product’s cost of goods sold.  Jep’s sales were 200,000
units at $1.00 each.  If Mohler changes its method of accounting forunits at $1.00 each.  If Mohler changes its method of accounting for
Jep’s sales of showing the net amount as additional sales revenue, theJep’s sales of showing the net amount as additional sales revenue, the
Mohler’s gross margin wouldMohler’s gross margin would

a.a. Increase by $180,000.Increase by $180,000.
b.b. Increase by $200,000.Increase by $200,000.
c.c. Increase by $220,000.Increase by $220,000.
d.d. Be unaffected.Be unaffected.

Work out Work out 
1.1. Cross  company  produce  a  product  used  in  preserving  grain  andCross  company  produce  a  product  used  in  preserving  grain  and

other food products many of  the firms product are made in jointother food products many of  the firms product are made in joint
production progress one of such group is called phenol group whichproduction progress one of such group is called phenol group which
resulted in a joint cost of Br. 240.000 and the following productionresulted in a joint cost of Br. 240.000 and the following production
quantities and cost after split off in the month of June.quantities and cost after split off in the month of June.

Product Product Output in kg Output in kg SellingSelling
price/kprice/k
g g 

Cost  afterCost  after
split off split off 

NRV  at  splitNRV  at  split
off off 

PH   01PH   01 60.00060.000 Br. 4Br. 4 Br. 60.000Br. 60.000 120.000120.000

PH   02PH   02 30.00030.000       8      8     120.000    120.000 100.000100.000
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PH   03PH   03 10.00010.000       12      12        30.000       30.000    80.000   80.000

Total Total 100.000100.000      210.000     210.000 300.000300.000

Required Required 
1.1. Allocate the joint cost for joint products in each of the followingAllocate the joint cost for joint products in each of the following

allocation basesallocation bases
a.a. Physical units allocation methodPhysical units allocation method
b.b. Sales value allocation methodSales value allocation method
c.c. NRV joint cost allocation methodNRV joint cost allocation method
d.d. Gross profit percentage method  Gross profit percentage method  

2. XYZ Company produced 500 units at a unit cost of $ 100. On March2. XYZ Company produced 500 units at a unit cost of $ 100. On March
4,  2000  inspection  shows  that  5  units  have  defects  and  have  an4,  2000  inspection  shows  that  5  units  have  defects  and  have  an
estimated sales value of $30 per unit.estimated sales value of $30 per unit.

Instructions:Instructions:
A.A. assuming that the units are spoiled , prepare journal entry to recordassuming that the units are spoiled , prepare journal entry to record

the estimated value of the rejected units assuming that the estimated value of the rejected units assuming that 
i.i. the spoilage is normal and common to all jobsthe spoilage is normal and common to all jobs
ii.ii. the spoilage is normal and peculiar to a specific jobthe spoilage is normal and peculiar to a specific job
iii.iii. the spoilage is abnormalthe spoilage is abnormal

B.B. assuming that the units are defective instead of spoiled, prepareassuming that the units are defective instead of spoiled, prepare
journal entry to record the total rework cost of $190(raw materials,journal entry to record the total rework cost of $190(raw materials,
$40; labor, $100 and FOH applied, $50).Assume that $40; labor, $100 and FOH applied, $50).Assume that 

i.i. the defective units are normal and common to all jobsthe defective units are normal and common to all jobs
ii.ii. the defective units are normal and peculiar to a specific jobthe defective units are normal and peculiar to a specific job
iii.iii. the defective units are abnormalthe defective units are abnormal

3.  Rich supply  corporation maintains  a  scrap inventory account for3.  Rich supply  corporation maintains  a  scrap inventory account for
metal scrap recovered from operations in the cutting department. Onmetal scrap recovered from operations in the cutting department. On
December, 11, 2000, 5300 pounds of scrap with an estimated marketDecember, 11, 2000, 5300 pounds of scrap with an estimated market
value of $ 2385 are transferred from the factory to the store room.value of $ 2385 are transferred from the factory to the store room.

Instructions:Instructions: prepare the necessary journal entries to record   prepare the necessary journal entries to record  
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i.i. The storage of metal scrapThe storage of metal scrap
ii.ii. The sale of 1900 pounds of scrap at recorded value forThe sale of 1900 pounds of scrap at recorded value for

cashcash
iii.iii. The sale of 2100 pounds of scrap at $0.52 a pound onThe sale of 2100 pounds of scrap at $0.52 a pound on

creditcredit
iv.iv. The sale of 1300 pounds of scrap at $0. 39 a pound onThe sale of 1300 pounds of scrap at $0. 39 a pound on

creditcredit

Assuming:Assuming:
   Case A) the scrape is a high value and can be identified to a specific job   Case A) the scrape is a high value and can be identified to a specific job
    Case B) the scrap is a low value and can be identified to a specific job    Case B) the scrap is a low value and can be identified to a specific job
                              
4. The manufacturing process in the Shaping Department of PARADISE4. The manufacturing process in the Shaping Department of PARADISE
Company results in a byproduct. The company accumulate the by productCompany results in a byproduct. The company accumulate the by product
and periodically sells it.  During April  20x4, by product with estimatedand periodically sells it.  During April  20x4, by product with estimated
sales of Br.1, 300 were removed from the factory floor and stored in asales of Br.1, 300 were removed from the factory floor and stored in a
warehouse. In May 20x4, the materials were sold for Br.1, 220.warehouse. In May 20x4, the materials were sold for Br.1, 220.
Instructions:  Instructions:  Give journal entries to record the above facts assumingGive journal entries to record the above facts assuming
thatthat

i.i. Byproducts are recognized at the point of sales and treated as Byproducts are recognized at the point of sales and treated as 
a)a) as a cost reduction from the main productas a cost reduction from the main product
b)b) as other incomeas other income

ii.ii. Byproducts are recognized at the point of production and treated asByproducts are recognized at the point of production and treated as
a)a) as a cost reduction from the main productas a cost reduction from the main product
b)b) as other incas other inc

5.  5.  In Shaping Department of Royal Company, a byproduct is removed.In Shaping Department of Royal Company, a byproduct is removed.
The material is further processed and then sold. The company uses theThe material is further processed and then sold. The company uses the
reversal cost method to account for the by product. Data for Decemberreversal cost method to account for the by product. Data for December
20x3 follow:20x3 follow:

Byproduct removed, 8, 200 kilograms.Byproduct removed, 8, 200 kilograms.
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Estimated sales price of the byproduct after further process, Br.1Estimated sales price of the byproduct after further process, Br.1
per K.G.per K.G.

Estimated manufacturing cost after separation, Br.0.30 per K.G.Estimated manufacturing cost after separation, Br.0.30 per K.G.
Estimated selling and Administrative costs, 20% of sales price.Estimated selling and Administrative costs, 20% of sales price.
Estimated normal net profit, 6% of sales price.Estimated normal net profit, 6% of sales price.

Instruction:Instruction:
a)a) Compute the value to be assigned to the by product and removedCompute the value to be assigned to the by product and removed

from WIP at the point of separation.from WIP at the point of separation.
b)b) Make the necessary journal entries to:Make the necessary journal entries to:

i.i. Record the transfer of estimated costs incurred beforeRecord the transfer of estimated costs incurred before
separation to the by product.separation to the by product.

ii.ii. Record  the  additional  processing  costs  afterRecord  the  additional  processing  costs  after
separation. Assume that costs to further process theseparation. Assume that costs to further process the
byproduct follows:byproduct follows:

Materials……………………………………… Br. 1, 000Materials……………………………………… Br. 1, 000
Labor………………………………………….       1,200Labor………………………………………….       1,200
Overhead…………………………………..….          260Overhead…………………………………..….          260

6. In Fasika Machine Shop, 10 machine parts out of lot of 100 machine6. In Fasika Machine Shop, 10 machine parts out of lot of 100 machine
parts are spoiled. Costs assigned up to the point of inspection are Br. 4,parts are spoiled. Costs assigned up to the point of inspection are Br. 4,
000 per unit. The current disposal price of the spoiled parts is estimated000 per unit. The current disposal price of the spoiled parts is estimated
to Br 1, 200.to Br 1, 200.
Instructions:Instructions:
a. Prepare the necessary journal entry as the spoiled units are identifieda. Prepare the necessary journal entry as the spoiled units are identified
and given that they are related to the particular jobs.and given that they are related to the particular jobs.
b. Calculate the cost of good units.b. Calculate the cost of good units.
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7.0 INTRODUCTION7.0 INTRODUCTION

 Dear  learner,  welcome  to  the  sixth  unit  of  the  Cost  andDear  learner,  welcome  to  the  sixth  unit  of  the  Cost  and

Management  Accounting  I  course.  Activity-based  costing  (ABC)  is  aManagement  Accounting  I  course.  Activity-based  costing  (ABC)  is  a
methodology for more precisely allocatingmethodology for more precisely allocating  overheadoverhead  to those items thatto those items that
actually  use it.  The system can be used for the targeted reduction ofactually  use it.  The system can be used for the targeted reduction of
overheadoverhead  costscosts. ABC works best in complex environments, where there. ABC works best in complex environments, where there
are many machines and products, and tangled processes that are not easyare many machines and products, and tangled processes that are not easy
to sort  out.  Conversely,  it  is  of  less use in a streamlined environmentto sort  out.  Conversely,  it  is  of  less use in a streamlined environment
where production processes are abbreviated.where production processes are abbreviated.

Activity Based CostingActivity Based Costing
(a) Activity based costing (ABC) is a form of absorption costing.Activity based costing (ABC) is a form of absorption costing.

However,  it  differs  from  traditional  absorption  costing,However,  it  differs  from  traditional  absorption  costing,
because it takes a different approach to the apportionmentbecause it takes a different approach to the apportionment
and absorption of production overhead costsand absorption of production overhead costs..

(b) ABC involves the identification of the factors (cost drivers)ABC involves the identification of the factors (cost drivers)
which cause the costs of an organization’s major activities.which cause the costs of an organization’s major activities.
Support overheads are charged to products on the basis ofSupport overheads are charged to products on the basis of
their usage of an activity.their usage of an activity.
(i) For costs that vary with production level in the shortFor costs that vary with production level in the short

term, the cost driver will  be volume related (labor orterm, the cost driver will  be volume related (labor or
machine hours).machine hours).

(ii)(ii) Overheads that vary with some other activity (and notOverheads that vary with some other activity (and not
volume  of  production)  should  be  traced  to  productsvolume  of  production)  should  be  traced  to  products
using transaction-based costusing transaction-based cost drivers such as productiondrivers such as production
runs or number of orders received.runs or number of orders received.

7.1.7.1.  LEARNING LEARNING  OBJECTIVESOBJECTIVES  

Overview

Dear learner! At the end of the session you are expected to:Dear learner! At the end of the session you are expected to:
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After completing this chapter, students will be able to:After completing this chapter, students will be able to:

 Explain the ABC concept and the reasons for development of Explain the ABC concept and the reasons for development of 
ABC.ABC.

 Identify appropriate cost drivers under ABC.Identify appropriate cost drivers under ABC.
 Calculate costs per driver and per unit using ABC.Calculate costs per driver and per unit using ABC.
 Compare ABC and traditional methods of overhead absorption Compare ABC and traditional methods of overhead absorption 

based on production units, labor hours or machine hours.based on production units, labor hours or machine hours.
 Explain when to use ABC is more appropriate.Explain when to use ABC is more appropriate.
 Explain how ABC can assist the decision making for 

management.
 Describe the advantages and disadvantages of ABC.

7.2.7.2. REASONS FOR THE DEVELOPMENT OF ABCREASONS FOR THE DEVELOPMENT OF ABC

In recent years, there has been dramatic fall in the costs of processingIn recent years, there has been dramatic fall in the costs of processing
information. And, with the advent of advanced manufacturing technologyinformation. And, with the advent of advanced manufacturing technology
(AMT), overheads are likely to be far more important and in fact direct(AMT), overheads are likely to be far more important and in fact direct
labor may account for as little as 5% of a product’s cost. It therefore nowlabor may account for as little as 5% of a product’s cost. It therefore now
appears difficult to justify the use of direct labor or direct material as theappears difficult to justify the use of direct labor or direct material as the
basis  from  absorbing  overheads  or  to  believe  that  errors  made  inbasis  from  absorbing  overheads  or  to  believe  that  errors  made  in
attributing overheads will not be significant.attributing overheads will not be significant.
Many resources are used in non-volume related support activities, suchMany resources are used in non-volume related support activities, such
as  setting-up,  production  scheduling,  inspection  and  data  processing.as  setting-up,  production  scheduling,  inspection  and  data  processing.
These support activities assist the efficient manufacture of a wide rangeThese support activities assist the efficient manufacture of a wide range
of products and are not, in general, affected by changes in productionof products and are not, in general, affected by changes in production
volume. They tend to vary in the long term according to the range andvolume. They tend to vary in the long term according to the range and
complexity  of  the  products  manufactured  rather  than  the  volume  ofcomplexity  of  the  products  manufactured  rather  than  the  volume  of
output.output.

Example 1Example 1
The wider the range and the more complex the products, the moreThe wider the range and the more complex the products, the more
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support activities will be required. Consider, for example, factory Xsupport activities will be required. Consider, for example, factory X
which  produces  10,000  units  of  one  product,  the  Alpha,  andwhich  produces  10,000  units  of  one  product,  the  Alpha,  and
factory Y which produces 1,000 units each of ten slightly differentfactory Y which produces 1,000 units each of ten slightly different
versions of the Alpha. Support activities costs in the factory Y areversions of the Alpha. Support activities costs in the factory Y are
likely to be a lot higher than in factory X but the factories producelikely to be a lot higher than in factory X but the factories produce
an identical number of units. For example, factory X will only needan identical number of units. For example, factory X will only need
to set-up once whereas factory Y will have to set-up the productionto set-up once whereas factory Y will have to set-up the production
run at least ten times for the ten different products. Factory Y willrun at least ten times for the ten different products. Factory Y will
therefore  incur  more  set-up  costs  for  the  same  volume  oftherefore  incur  more  set-up  costs  for  the  same  volume  of
production.production.

7.3.7.3. STEPS IN APPLICATION OF ABC SYSTEMSTEPS IN APPLICATION OF ABC SYSTEM  

An ABC system operates as follows:An ABC system operates as follows:
Step 1:Step 1: Identify an organization’s major activities.Identify an organization’s major activities.
Step 2:Step 2: Identify the factors which determine the size of the costs ofIdentify the factors which determine the size of the costs of

an activity/cause the costs of an activity. These are known asan activity/cause the costs of an activity. These are known as
cost drivers.cost drivers.

Step 3:Step 3: Collect the costs associated with each cost driver into whatCollect the costs associated with each cost driver into what
are known as cost pools.are known as cost pools.

Step 4:Step 4: Charge costs to products on the basis of their usage of theCharge costs to products on the basis of their usage of the
activity. A product’s usage of an activity is measured by theactivity. A product’s usage of an activity is measured by the
number of the activity’s cost driver it generates.number of the activity’s cost driver it generates.

It is not always obvious what the cost driver for an activity might be. AIt is not always obvious what the cost driver for an activity might be. A
cost driver might be unique to the activity. Here are some examples.cost driver might be unique to the activity. Here are some examples.

ActivityActivity Possible cost driverPossible cost driver
Materials  handling  andMaterials  handling  and
storagestorage

Raw  materials:  purchases  ofRaw  materials:  purchases  of
materialsmaterials
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Finished goods: volume of productsFinished goods: volume of products
mademade

Customer order processingCustomer order processing No. of customer ordersNo. of customer orders
Materials purchasingMaterials purchasing No. of purchase ordersNo. of purchase orders
Quality  control  andQuality  control  and
inspectioninspection

No. of inspectionsNo. of inspections

Production planningProduction planning No. of production runs or batchesNo. of production runs or batches
Repairs and maintenanceRepairs and maintenance No. of machines, or machine hoursNo. of machines, or machine hours

operatedoperated

7.4.7.4. TRADITIONAL ABSORPTION COSTING VS ABC SYSTEMSTRADITIONAL ABSORPTION COSTING VS ABC SYSTEMS

Traditional costing systems, which assume that all products consume allTraditional costing systems, which assume that all products consume all
resources in proportion to their production volumes, tend to allocate tooresources in proportion to their production volumes, tend to allocate too
great a proportion of overheads to high volume products and too small agreat a proportion of overheads to high volume products and too small a
proportion  of  overheads  to  low  volume  products.  ABC  attempts  toproportion  of  overheads  to  low  volume  products.  ABC  attempts  to
overcome  this  problem.  The  difference  between  traditional  absorptionovercome  this  problem.  The  difference  between  traditional  absorption
costing and ABC is shown by the following diagrams:costing and ABC is shown by the following diagrams:
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Although ABC is a form of absorption costing, the effect of ABC could beAlthough ABC is a form of absorption costing, the effect of ABC could be
to allocate overheads in a completely different way between products.to allocate overheads in a completely different way between products.
Product  costs and product  profitability  will  therefore be very differentProduct  costs and product  profitability  will  therefore be very different
with ABC compared with traditional absorption costing.with ABC compared with traditional absorption costing.

Example 2Example 2
Entity  Blue  makes  and  sells  two  products,  X  and  Y.  Data  forEntity  Blue  makes  and  sells  two  products,  X  and  Y.  Data  for
production and sales each month are as follows:production and sales each month are as follows:

Product XProduct X Product YProduct Y
Sales demandSales demand 4,000 units4,000 units 8,000 units8,000 units
Direct  materialDirect  material
cost/unitcost/unit

$20$20 $10$10

Direct  laborDirect  labor
hours/unithours/unit

0.1 hour0.1 hour 0.2 hours0.2 hours

Direct  laborDirect  labor
cost/unitcost/unit

$2$2 $4$4

Production  overheads  are  $500,000  each  month.  These  areProduction  overheads  are  $500,000  each  month.  These  are
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absorbed on direct labor hour basis.absorbed on direct labor hour basis.
An analysis of overhead costs suggests that there are four mainAn analysis of overhead costs suggests that there are four main
activities that cause overhead expenditure.activities that cause overhead expenditure.
ActivityActivity TotalTotal

costcost
Cost driverCost driver TotalTotal

numbenumbe
rr

ProducProduc
t Xt X

ProducProduc
t Yt Y

$$
Batch setupBatch setup 100,000100,000 No.  of  set-No.  of  set-

upsups
2020 1010 1010

OrderOrder
handlinghandling

200,000200,000 No.  ofNo.  of
ordersorders

4040 2424 1616

MachiningMachining 120,000120,000 MachineMachine
hourshours

15,00015,000 6,0006,000 9,0009,000

QualityQuality
controlcontrol

80,00080,000 No.  ofNo.  of
checkschecks

3232 1818 1414

500,000500,000
Required:Required:
Calculate the full production costs for Product X and Product Y,Calculate the full production costs for Product X and Product Y,
using:using:
(a)(a) Traditional absorption costingTraditional absorption costing
(b)(b) Activity based costing.Activity based costing.

Solution:
Traditional absorption costing
The overhead absorption rate = $500,000/ (4,000 × 0.1 + 8,000The overhead absorption rate = $500,000/ (4,000 × 0.1 + 8,000
× 0.2) = $250× 0.2) = $250

Product XProduct X Product YProduct Y TotalTotal
$$ $$

Direct materialsDirect materials 2020 1010
Direct laborDirect labor 22 44
Overhead  (at  $250  perOverhead  (at  $250  per
hour)hour)

2525 5050

Cost per unitCost per unit 4747 6464

No. of unitsNo. of units 4,0004,000 8,0008,000

Total costTotal cost $188,000$188,000 $512,000$512,000 $700.000$700.000

Activity based costingActivity based costing

36



ActivityActivity TotalTotal
costcost

Cost driverCost driver ProduProdu
ct Xct X

ProduProdu
ct Yct Y

$$ $$ $$ $$
Batch setupBatch setup 100,00100,00

00
Cost/setupCost/setup 5,005,00

00
50,00050,000 50,00050,000

OrderOrder
handlinghandling

200,00200,00
00

Cost/orderCost/order 5,005,00
00

120,00120,00
00

80,00080,000

MachiningMachining 120,00120,00
00

Cost/machineCost/machine
hourhour

88 48,00048,000 72,00072,000

QualityQuality
controlcontrol

80,00080,000 Cost/checkCost/check 2,502,50
00

45,00045,000 35,00035,000

500,00500,00
00

263,00263,00
00

237,00237,00
00

Product XProduct X Product YProduct Y TotalTotal
$$ $$ $$

Direct materialsDirect materials 80,00080,000 80,00080,000
Direct laborDirect labor 8,0008,000 32,00032,000
OverheadOverhead 263,000263,000 237,000237,000
Total costTotal cost 351,000351,000 349,000349,000 700,000700,000

No. of unitsNo. of units 4,0004,000 8,0008,000

Cost per unitCost per unit $87.75$87.75 $43.625$43.625

Using ABC in this  situation,  the cost  per  unit  of  Product  X isUsing ABC in this  situation,  the cost  per  unit  of  Product  X is
much  higher  than  with  traditional  absorption  costing  and  formuch  higher  than  with  traditional  absorption  costing  and  for
Product Y the unit cost is much less.Product Y the unit cost is much less.

The difference is caused by the fact that Product X use only 20%The difference is caused by the fact that Product X use only 20%
of total direct labor hours worked, but much larger proportions ofof total direct labor hours worked, but much larger proportions of
set-up resources, order handling resources, machining time andset-up resources, order handling resources, machining time and
quality control resources. As a result, the overheads charged toquality control resources. As a result, the overheads charged to
each product are substantially different.each product are substantially different.

This  is  an  important  feature  of  activity-based  costing.  TheThis  is  an  important  feature  of  activity-based  costing.  The
overheads charged to products, and so the overhead cost per unitoverheads charged to products, and so the overhead cost per unit
of product, can be significantly different from the overhead costof product, can be significantly different from the overhead cost
per  unit  that  would  be  obtained  from  traditional  absorptionper  unit  that  would  be  obtained  from  traditional  absorption
costing.costing.
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7.5.7.5. WHEN TO USE ABC WHEN TO USE ABC   

Activity based costing could be suitable as a method of costing in theActivity based costing could be suitable as a method of costing in the
following circumstances:following circumstances:
(a)(a) In a manufacturing environment, where absorption costing isIn a manufacturing environment, where absorption costing is

required for inventory valuations.required for inventory valuations.
(b)(b) Where a large proportion of production costs are overheadWhere a large proportion of production costs are overhead

costs, and direct labor costs are relatively small.costs, and direct labor costs are relatively small.
(c)(c) Where products are complex.Where products are complex.
(d)(d) Where products are provided to customer specifications.Where products are provided to customer specifications.
(e)(e) Where order sizes differ substantially, and order handling andWhere order sizes differ substantially, and order handling and

dispatch activity costs are significant.dispatch activity costs are significant.

 Learning Activity 7.1 

Answer the following questions.
1.1. What is the difference between ABC costing and absorption What is the difference between ABC costing and absorption 

costing?costing?

                                                                                                                    
                                                                                                                    

2.2. When do we use ABC costing?When do we use ABC costing?

                                                                                                                    
                                                                                                                    

7.6.7.6. ABC AND DECISION MAKINGABC AND DECISION MAKING
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 The traditional cost behavior patterns of fixed cost and variable costThe traditional cost behavior patterns of fixed cost and variable cost
are  felt  by  advocates  of  ABC  to  be  unsuitable  for  longer-termare  felt  by  advocates  of  ABC  to  be  unsuitable  for  longer-term
decisions, decisions, when resources are not fixed and changes in the volumewhen resources are not fixed and changes in the volume
or mix of business can be expected to have an impact on the cost ofor mix of business can be expected to have an impact on the cost of
all resources used, not just short-term variable costs.all resources used, not just short-term variable costs.

 ABC  attempts  to  relate  the  incidence  of  costs  to  the  level  ofABC  attempts  to  relate  the  incidence  of  costs  to  the  level  of
activities undertaken. A hierarchy of activities has been suggested.activities undertaken. A hierarchy of activities has been suggested.

ClassificatioClassificatio
n leveln level

Cause of costCause of cost Types of costTypes of cost Cost driverCost driver

Unit levelUnit level Production  /Production  /
acquisition  of  aacquisition  of  a
single  unit  ofsingle  unit  of
product  or  deliveryproduct  or  delivery
of  single  unit  ofof  single  unit  of
serviceservice

Direct materialsDirect materials
Direct laborDirect labor

Units producedUnits produced

Batch levelBatch level A  group  of  thingsA  group  of  things
being  made,being  made,
handled  orhandled  or
processedprocessed

Purchase ordersPurchase orders
Set-upsSet-ups
InspectionInspection

BatchesBatches
producedproduced

ProductProduct
levellevel

Development,Development,
production  orproduction  or
acquisition  ofacquisition  of
different itemsdifferent items

EquipmentEquipment
maintenancemaintenance
ProductProduct
developmentdevelopment

Product  linesProduct  lines
producedproduced

FacilityFacility
sustainingsustaining
levellevel

Some  costs  cannotSome  costs  cannot
be  related  to  abe  related  to  a
particular  line,particular  line,
instead  they  areinstead  they  are
related  torelated  to
maintaining  themaintaining  the
buildings  andbuildings  and
facilities.  Thesefacilities.  These
costs  cannot  becosts  cannot  be
related  to  costrelated  to  cost
objects  with  anyobjects  with  any
degree  of  accuracydegree  of  accuracy
and  are  oftenand  are  often
excluded from ABCexcluded from ABC
calculations for thiscalculations for this
reason.reason.

BuildingBuilding
depreciationdepreciation
OrganizationalOrganizational
advertisingadvertising

None – supportsNone – supports
the  overallthe  overall
production  orproduction  or
service processservice process
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7.7.7.7. ADVANTAGES AND DISADVANTAGES OF ABCADVANTAGES AND DISADVANTAGES OF ABC  

7.7.1. Advantages of ABC:7.7.1. Advantages of ABC:

The fundamental advantage of using an ABC system is to more preciselyThe fundamental advantage of using an ABC system is to more precisely
determine how overhead is used. Once you have an ABC system, you candetermine how overhead is used. Once you have an ABC system, you can
obtain better information about the following issues:obtain better information about the following issues:

 Activity costsActivity costs. ABC is designed to track the cost of activities, so. ABC is designed to track the cost of activities, so
you can use it to see if activity costs are in line with industryyou can use it to see if activity costs are in line with industry
standards.  If  not,  ABC  is  an  excellent  feedback  tool  forstandards.  If  not,  ABC  is  an  excellent  feedback  tool  for
measuring the ongoing cost of specific services as managementmeasuring the ongoing cost of specific services as management
focuses on cost reduction.focuses on cost reduction.

 Customer profitabilityCustomer profitability. Though most of the costs incurred for. Though most of the costs incurred for
individual customers are simply product costs, there is also anindividual customers are simply product costs, there is also an
overhead component, such as unusually high customer serviceoverhead component, such as unusually high customer service
levels,  product  return  handling,  and  cooperative  marketinglevels,  product  return  handling,  and  cooperative  marketing
agreements. An ABC system can sort through these additionalagreements. An ABC system can sort through these additional
overhead  costs  and  help  you  determine  which  customers  areoverhead  costs  and  help  you  determine  which  customers  are
actually earning you a reasonable profit. This analysis may resultactually earning you a reasonable profit. This analysis may result
in  some  unprofitable  customers  being  turned  away,  or  morein  some  unprofitable  customers  being  turned  away,  or  more
emphasis being placed on those customers who are earning theemphasis being placed on those customers who are earning the
company its largest profits.company its largest profits.

 Distribution  costDistribution  cost.  The  typical  company  uses  a  variety  of.  The  typical  company  uses  a  variety  of
distribution channels to sell its products, such as retail, Internet,distribution channels to sell its products, such as retail, Internet,
distributors, and mail order catalogs. Most of the structural costdistributors, and mail order catalogs. Most of the structural cost
of maintaining a distribution channel is overhead, so if you canof maintaining a distribution channel is overhead, so if you can
make a reasonable determination of which distribution channelsmake a reasonable determination of which distribution channels
are  using  overhead,  you  can  make  decisions  to  alter  howare  using  overhead,  you  can  make  decisions  to  alter  how
distribution  channels  are  used,  or  even  to  drop  unprofitabledistribution  channels  are  used,  or  even  to  drop  unprofitable
channels.channels.

 Make or buy.Make or buy. ABC provides a comprehensive view of every cost ABC provides a comprehensive view of every cost
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associated with the in-house manufacture of a product, so thatassociated with the in-house manufacture of a product, so that
you can see precisely which costs will be eliminated if an item isyou can see precisely which costs will be eliminated if an item is
outsourced, versus which costs will remain.outsourced, versus which costs will remain.

 MarginsMargins. With proper overhead allocation from an ABC system,. With proper overhead allocation from an ABC system,
you  can  determine  the  margins  of  various  products,  productyou  can  determine  the  margins  of  various  products,  product
lines,  and  entire  subsidiaries.  This  can  be  quite  useful  forlines,  and  entire  subsidiaries.  This  can  be  quite  useful  for
determining where to position company resources to earn thedetermining where to position company resources to earn the
largest margins.largest margins.

 Minimum priceMinimum price.  Product pricing is really based on the price. Product pricing is really based on the price
that  the  market  will  bear,  but  the  marketing manager  shouldthat  the  market  will  bear,  but  the  marketing manager  should
know what the cost of the product is, in order to avoid selling aknow what the cost of the product is, in order to avoid selling a
product that will lose a company money on every sale. ABC isproduct that will lose a company money on every sale. ABC is
very  good  for  determining  which  overhead  costs  should  bevery  good  for  determining  which  overhead  costs  should  be
included  in  this  minimum  cost,  depending  upon  theincluded  in  this  minimum  cost,  depending  upon  the
circumstances under which products are being sold.circumstances under which products are being sold.

 Production facility costProduction facility cost. It is usually quite easy to segregate. It is usually quite easy to segregate
overhead costs at the plant-wide level, so you can compare theoverhead costs at the plant-wide level, so you can compare the
costs of production between different facilities.costs of production between different facilities.

7.7.2. Disadvantages of ABC7.7.2. Disadvantages of ABC

Many companies initiate ABC projects with the best of intentions, only toMany companies initiate ABC projects with the best of intentions, only to
see a very high proportion of the projects either fail or eventually lapsesee a very high proportion of the projects either fail or eventually lapse
into disuse. There are several reasons for these issues, which are:into disuse. There are several reasons for these issues, which are:

 Cost pool volumeCost pool volume. The advantage of an ABC system is the high. The advantage of an ABC system is the high
quality of information that it produces, but this comes at the cost ofquality of information that it produces, but this comes at the cost of
using a large number of cost pools – and the more cost pools thereusing a large number of cost pools – and the more cost pools there
are, the greater the cost of managing the system. To reduce thisare, the greater the cost of managing the system. To reduce this
cost, run an ongoing analysis of the cost to maintain each cost pool,cost, run an ongoing analysis of the cost to maintain each cost pool,
in comparison to the utility of the resulting information. Doing soin comparison to the utility of the resulting information. Doing so
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should  keep  the  number  of  cost  pools  down  to  manageableshould  keep  the  number  of  cost  pools  down  to  manageable
proportions.proportions.

 Installation timeInstallation time. ABC systems are notoriously difficult to install,. ABC systems are notoriously difficult to install,
with  multi-year  installations  being  the  norm  when  a  companywith  multi-year  installations  being  the  norm  when  a  company
attempts to install it across all product lines and facilities. For suchattempts to install it across all product lines and facilities. For such
comprehensive installations, it is difficult to maintain a high level ofcomprehensive installations, it is difficult to maintain a high level of
management and budgetary support as the months roll by withoutmanagement and budgetary support as the months roll by without
installation  being completed.  Success  rates  are  much higher  forinstallation  being completed.  Success  rates  are  much higher  for
smaller, more targeted ABC installations.smaller, more targeted ABC installations.

 Multi-department  data  sourcesMulti-department  data  sources.  An  ABC  system  may  require.  An  ABC  system  may  require
data  input  from  multiple  departments  and  each  of  thosedata  input  from  multiple  departments  and  each  of  those
departments  may  have  greater  priorities  than  the  ABC  system.departments  may  have  greater  priorities  than  the  ABC  system.
Thus, the larger the number of departments involved in the system,Thus, the larger the number of departments involved in the system,
the  greater  the  risk  that  data  inputs  will  fail  over  time.  Thisthe  greater  the  risk  that  data  inputs  will  fail  over  time.  This
problem  can  be  avoided  by  designing  the  system  to  only  needproblem  can  be  avoided  by  designing  the  system  to  only  need
information from the most supportive managers.information from the most supportive managers.

 Project  basisProject  basis.  Many  ABC  projects  are  authorized  on  a  project.  Many  ABC  projects  are  authorized  on  a  project
basis, so that information is only collected once; the information isbasis, so that information is only collected once; the information is
useful  for  a  company’s  current  operational  situation,  and  ituseful  for  a  company’s  current  operational  situation,  and  it
gradually  declines  in  usefulness  as  the  operational  structuregradually  declines  in  usefulness  as  the  operational  structure
changes  over  time.  Management  may  not  authorize  funding  forchanges  over  time.  Management  may  not  authorize  funding  for
additional ABC projects later on, so ABC tends to be “done” onceadditional ABC projects later on, so ABC tends to be “done” once
and then discarded. To mitigate this issue, build as much of the ABCand then discarded. To mitigate this issue, build as much of the ABC
data  collection structure  into  the  existing  accounting system,  sodata  collection structure  into  the  existing  accounting system,  so
that the cost of these projects is reduced; at a lower cost, it is morethat the cost of these projects is reduced; at a lower cost, it is more
likely that additional ABC projects will be authorized in the future.likely that additional ABC projects will be authorized in the future.

 Reporting of unused timeReporting of unused time. When a company asks its employees. When a company asks its employees
to report on the time spent on various activities, they have a strongto report on the time spent on various activities, they have a strong
tendency to make sure that the reported amounts equal 100% oftendency to make sure that the reported amounts equal 100% of
their  time.  However,  there  is  a  large  amount  oftheir  time.  However,  there  is  a  large  amount  of  slackslack  time  intime  in
anyone’s  work  day  that  may  involve  breaks,  administrativeanyone’s  work  day  that  may  involve  breaks,  administrative
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meetings, playing games on the Internet, and so forth. Employeesmeetings, playing games on the Internet, and so forth. Employees
usually mask these activities by apportioning more time to otherusually mask these activities by apportioning more time to other
activities. These inflated numbers represent misallocations of costsactivities. These inflated numbers represent misallocations of costs
in the ABC system, sometimes by quite substantial amounts.in the ABC system, sometimes by quite substantial amounts.

 Separate data setSeparate data set. An ABC system rarely can be constructed to. An ABC system rarely can be constructed to
pull all of the information it needs directly from thepull all of the information it needs directly from the  general ledgergeneral ledger..
Instead, it  requires a separate database that pulls in informationInstead, it  requires a separate database that pulls in information
from several sources, only one of which is existing general ledgerfrom several sources, only one of which is existing general ledger
accounts. It can be quite difficult to maintain this extra database,accounts. It can be quite difficult to maintain this extra database,
since it calls for significant extra staff time for which there may notsince it calls for significant extra staff time for which there may not
be  an  adequate  budget.  The  best  work-around  is  to  design  thebe  an  adequate  budget.  The  best  work-around  is  to  design  the
system to require the minimum amount of additional informationsystem to require the minimum amount of additional information
other than that which is already available in the general ledger.other than that which is already available in the general ledger.

 Targeted usageTargeted usage. The benefits of ABC are most apparent when cost. The benefits of ABC are most apparent when cost
accounting information is difficult to discern, due to the presence ofaccounting information is difficult to discern, due to the presence of
multiple product lines, machines being used for the production ofmultiple product lines, machines being used for the production of
many products, numerous machine setups, and so forth – in othermany products, numerous machine setups, and so forth – in other
words, in complex production environments. If a company does notwords, in complex production environments. If a company does not
operate in such an environment, then it may spend a great deal ofoperate in such an environment, then it may spend a great deal of
money  on  an  ABC  installation,  only  to  find  that  the  resultingmoney  on  an  ABC  installation,  only  to  find  that  the  resulting
information is not overly valuable.information is not overly valuable.

                                                                              

 Learning Activity 7.2 

Answer the following questions.
1.1. Explain the major advantages and disadvantages of ABC costing?Explain the major advantages and disadvantages of ABC costing?
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7.8.7.8. ACTIVITY BASED MANAGEMENTACTIVITY BASED MANAGEMENT

Although specifically designated as an accounting function, determinationAlthough specifically designated as an accounting function, determination
of product cost is a major concern for all managers. The profitability of aof product cost is a major concern for all managers. The profitability of a
particular product or market, product pricing policies, and investments toparticular product or market, product pricing policies, and investments to
support production are issues that extend beyond accounting to the areassupport production are issues that extend beyond accounting to the areas
of  corporate  strategy,  marketing,  and  finance.  In  theory,  the  cost  toof  corporate  strategy,  marketing,  and  finance.  In  theory,  the  cost  to
produce a product or to perform a service would not matter if enoughproduce a product or to perform a service would not matter if enough
customers were willing to buy that product or service at a price highcustomers were willing to buy that product or service at a price high
enough  to  cover  its  cost  and  provide  a  reasonable  profit  margin.  Inenough  to  cover  its  cost  and  provide  a  reasonable  profit  margin.  In
reality, customers purchase a product or service only if they perceive anreality, customers purchase a product or service only if they perceive an
acceptable value for the price.acceptable value for the price.
Management, then, should be concerned about an equitable relationshipManagement, then, should be concerned about an equitable relationship
between selling price and value. Activity-based management (ABM) is abetween selling price and value. Activity-based management (ABM) is a
business  process  model  that  focuses  on  controlling  production  orbusiness  process  model  that  focuses  on  controlling  production  or
performance  activities  to  improve  customer  value  and  enhanceperformance  activities  to  improve  customer  value  and  enhance
profitability. ABM includes a variety of concepts that help companies toprofitability. ABM includes a variety of concepts that help companies to

 produce more efficiently,produce more efficiently,
 determine costs more accurately, anddetermine costs more accurately, and
 Control and evaluate performance more effectively.Control and evaluate performance more effectively.

A primary component of activity-based management is activity analysis,A primary component of activity-based management is activity analysis,
which is the process of studying activities both to classify them and towhich is the process of studying activities both to classify them and to
devise ways of minimizing or eliminating the activities that increase costsdevise ways of minimizing or eliminating the activities that increase costs
but provide little or no customer value. In a business context, an activitybut provide little or no customer value. In a business context, an activity
is  any  repetitive  action  that  is  performed in  fulfillment  of  a  businessis  any  repetitive  action  that  is  performed in  fulfillment  of  a  business
function.function.
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7.9.7.9. SUMMARYSUMMARY  


 Activity based costing (ABC) is a form of absorption costing thatActivity based costing (ABC) is a form of absorption costing that

differs  from  traditional  absorption  costing,  because  it  takes  adiffers  from  traditional  absorption  costing,  because  it  takes  a
different  approach  to  the  apportionment  and  absorption  ofdifferent  approach  to  the  apportionment  and  absorption  of
production overhead costs. production overhead costs. 

 The following steps are applied in ABC costing systems:The following steps are applied in ABC costing systems:
Step 1:Step 1: Identify an organization’s major activities.Identify an organization’s major activities.
Step 2:Step 2: Identify the factors which determine the size of the costs ofIdentify the factors which determine the size of the costs of

an activity/cause the costs of an activity. These are known asan activity/cause the costs of an activity. These are known as
cost drivers.cost drivers.

Step 3:Step 3: Collect the costs associated with each cost driver into whatCollect the costs associated with each cost driver into what
are known as cost pools.are known as cost pools.

Step 4:Step 4: Charge costs to products on the basis of their usage of theCharge costs to products on the basis of their usage of the
activity. A product’s usage of an activity is measured by theactivity. A product’s usage of an activity is measured by the
number of the activity’s cost driver it generates.number of the activity’s cost driver it generates.

 Traditional  costing  systems,  which  assume  that  all  productsTraditional  costing  systems,  which  assume  that  all  products
consume all resources in proportion to their production volumes,consume all resources in proportion to their production volumes,
tend to allocate too great a proportion of overheads to high volumetend to allocate too great a proportion of overheads to high volume
products and too small a proportion of overheads to low volumeproducts and too small a proportion of overheads to low volume
products.products.

 Activity based costing could be suitable as a method of costing inActivity based costing could be suitable as a method of costing in
the following circumstances:the following circumstances:

 In a manufacturing environment, where absorption costing is In a manufacturing environment, where absorption costing is 
required for inventory valuations.required for inventory valuations.

oo Where a large proportion of production costs are overhead Where a large proportion of production costs are overhead 
costs, and direct labor costs are relatively small.costs, and direct labor costs are relatively small.

oo Where products are complex.Where products are complex.
oo Where products are provided to customer specifications.Where products are provided to customer specifications.
oo Where order sizes differ substantially, and order handling andWhere order sizes differ substantially, and order handling and

dispatch activity costs are significant.dispatch activity costs are significant.

7.10.7.10.  MODEL EXAM QUESTIONS MODEL EXAM QUESTIONS
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1.1. What  is  the  key  difference  between  Activity  based  costing  andWhat  is  the  key  difference  between  Activity  based  costing  and
Traditional absorption costing systems?Traditional absorption costing systems?

2.2. At  what  situation(s)  companies is  use of  ABC costing systems isAt  what  situation(s)  companies is  use of  ABC costing systems is
more appropriate? Why?more appropriate? Why?

3.3. What  are  the  advantages  and  disadvantages  of  ABC  costingWhat  are  the  advantages  and  disadvantages  of  ABC  costing
systems?systems?

4.4. Triple Limited makes three types of gold watch – the Diva (D), theTriple Limited makes three types of gold watch – the Diva (D), the
Classic (C) and the Poser (P). A traditional product costing system isClassic (C) and the Poser (P). A traditional product costing system is
used at present; although an activity based costing (ABC) system isused at present; although an activity based costing (ABC) system is
being considered. Details of the three products for a typical periodbeing considered. Details of the three products for a typical period
are:are:
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Hours per unitHours per unit MaterialsMaterials ProductionProduction
Labor hoursLabor hours MachineMachine

hourshours
Cost per unitCost per unit

($)($)
UnitsUnits

Product DProduct D 0.50.5 1.51.5 2020 750750
Product CProduct C 1.51.5 11 1212 1,2501,250
Product PProduct P 11 33 2525 7,0007,000

Direct labor costs $6 per hour and production overheads are absorbed onDirect labor costs $6 per hour and production overheads are absorbed on
a machine hour basis. The overhead absorption rate for the period is $28a machine hour basis. The overhead absorption rate for the period is $28
per machine hour.per machine hour.

RequiredRequired::
(a)(a) Calculate  the  cost  per  unit  for  each  product  using  traditionalCalculate  the  cost  per  unit  for  each  product  using  traditional

methods, absorbing overheads on the basis of machine hours.methods, absorbing overheads on the basis of machine hours.
Total production overheads are $654,500 and further analysis shows thatTotal production overheads are $654,500 and further analysis shows that
the total production overheads can be divided as follows:the total production overheads can be divided as follows:

%%
Costs relating to set-upsCosts relating to set-ups 3535
Costs relating to machineryCosts relating to machinery 2020
Costs  relating  to  materialsCosts  relating  to  materials
handlinghandling

1515

Costs relating to inspectionCosts relating to inspection 3030
Total production overheadTotal production overhead 100100

The following total activity volumes are associated with each product line The following total activity volumes are associated with each product line 
for the period as a whole:for the period as a whole:

Number ofNumber of
set upsset ups

Number ofNumber of
movements ofmovements of

materialsmaterials

Number ofNumber of
inspectionsinspections

Product DProduct D 7575 1212 150150
Product CProduct C 115115 2121 180180
Product PProduct P 480480 8787 670670

670670 120120 1,0001,000

Required:Required:

(b)(b) Calculate the cost per unit for each product using ABC principles Calculate the cost per unit for each product using ABC principles 
(work to two decimal places).(work to two decimal places).

(c)(c) Explain  why  costs  per  unit  calculated  under  ABC are  often  veryExplain  why  costs  per  unit  calculated  under  ABC are  often  very
different to costs per unit calculated under more traditional methods.different to costs per unit calculated under more traditional methods.
Use the information from Triple Limited to illustrate.Use the information from Triple Limited to illustrate.
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(d)(d) Discuss the implications of a switch to ABC on pricing and Discuss the implications of a switch to ABC on pricing and 
profitability.profitability.

Answers of Learning Activities

 Learning Activity 1.1

Answer 
1. Purpose 1: Internal routine reporting to mangers for (a) cost planning and

control of operations, and (b) performance evaluation of people land activities. 

 Purpose 2: Internal routine reporting to managers on the profitability of
products, brand categories, customers and distribution channels, and so
on. This information is used in marking decision on resource allocation
and in some cases decisions on pricing. 
Purpose 3: Internal non-routine reporting to managers for strategic and
tactical decisions on matters such as formulating overall polices and long-
range  plans,  new  products  development  -investing  in  equipment  and
special orders or special situations. 
Purpose 4: External reporting through financial statement to investors,
government  authorities,  and other  outside  parities.  To satisfy  external
purposes,  businesses  must  report  income  and  inventory  costs,  in
accordance with the generally accepted accounting principles that guide
financial accounting. 
2. As part of accounting, managerial  accounting and financial  accounting both
deal  with  economic  events  and  reports  about  them.  But  the  two  areas  of

48



accounting are different in many ways, primarily because they serve different
audiences. Managerial   accounting serves internal mangers in organizations. In
businesses, mangers associated with sales, production, finance, and accounting
and top executives all use accounting date for planning and control, including
decision  making  and  performance  evaluation.  Whereas  financial  accounting
primary focuses on primary users ( such as Investors and Creditors)

 Learning Activity 1.2 

Answer 
1.

Items of difference Cost accounting Management
Accounting 

Applicability It  is  generally
applicable  to
manufacturing
concerns 

Management
accounting  methods
and  techniques  are
applicable  to  all
concerns 

Accounting principles It  is  used  in
accordance  with  the
IFRS
 Double  entry
principles  can  be
applied  in  cost
accounting 

It  is  not  constrained
by IFRS
 Double  entry
principle   is  not
applied in the case of
management
accounting 
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Future activities Cost accounting does
not  attach
importance  to  future
activities 

Future  activities  are
primarily considered.

 Learning Activity 1.3 

Answer 
3. A cost object is defined as any activity for which a separate measurement 

of costs is desired. Examples of cost objectives include departments, 
facilities, stores, divisions, products, sales territories, kilometers driven, 
patients seen, student hours taught, and product line

4. Cost accumulation involves the collection of cost data in an organized way
be some “Natural”  classification,  whereas cost  assignment is  a  general
term that encompasses both cost tracing and cost allocation, cost tracing
is the assigning of direct, cots, to the chosen cost object. Cost allocation is
the assigning of indirect costs to the chosen cost object

 Learning Activity 1.4 

Answer
4. Total manufacturing cost = Direct Material + Direct Labor + Factory 

Overhead
5. Prime cost is the summation of direct material cost and direct labor cost 

where as conversion cost is the summation of direct labor and factory 
overhead costs.

6. Marketing or selling costs: include all costs necessary to secure 
customer orders and get the finished product or service into the hands of 
the customer.
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Administrative costs: include all executive, organizational, and 
clerical costs associated with the general management of an 
organization rather than with manufacturing, marketing, or selling.

 Learning Activity 1.5 

Answer
3. Yes, since it is a cost that is not included in product costs. It is also a costs 

that is expensed on the income statement in the period in which it is 
incurred

4. Yes, since a particular cost may be direct or in direct depending on the cost
object.

 Learning Activity 1.6 

Answer
4. It relates with the concept of incremental cost
5. It is a type of cost which is not useful for decision making and it is related

to irrelevant cost 
6. The opportunity cost of an asset in a specific alternative is the net benefit

that would be received if the asset were utilized in its best alternative use.
Accountants  do not  ordinarily  record  opportunity  costs  since it  may be
difficult  to  measure  in  practice  since  the  best  alternative  may  not  be
known

 Learning Activity 1.7 

Answer
3. when resources are not fixed and changes in the volume or mix of business

can be expected to have an impact on the cost of all resources used, not
just short-term variable costs.

4. Answer 
A. Fixed Cost
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B. Variable Cost
C. Mixed Cost
D. Fixed Cost

 Learning Activity 2.1 

Answer
3. Material requisition form is a document up on which the production 

department supervisor requests the release of raw materials for 
production. 

4. purchase  requisitions  are  used  as  a  formal  request  to  purchasing
department to order good where as material requisition is a formal request
where the production department supervisor requests the release of raw
materials for production

 Learning Activity 2.2 

Answer
3. First in First Out 
4. Answer 

1. Item by Item Method
2. Major Category Method
3. Whole Item Method

 Learning Activity 2.3 

Answer
6. It is a cost incurred for those employees who work in the factory and at the

same time who are directly involved in the conversion of raw material into a
finished good 

7. It is a cost incurred for those employees who work in the factory but who are
not directly involved in the conversion of raw material into a finished good 
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 Learning Activity 2.4 

Answer
1. Answer

A. Time booking is analysis of time in terms of departments, operations
and production orders or jobs. It is the procedure for keeping records of
time worked by each employee.
B.  The  payroll  unit  (or  payroll  department)  is  responsible  for  the
following: 

 Maintain details of job classification cost center and wage rate of
each employee 

 Maintain a list of mandatory deductions such as employee income
taxes 

 Maintain a list of voluntary deductions, such as credit association
contribution, 

 Determine  for  each  employee  the  amount  of  income  tax  to  be
deducted from each employee's gross pay. 

 Determine the net amount payable to each employee. 
 Prepare  wage  sheets  which  form  the  basis  for  disbursement  of

wages 
 Summarize  the  cost  by  cost  center  including  the  gross  amount

earned  deductions,  net  pay  hours,  worked  overtime  premium
incurred, incentive earned by each employee etc. 

2. Time ticket is a document used to record the amount of time spent by each
employee on the 

job where as time card is a card used to record the total hour spent by
each employee in the plant 
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 Learning Activity 2.5 

Answer
3. Fringe  benefits  are  costs  related  to  salaries  and  wages.  These  include

vacation  and  holiday  pay,  compensation  insurance  of  workers,
hospitalization, insurance, life insurance e.t.c. 

4. Fringe benefit costs are usually charged to manufacturing overhead

 Learning Activity 2.6 

Answer
1. Answer

i. Direct allocation method
ii. Step (Sequential) allocation method
iii. Algebraic (Reciprocal) method 

 Learning Activity 2.7 

Answer
1.  

Product Normal 
Capacity

Rate Est. FOH FOH 
Allocated

A 1000 units 0.1 7000 Br 700 Br
B 3000 units 0.3 7000 Br 2,100 Br
C 5000 units 0.5 7000 Br 3,500 Br
D 1000 units 0.1 7000 Br 700 Br
Total 10,000 

units
7,000 Br

 Learning Activity 3.1 

Answers
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1.
A. Raw material --------------------- 2500
                           Account Payable-------------------------------2500
B. FOH Control------------------------- 300
                        Payable account----------------------------------300
C. FOH Control-------------------------1500
                        Acc. Depreciation-------------------------------1500
D. W/P------------------------------------5600
                   Raw material------------------------------------------600
                   Factory Payroll Clearing---------------------------5000
E. W/P------------------------------------2500
                   FOH Applied------------------------------------------2500
Where : (50% * 5000 = 2500)

 Learning Activity 4.1 

Answers
1. The types of  industries  that  commonly use process  costing system are

those that produce essentially homogenous (i.e., uniform) products on a
continuous basis, such as bricks, cement, corn flakes, paper, etc.

2. Answer

 The same basic purposes exist in both systems, which are to assign
material,  labor  and  overhead  cost  to  products  and  to  provide  a
mechanism for computing unit costs.

 Both systems maintain and use the same basic manufacturing accounts,
including manufacturing overhead, raw materials, work in process, and
finished goods.

 The flow of costs through the manufacturing accounts is basically the
same in both systems
3. Under process costing costs are accumulated on department basis.
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 Learning Activity 4.2

Answers
1. Requisitions for direct material are recorded in a materials requisition 

journal.
2. The same time card and payroll procedures are used as in the job order

cost system. Since these are no individual jobs, a daily time ticket for each
worker is used to accumulate the data required for charging labor costs to
departments

3.

 Learning Activity 4.3

                      Answers
1. The costs that might be added to the work in process account of the firing

department includes those costs which are transferred from the mixing
department plus costs incurred by firing department for those units which
were started and not completed during the previous period and costs of
production  inputs  incurred  during  the  current  period  by  the  firing
department.

2. The equivalent units of productions are the sum of the units transferred out
of the department during the period and the equivalent units in ending
work in process inventory at the end of the period.

3.

Units to be
produced to

complete
Beginning

WIP

+ Units
Started

And
Compelete

d

+ Equivalent
Units of

Ending WIP

= Equivalen
t units of
productio
n using
FIFO

Material 12,000 160,000 12,000
(15,000*80

184,000
Units
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(30,000*40%)
%)

Conversion
Cost

21,000
(30,000*70%)

160,000 6,000
(15,000*40

%)

187,000
Units

 Learning Activity 5.1

Answers

7. Normal  Spoilage  is  a  spoilage  that  arises  under  efficient  operating
conditions;  it  is  an  inherent  result  of  the  particular  production  process
whereas Abnormal Spoilage is spoilage that is not expected to arise under
efficient  operating  conditions;  abnormal  spoilage is  usually  regarded as
avoidable and controllable. 

8. A. Normal spoilage 
9. B. False 
10. Answer

Manufacturing Overhead               4,000
(200 x (4 + 8 + 100% x 8))
Materials                                     800
  (200 x 4)
Wages Payable                               1,600
  (200 x 8)
Applied Overhead                            1,600
  (200 x 8)

Cost per Unit = 10,000 x 45 / 10,000 = 45

11. Answer

Work in Process                          4,000
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(200 x (4 + 8 + 100% x 8))
Materials                                     800
(200 x 4)
Wages Payable                               1,600
 (200 x 8)
Applied Overhead                            1,600
 (200 x 8)

Cost per Unit = (10,000 x 45 + 4,000) / 10,000 = 45.40

12. Answer

Loss from Abnormal Defective Units        4,000
 (200 x (4 + 8 + 100% x 8))
Materials                                                                   800
 (200 x 4)
Wages Payable                                                            1,600
(200 x 8)
Applied Overhead                            1,600
(200 x 8)

Cost per Unit = 10,000 x 45 / 10,000 = 45

 Learning Activity 5.2 

Answers
1. Answer

Manufactured Overhead                 8,000
(200 x (45 – 5))
Spoiled Inventory                           1,000
(200 x 5)
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Work in Process                             9,000
Cost per Unit = (10,000 x 45 – 9,000) / (10,000 – 200) = 45

2. Answer

Spoiled Inventory                    1,000
     (200 x 5)
    Work in Process                            1,000
Cost per Unit = (10,000 x 45 – 1,000) / (10,000 – 200) = 45.82

3. Answer

Loss from Abnormal Spoilage         8,000
 (200 x (45 – 5))
Spoiled Inventory                           1,000
 (200 x 5)
Work in Process                             9,000

Cost per Unit = (10,000 x 45 – 9,000) / (10,000 – 200) = 45

4. Answer

Manufacturing Overhead               4,000
 (200 x (4 + 8 + 100% x 8))
Materials                                                 800
  (200 x 4)
Wages Payable                                       1,600
  (200 x 8)
Applied Overhead                                1,600
  (200 x 8)

Cost per Unit = 10,000 x 45 / 10,000 = 45
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5. Answer

Loss from Abnormal Defective Units        4,000
 (200 x (4 + 8 + 100% x 8))
Materials                                                                   800
 (200 x 4)                                         
Wages Payable                                                         1,600
(200 x 8)
Applied Overhead                                                   1,600
(200 x 8)

Cost per Unit = 10,000 x 45 / 10,000 = 45

 Learning Activity 6.1

Answers

4. Joint costs 
5. Joint Products 
6. Split off Point 
7.

 Learning Activity 6.2 

Answers

1. Joint cost need to be allocated for: 

 Inventory valuation purpose 
 For financial accounting purpose
 To measure profitability of products 
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 For pricing decision and likes
2. The following are the basic methods which could be used to allocate

joint cost to the joint products:
1. Physical Quantity Method
2. Sales Value Method
3. Net Realizable value Method
4. Estimated Constant Gross Margin Percentage Method

 Learning Activity 6.3 

Answers

1. Processes that yield joint product often also yield what are frequently 
referred to as by-product-product that have a relatively law sales value 
compared with the sales value of the main or joint product (s)

 Learning Activity 6.4 

Answers
3. By-products are joint products that are relatively minor in quantity and/or

value

4. By-products  accounting  attempts  to  reflect  the  economic  relationship
between the by-products and the joint products with a minimum of record
keeping costs
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 Learning Activity 7.1 

Answers

3. Activity based costing (ABC) is a form of absorption costing. However, it 
differs from traditional absorption costing, because it takes a different 
approach to the apportionment and absorption of production overhead 
costs

4. Answer
 The following steps are applied in ABC costing systems:

Step 1: Identify an organization’s major activities.
Step 2: Identify the factors which determine the size of the costs of

an activity/cause the costs of an activity. These are known as
cost drivers.

Step 3:Collect the costs associated with each cost driver into what
are known as cost pools.

Step 4:Charge costs to products on the basis of their usage of the
activity. A product’s usage of an activity is measured by the
number of the activity’s cost driver it generates.

 Learning Activity 7.2 

Answers
1. Answer

Advantages of ABC
 Activity costs
 Customer profitability
 Distribution cost
 Make or buy
 Margins
 Minimum price
 Production facility cost
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Disadvantages of ABC
 Cost pool volume
 Installation time
 Multi-department data sources
 Project basis
 Reporting of unused time
 Separate data set
 Targeted usage
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