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PREFACF

Tl"hls, C1tex‘t Is designed for a dual purpose. First, it is intended to
intro uce undergraduate students to the financial aspects of Cost
~Accounting. Second, it is organized to serve the needs of reviewees

for the CPA board examinations in Advanced Financial Accounting
and Reporting (AFAR)

Tllé_discussions and illustration are focused not only on product
- costing —'cost accumulation and cost allocation but also on the
managerial uses of cost accounting information

Major discussions are on such topics as job order costing, process
costing, joint-products, and standard costing, all of which
adequately illustrate concepts and procedures in cost accumulation
and cost allocation. Also now included are a discussion of
Just=in=Time technology, Activity Based Costing and Cost Volume
Profit analysis

All three types of business organizations need cost accounting
information for  decision-making  functions. However,
‘manufacturing organizations offer a more intricate network of cost
concepts and procedures that it is chosen as basis for much of the
discussions. To serve the needs of CPA reviewees, materials often
tested in fhe board examinations are adapted. Some items are also
taken from other published sources to bring added
comprehensiveness with the problem-solving exercises. It is made
certain that concepts addressing these varied accounting situations
" are found in the text to allow self-instructional leaning methods

It is hoped this little effort will serve the needs of interested users.

NDL, EDL & GDL
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'INTRODUCTION TO COST ACCOUNTING

' LEARNING OBJECTIVES

Upon completion of this chapter, you should be able to:

Distinguish between financial, managerial, and cost accounti_ng
Distinguish between merchandising and manufacturing operations
Identify the uses of cost accounting data - |
Distinguish between job order costing and process costing

2 o & »

The main and primary objective of accounting is to provide financial information

about an economic entity to different types 0
managers for planning, controlling and decision making., Then Wwe have external
users — the government, those who provide funds and those who have various

interests in the operations of theof the entity.

Cost Accounting is an expanded phase of general or financial accounting which
informs management promptly with the cost of rendering a particular service,

buying and selling a product, and producing a product. It is the field of accounting
that measures, records, and reports information about costs.

All types of business entities - manufacturing, merchandising, and service
businesses - require information systems which provide the necessary financial data.
Because of the nature of the manufacturing process, the information systems of
manufacturing entities must be designed to accumulate detailed cost data relating to
the production process. Thus, it is common today for small, medium, and large
manufacturing ‘companies to_have structured costs accounting systems. These
systems should show what costs were incurred-and where and how these costs were
utilized. Cost accounting today is recognized as being essential to efficient

cooperation of business and industry.

In order to_appreciate the importance of an efficient cost system, it is necessary to
understand the nature of the manufacturing process. In many ways. the activities of a
manufacturing organization are similar to those of a merchandising business. Both
are concerned with purchasing, storing, and selling goods; both must have efficient
management and adequate sources of capital; both may employ hundreds or
thousands of workers. Inthe manufacturing process itself, we see the distinction

f users. First we have internal users — -

R . . T e



2 Cost Accounting

between the two: merchandisers, such as SM buy items in marketable form to be
resold to their customers; manufacturers, such as PHILACOR, must make the 80_0q3
they sell. Once the merchandising organization has acquired and stored gf)odS, itis
ready to camry out the marketing function. The purchase of materials by a
manufacturer, however, is only the beginning of a long, and sometimes complex,
chain of events that will eventually produce a finished article ready for sale.

The manufacturing process involves the conversion of raw materials i‘nto ﬁ!ushed
goods through the application of labor and the incurrence of various “factory
expenses. The manufacturer. must make a major investment in physical facilities,
‘such as factory buildings and warehouses, and acquire many specialized types of
machinery and equipment. In order to carry out the manufacturing process, the
manufacturer muyst purchase appropriate quantities of raw materials, Supplies and
parts, and build up a work force to convert these resources into finished goods. Once
the goods are completed and are ready for sale, the manufacturer performs basically
the same functions as the merchandiser in storing and marketing the goods. The
methods of accounting for sales, cost of goods sold, and selling and administrative
cXpenses are also similar to those of the merchandising organization.

Although Lost accounting developed Q;i

ginally in manufacturing business to satisfy
management’s need for product cost information, cost accounting information is
useful for all types of activities in all types of organizations. Cost accounting is

essential not only for profit-seeking entities but also for not-for-profit organizations
such as governmental agencies, churches, and charities, ' '

Comparison of Financial, Managerial , and Cost Ac

- There are two major areas of accounting — (1) fi
managerial accomnting. '

counting
nancial accounting and @)

. Financial accounting is the use of accounting information for r
parties, including investors and creditors. Financial accou
concerned with financial statements for external use by those who supply funds to
the entity and other persons who may have vested interest in the financial operations

olders (the owners of the
d sole proprietors. Creditors,

eporting to external
nting is_ primarily

rocounting system. The reports prepared
ing focus on the enterprise as a whole. Financial accounting
I transaction data. The information may be historical,
and verifiable. The data are historical and are supported by
The information. provided by financial accounting is usually

quantitative, monetary
documents (evidence).
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2@55?9@@*—‘9@!!& of financial stat eports
distributed to various. external 1.con ements, tax returns, and other formal rep

; ernal users. Th ' i also be used
internally to provide a basi e same information may

. s for financial analysis by management
Financial accounting is required ysis by manag .

) for many firms organized as corporations because
of the requlrements of the Securities and Exchange Commission.

The Bureau of Internal Revenye also requires financial accounting information for

compliance with the country’s tax laws. Information based on accounting data is
required for all firms without regard to their size.

Managerial accounting focuses on the needs of parties within the organization,
{-ather th'an Interested parties outside the organization. Managerial accounting
information commonly addresses individual or divisional concerns rather than those

of the enterprise as-a whole. The information may be current or forecasted,
‘quantitative or qualitative, monetary or non-monetary and most of all

“_At;ugg!yﬂ!he data are futuristic and some of the costs are not recorded -on the
accounting books of the organization

Managerial accounting is not separate and distinct from financial accounting.
Financial accounting data are used in the managerial accounting system.:
Management decisions made today will affect the financial statement of future
_periods.  There is no requirement or legislation that mandates the format or use of

managerial accounting. ' Managerial accounting methods are tools that are available
for use to management.

- Financial ‘accounting attempts to present some degree of precision in reporting
historical information while at the same time emphasizing verifiability and freedom
f@)@@s in the information, relevance to the general user and some degree of
timeliness in reporting which is not as critical in managerial accounting. The timing
‘of information and its relevance to the decision on hand has greater significance to-
the internal decision-maker. Management is more concerned on the timeliness of
the information so management cannot wait until tomorrow for information that is

required for today’s decision.

The measuring based in managerial accounting does not necessarily have to be
Testricted to pesos. Various bases may be a.ppropriate to report managerial
information. Examples include: (1) an economic measure such as pesos; (2) a
physical measure such as pounds, gallons, tons, or units; and (3) a relationship
measure such as ratios.. ' :
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€ost accounting is the intersection between financial and managerial accounting,
Cost accounting information is needed and used by.both ﬁnfmmal and managepal
accounting. Cost accounting provides product cost information to _e{(temal parties,
such as stockholders, creditors and various regulatory boards for 'credlt and
investment decisions. Cost accounting provides product cost information also to
internal parties such as managers for planning and controlling,

Relationship of Financial, Management, and Cost Accounting

FINANCIAL MANAGEMENT

ACCOUNTING ACCOUNTING

Merchandising versus Manufacturing Operations

Much of our accounting education has centered on the merchandising organization.
Thus, it is important here to explain the difference in accounting for manufacturing

firms and merchandising firms. Many types of businesses gather information on
costs, but doing so is especially important in manufacturing,

A merchandising company normally buys a product that is ready for resale when it
is received. Nothing needs to be done to the product to make it salable except
possibly to prepare a special package or display. As shown in
Figure 1-1 i@__bggmigg_@gghaﬁqlise inventory plus purchases is the basis for
-computing both the cost of goods sold and ending merchandise inventory (MI)
balances. " Costs assigned to unsold items make up the ending inventory balance.
The difference between the cost of goo

ds available for sale and the ending inventory
amount is the cost of goods sold during the period. The following example shows
the computation. '

Beginning merchandise inventory P 5,000
Plus: Total purchases

24,000
Cost of goods available for sale 29,000
Less: Ending merchandise inventory 6,500 SRS
C}ost of goods sold | 22, 500 — qoviaso.

H.
S

40
ik
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Th; zmi l: :gefpm"i"us page'apd Figure 1-1 show how easy it is to compute the
SC:] s g ; old for a merchandising company. The only expenditure occurs when
- ento £00 bs lare purchased. Any item unsold at year end make up the ending
inventory balance. Cost of goods sold is computed by subtracting the ending

Inventory (MI end) balance from the total of . Y s
purchases during the period. of the beginning inventory balance and

Figure 1-1. Cost of Goods sold for a Merchandising Company

Balance S_lleet Transaction Income Statement
Preparation Preparation
Cash
Purchases
Plus:
Merchandise
Inventory
beginning -
. Cost of Goods Cost of
Ml Costof | Available for Cost of .
End |e— N : Goods
| Unsold Items | sale | loid items Sold
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Figure 1-2 Cost of Goods Sold for a Manufacturing Company

Balance Sheet Transactions Income Statement
Preparation Preparation
- Cash
l )
Purchase of L
o Materials Labor Factory OH
}.‘:d e\"\\‘{,ﬁ}\a\\_)
Unused .

Mat. Materials

Invty Storage
WOPR fo PRLESS v

A YT

A0 When Used ¥

wp  [¥nfinished | production Process

Invty. =

;;1"53% L '\fc‘,tf:\s l
el 220y Unsold Products
Products Finished Goods Sold Cost of
FG  —
Storage ——— Goods
Invty. Sold

The illustration assumes that there were no begimn‘ng inventory balances in the
three inventory account.
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Computing the cost of goods sold fo
As shown in Figure 1-2 instead of o
j_fﬁlg:é;:g@mventory_ accounts: ( Materials Inventory,/ Work in Process Inventory, and
Finished Goods Inventory. Purchased materials ~ unused -during _the production
piocess mak;e up the ending Materials Inventory balancé. The cost of materials
used PI.US the OOSFS of labor services and factory overhead are transferred to the
Work in Process Inventory  account when the materials, labor services, and
overhead items are used in the production process. (Factory overhead includes such

items as indirect materials, indirect labor, utility costs, depreciation of factory

machinery, depreciation of factory building, and supplies). The three types of costs
mentlor{ed are often called direct materials, direct labor and factory overhead
(abbreviated DM, DL, and FO). These costs are accumulated in the Work in Process
?nv'entory (WP Invty.)Account during an accountin g period. When a batch or order
1s corppleted, all manufacturing costs assigned to the completed units are moved to
the Finished Goods Inventory account. Costs remaining in the Work in Process
Inventory account belong to partly completed units. These costs make up the ending

balance in the Work in process Inventory account. The Finished Goods Inventory -

(FG Inventory.)Account is set up in the same way as the Merchandise Inventory
account under Merchandising. Costs of completed goods are entered into the
Finished Goods Inventory account. Then costs attached to unsold items at-year end
make up the ending balance in the Finished Goods Inventory account. All costs
related to units sold are transferred to the Cost of Goods Sold account and reported

on the income statement.

'USES OF COST ACCOUNTING DATA

The information. produced by a cost accounting system provides a basis for
_determining product cost and aids management in planning and controlling
operations. . D e T

. Determining Product Costs
- Cost accounting procedures help management in gathering the data needed to

- determine product costs and thus generate meaningful financial statements and other

reports. Cost procedures must be designed to permit the computation of unit costs as

well as total product costs. For example, if a manufacturer spent P10, 000 for labor

in 8 certain manth. the infgnnaIiOB‘.LS,;nSig!liﬁG,aﬁt; but if this labor produced 5,000
finished units, the fact that the cost of labor was P2 per unit is.significant, because
this figure can be compared to the unit labor cost of other periods and the trends

analyzed.

(

ra manufacturing company is more complex.
Ne inventory account, 4 manufacturer maintains”

Ly .



8 Cost Accounting

Unit cost information. is also useful in making a variety of important marketing
decisions.

1. Determining the selling price of a product. A knowledge of t.he cost_ of
manufacturing .a unit of product helps in setting the selling price, }’thh
should be high enough to cover the cost of production, pay a portion of
marketing and administrative expenses and provide a profit. It will be
difficult to set the selling price without knowing the costs m.curred n the
manufacture of a product and cost incurred in rendering a service.

2. Meeting competition. If a compétitor 1s selling the product a? a low pr i'ce,
detailed information regarding unit costs can be used to determine the action
to be taken by the company: The company would know if selling price must

be reduced, or manufacturing costs must be reduced, or the product must be
eliminated.

- Bidding on contracts. Many manufacturing firms must submit-competitive
bids in order to be awarded manufacturing contracts by the government or
~ private firms.  An analysis of the unit costs relating to the manufacture of a
particular product is of great importance in determining the bid price to be
submitted. The bid price must be able to cover costs to be incurred and at

the same provide profit for the company. It must not be set so high so as to
be able to compete with other bidders.

4. Analyzing profitability. Unit cost informat
determine the amount of profit that each
eliminate those that are least profitable, ther

eby concentrating efforts on
those items that are most profitable. T N

ion enables management to
product earns and possibly

Costs are said to be used for managerial accounting purposes when costs are used
~ inside the organization by managers to evaluate the performance of operations or

personnel, or as a basis for decision making. When costs are used by outsiders, such
as stockholders or creditors, to evaluate the performance of top management and

make decisions about the organization, we say costs are  used for financial
accounting purposes.

Planning and Control

One of the most important’ functions of cost

. accounting is the development of
information which can be used by management i ;

n planning and controlling
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operations. Planning is the process of eg

and determining the means by which the
to good management b

tablishing objectives or goals for the firmi
ecause it p mvic{—e“;nawirgeitltlain ’;hem. I;l‘amtl’ing islfssv.;nglal
i s of ¢ e
operations of firm. Cost accounting helps in the development of plans by providing
historical costs that serve as basis for projecting data. for planning. Management can
analyze trends and relationships among such data as an aid in estimating future
cost_s.-and operating  results and in making decisions regarding the acquisition of
additional facilities, changes in marketing strategies, and obtaining additional capital

Planning can be divided into three (3) cémponents:

L. St.ratf:gic planning' — concerned with setting long range goals and
objectives to determine the overall direction of the company.

2. Tactical planning - concerned with plans for a shorter range (or tine
period) and emphasizes plans to achieve the strategic goals.

3. Operations planning — relates to the day to day implementation of tactical
plans. . It emphasizes the coordination of the major factors of production -
(materials, labor and facilities)

Control is the process of monitoring the company’s operations and determining
whether the objectives identified in the planning process are being accomplished.

RECENT DEVELOPMENTS IN COST ACCOUNTING

Cost accounting is experiencing dramatic changes. Manual bookkeeping has been
reduced because of the use of computers. Changes in production methods have
made traditional applications of cost accounting obsolete in some cases. Increasing
emphasis on cost control is seen now in hospitals, in industries facing stiff foreign
competition and in many organizations that have traditionally not focused on cost

control. -

The traditional role of cost accounting is to record full product cost data for external
reporting. However, the use of accounting data for decision making and

performance evaluation has gained importance in recent years.

COST ACCOUNTING AND OTHER FIELDS OF STUDY
of fhe ¢osts of a product or a service is part of financial accounting.

t for valuation of inventory and cost of goods sold for external

reporting is also financial accounting. The use of cost data in choosing between two
or more alternatives is part of managerial gccour}tmg. lefe.rentxa] cost analy31§_1s
considered by others as a form of r__f@gphed MiCTOECONOMICS. Cost accounting
provides data for use in decision models for finance, operations management, and

The recording
The use of cos
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1. Job order costing - a system for allocating costs to

| pro‘ducing a set quantity of a product for inventory replenishmen

Cost Accounting

- - st havior because it is
marketing. - Cost accounting is also related to Mgg.n;]f;.ﬂigaws Fom statistics,
used in planning and performance evaluation. Fina )’{ nd]ySiSV

¥ . N a b2 .
mathematics, and computer sciences are used to perform cost anaiy>=

TWO BASIC PRODUCT-COSTING SYSTEMS

groups of unique product. It

is applicable to the production of customer specified products such as the

manufacture of special machines. Each job bgcomes a cost | c.enter gzziv:(}; 1§2e
Costs are accumulated. A subsidiary record (job C‘?St shgcl) A n?i d soods P
track of all unfinished jobs (work in process) and finished jobs (finished gooa: )

2. Process costing - a system applicable to a continuous process of prt.)ductxo{n of
~ the same or similar goods, e.g., oil refining and chemical production. Since

~_ there is no need to determine the costs of different groups of products because
- the product is uniform, each processing department becomes a cost center.

Jbb Order versus Process Costing

Job order costing and process costing are the two traditional basis approaches to
product cost accounting systems. Actual cost accounting systems may differ widely.
However, all are based on one of these two product costing concepts. Once the type
of system is selected, it is then adjusted to fit a particular industry, company, or
operating department. The objective of the two systems is the same. They both
provide product unit cost information for pricing, cost control, inventory valuation,
and income statement preparation. End-of-period values for the Cost of Goods Sold,
Work in Process Inventory, and Finished Goods Inventory accounts are computed

- using product unit costdata. - :

 Characteristics of Job Order Costing

A job order cost accounting system is a product costing system used by companies
rqakmg_one-of—a—kind'or special-order products. In such a system, direct materials
direct labor, and factory overhead costs are assigned to specific job’orders or batche':':
of production. In computing unit costs, the total manufacturing costs for each job
order are divided by the number of good units produced for that order. Industries
that use a job order cost accounting system include those that make ship.s airplanes
large machines, and_special orders. Job order costing may also be used when

t, such as a
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roduction ‘ru‘n_of 500 identica] )
JPOb' order costing are used in mam owers. Procedures similar to those used in

. firms, costs are assigned to cop
research project. =
-—-/_———‘-‘q“wbﬂ

\

The primary characteristics of a job order cost system are as follows:

1) It collects all manufacturing costs and assi | -
batches of product, g C nd assigns them to specific job or

2) It measures costs for sach completed job, rather than for set time periods.

3) It uses just one Work in Process Inventory Control account in the general

. ledger. This account is supported by a subsidiary ledger of job order cost
- cards or sheets for each job in process at any point of time.

Characteristics of Process Costing

A process cost accounting system is a product costing system used by companies
that make a large number of similar products or maintain a continuous production
flow. In these cases, it is more economical to account for product-related costs for a
period of time (a week or a month) than to try to assign them to specific products or
job orders. Unit costs are computed by dividing total manufacturing costs assigned
to a particular department or. work center during a period by the equivalent unit of
production. If a product is routed through four departments, then four unit cost
amounts are added to find the product’s total unit cost. Companies producing paint,
oil and gas. automobiles, bricks, or soft drinks use some form of a process costing
system. '

The main characteristics of a process cost accounting system are as follows:

1) Manufacturing costs arg grouped by department or work center, with little
concern for specific job orders.

- 2) It emphasizes a weekly or monthly, time period rather than the time taken to
- complete a specific order. :

3) It uses several Works in Process -Inventory accounts — one for each
department or work center in the manufacturing process.

Many manufacturing firms have production systems which are not suited for strictly

B e e e et
»

Job-order costing or process-costing, but instead require a costing system which
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Cost Accounting

s known as ‘hybrid costingr. )

: £ 1 i
lending of ideas e costing systems.

12
. : is b ;
incom993§4dﬁﬁﬁaﬁ°n1~hmh ) Ttt::me relationship betweer thes

The continuum below demonstra

. //3rocess
——pHybrid o product-costing
costing Syste systems

Product-costing

systems |
mainly depend on its underlying
brid costing system often used in

The costing system an organization selects will
have commorn, as well as

production system. Operation costing is a hy

3 ; ' ducts
repetitive manufacturing where finished pro : :
distinguishing characteristics. For example, in the manufacture of clothing, basic

suits can be assembled in one operation. These suits can tl}ex} move on to the next
operation and have a deluxe lining added. Based on the variations, the products and
the related costs are identified by batches” or by production runs. A televnsl.on
assembly plant, which produces a basic chassis and component system, but which
varies options such as remote control and cabinetry would be a logical user of
operation costing.. : ‘ ’
Some companies process large orders of identical units as a. group through the same
production sequence. Each of these orders is called a batch. In batch production,
costs are. allocated to each batch. Whenever a change in the production line is
required to continue production, a new batch is created. A furniture manufacturer
may produce a batch of chairs, then a batch of tables, then a batch of drawers, and so
forth. Gengra]ly, job costing concepts are used to account for batch production and
each batch is treated as a job for costing purposes. -

MAJOR DIFFERENCES BETWEEN PROCESS & JOB ORDER COSTING

T acgm® Yano.
SO PROCESSCOSTING - JOB ORDER COSTING
1. Homogeneous units pass through 1. Unique jobs are d i
& series of similar processes. - time? ;:rgzss S
b3
Costs are accumulated by 2. Costs are accumulated by individual

processing department job.

3. Um'F costs are computed by dividiﬁg 3.
the individual departments’ costs by
the equivalent production

Unit'costs are determined by dividing
the total costs on the job cost sheet by
the number of units on the job.
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‘4, The cost of production report provide
the detail for the Work in Process
account for ach department

s 4. The job cost sheet provides the
Details for the work in Process
account. , ’

In job costing, costs are accumulated for each job or batch produced. In process
costing, costs are accumulated by department for an accounting period (for example,
a mon_th) Process costing has less detailed recordkeeping, hence, if a company was
choosing !Jetween job and process costing, it would generally find that
recordkeeping costs are lower under process costing. Process costing does not
provide as much information as job costing because records of the cost of each unit
_;pggduped are not kept using process costing. The choice of process versus job
costing systems involves a comparison of the costs and benefits of each system.

‘As a general rule_job systems are usually more costly than process systems. So if
managers and accountahts must decide whether to use job costing or process costing,
recordkeeping costs must be compared with additional benefits that will be derived
from knowing the actual cost of each unit. If recordkeeping costs were equal under
job and process systems, for the units in a product line, then the job costing systems

are better because they provide all of the data that process systems do.

V2
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QUESTIONS

1. Define financial accounting

2. Define management accounting.

How does management accountmg serve both external users and interpal
users?

4. What are the dlfferences between financial . accountmg and 'managerial
accounting?

5. Why is managerial accountmg mformatmn more * future oriented” than
financial accounting? -

6.

Discuss the relationships between goals, planning, and controls.

7. ldentify and define the three levels of planning.
Differentiate job order costing from process costing.
9. Whatare the main characterlstlcs of job order costmg

10. What are the mam charactenstlcs of process costing,

11. What method must be used by a company manufacturmg school bags

12. What method must be used by a company manufacturmg alrcraﬂs

13. What method must be used by a company manufactunng cand1es
14, What method must be used by a beer manufacturing company

15. What method must be used by a company teﬁnis balls
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TRUE-FALSE QUESTIONS

Indicate whether the following statement

S are true or false by inserting in the

plank space prOVide a capital “T” for true of “F” for false

L2
A 3’
{ 4,
4 5’
=

6
|

{28 o

—

~

- Reports prepared in financial accounting are general-purpose

reports, whereas reports prepared in managerial accounting are
usually special-purpose reports.

Managerial accounting internal reports are prepared more

\

frequently than are classified financial statements.

Determining the unit cost of manufacturing a product is an output
of financial accounting.

Management accounting

applies to all forms of business
organizations. :

Controlling is the process of determining whether planned goals

are being met.

Manageriai accounting information generally pertains to an entity

as a whole and is highly aggregated.

» : v 1
e e e e

Job order costing system is for allocating costs to group of unique

product and is applicable to the production of customer speciﬁed
products such as the manufacture of special machine. '

F 8. Process costing is used | by companies making one-ofja—kind_

3
Y

L

9. Operatio

products.

- \ / - ,!
n costing is a hybrid costing system often used in repetitive

manufacturing where finished products have common as well as

distinguishing characteristics.
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1 10. Cost accounting procedures help management in gathering the daty

needed to determine product costs and thus generate meaningfy
financial statements and other reports.

| MULTIPLE-CHOICE

1. Financial statements for external users can be described as
a. user-specific. :
~b. general purpose.
" . special purpose
d. management reports

| 2. Planning is a function that involves
| | ‘hiring the right people for a particular job.
coordinating the accounting information system
- setting goals and objectives for an entity
analyzing financial statements,

=W el ~ o

3. Which of the following is not a management function?
-~ a. Constraining
b. Planning
¢. Controlling ¥
d. Directing and motivating
4. A manager that is establishing
; management. function?
a. Motivating
~ b. Directing
el ~“¢. Planning
d. Constraining

objectives  is performing which

5. Management accountin
& stockholders
b. creditors

-/ C. managers

~d. .regulatory agencies

8 information is'gernerally prepared for
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6. Managerial accountip
a. service entitieg
b. manufacturing entities

C. merchandising entities
—d. all of these

g 1s applicable to

- 7. Which of the followin
~a. creditor
b. department manager
C. cCostaccountant
d. controller

g 1s not an internal user?

8. Managerial accounting is also called
~8. management accounting
b. controlling
¢. analytical accounting
~d. inside reporting

9. Management accountants would not
~a. assist in budget planning
—b. prepare reports primarily for external users.
c. determine coist behavior | :
d. be concerned with the impact of cost and volume on profits

10. Intcrnal reports must be communicated

a. daily
b. monthly
¢. annually

| /d..‘ as needed

11. Which of the following statements about internal reports is not true? .
The content of internal reports may extend beyond the double-
entry accounting system. | _

Ingnal reports may show all amounts at'market values.

Internal reports may discuss prospective events, |
‘Most internal repotts are summarized rather than detailed

o
aoe &
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12. Internal reports are generally

i
o op

aggregated.
detailed
regulated
unreliable

13. Management accounting information o
~a. -pertains to the entity as a whole and is highly aggregated.

-b.
c.
d.

pertains to subunits of the entity and may be very detailed
is prepared only once a year. "3
Is constrained by the requirements of FASB

14. Financial accounting information is used for reporting to

- aQ
b.

- €.

d.

External parties
Investors
creditos
managers

- 13, Which of the following statements about cost accounting is not true?

a.
b.

v

Is the intersection between financial and management accounting
Information generated by cost accounting is used by both financial
and managerial accounting, . .
Cost accounting provides product cost information to internal
parties such as managers for planning and controlling
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2

COSTS - CONCEPTS AND CLASSIFICATIONS

LEARNING OBJECTIVES
Upon completion of this chapter, you should be able to
Distinguish between cost, expenses, and losses.

* Distinguish between direct arid indirect costs,

* Define the three integral components of a product.

Define prime costs and conversion costs.

¢ Define variable, fixed, and mixed costs and discuss the effects of changes in
volume on these costs,

* Distinguish between common costs and joint costs

L]

Distinguish between capital expenditures and revenue expendltures
Identify the costs for planning, control and analytical processes

Costs are associated with all types of organizations — business, non-business,
service, retail, and manufacturmg Generally, the kinds of costs that are incurred
‘and the way in which these costs are classified will depend on the type of
orgamzatxon involved.

Ourinitial focus will be on a manufacturmg, but in our discussion we should be
aware that, in a conceptual sense, manufacturing encompasses much more than Just
firms in the industrial sector of our economy. It also encompasses many
organizations that are typically viewed as being service in nature, such as movie
studios and fast-food outlets.  Organizations such as these are involved in
manufacturmg in the sense that they create a distinct productfor customers or
patrons. As we proceed with our discussion, therefore, we should keep in mind that
manufacturing is a broad term, and that the costs included under the manufacturing
heading have application to a wide range of organizations — many of which may be
involved in service-type activities. An understanding of the cost structure of a
manufacturing company therefore provides a broad, general understanding of
costing that can b be very helpful in understanding the cost structures of other types of _

orgamzatxons
i

19
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Before cost terminology can be discussed the term cost itself muzt be d;fg:etdh.atCost
is the cash or cash equivalent value sacrificed for goods.an. servW ar}e]
expected to bring a current or future benefit to the organization. W¢ say cas
equivalent because non-cash assets can be exchanged for the desired goods or
services. For example, it may be possible to exchange land for some needed
equipment. »

Costs are incurred to produce future benefits in a profit mak_ing firm, future
benefits usually mean revenue. As costs are used up in the production of revenues,
they are said to expire.( Expired costs are called expenses. In each period, expenses

are deducted from revenues in the income statement to determine the period’s profit.

cost accounting is on costs, not expenses.

Coel 18 a ouafite,

A loss is a cost that expires without producing any revenue benefit. The focus of

CLASSIFICATION OF COSTS

L. Costs classified as to relation to a product
A. Manufacturing costs/product costs
1. Direct materials |
2. Direct labor-
3. Factory overhead
B. Non-manufacturing costs/period costs
1. Marketing or selling expense
2. General or administrative expense
IL Costs classified as to variability
A, Variable costs
B. Fixed costs
C_., Mixed costs
ITI. Costs classified as to relation to manufacturing departments
A. Direct departmental charges
B. Indirect departmental charges
IV. Costs classified to their nature as common or joint
A. Common costs
B. Joint cost
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V. Costs classified as to relation to an accounting period
A. Capita] expenditures

B. Revenue expenditures
VI. Costs for Planning,

A. Standard costs

B. Opportunity costs

C. Differential cost

D. Relevant cost

E. Out-of-pocket cost

F. Sunkcost

G. Controllable cost

control, and analytical processes

MANUFACTURING COSTS/PRODUCT COSTS/INVENTORIABLE COSTS

Direct materials

Direct materials are the basic ingredients that are transformed into finished products
through the use of labor and factory overhead in the production process. Direct
materials are those that can be traced to the finished product can they form part of
the product.

All manufactured products are made from basic direct materials. The basic material
may be iron ore for steel, sheet steel for automobiles, flour for bread wood tables
and chairs,. Theses examples show the link between a basic raw material and a final

product.

The way a company buys, stores, and uses maﬁerials is important Timely
purchasing is important because if the company runs out of materials, the
manufacturing process will be forced to shut down. Shutting down pr,oc}uction
results in no products, unhappy customers, and loss of sales and profits. Buying too
many direct materials, on the other hand, can lead to high storage costs.

Proper storage of materials will avoid waste and spoilage_. Large enough storage
space and orderly storage procedures are esséntial: Matena!s must be handled and
stored properly to guarantee their satisfactory use in produ_ctxon. Proper records, the
materials stockcars, make it possible to find goods easily. Such records reduce

problems caused by lost or misplaced items.
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. . : d
Direct materials are materials that become part of a ﬁmsl'led %rodugstt :gftﬁzrsle be
conveniently and economically traced to specific product units. 1€ ¢

materials are direct costs. In some cases, however, even though material becorpes
part of a finished product, the expense of actually tracing the oost_of a ;p‘l?cﬁc
material is too great. Some examples of this include n'fuls in furniture, bolts in
automobiles, and rivets in airplanes. These minor materials and qther production
supplies that cannot be conveniently or economically traced to specific products are

accounted for as indirect materials. Indirect materials cOsts are part of factory
overhead_ggsts, ——

Direct labor

Direct labor represent the amount paid as wages to those working directily on the
product. .Labor services are, in essence, purchased from employees working in the
factory. In addition, other. types of labor are purchased from pgople apd
organizations outside the company. The labor costs usually associated with
manufacturing include machine operators; maintenance workers; managers and
supervisors; support personnel; and people who handle, inspect, and store materials.
Because these people are all connected in some way with the production process,
their wages and salaries must be accounted for as production costs and,

finally, as costs of products. However, tracing many of these costs directly to
individual products is difficult. '

To help overcome this problem, the wages of machine operators and other workers
involved in actually shaping the product are classified as direct labor costs. Direct
labor costs include all labor costs for specific work performed on products that can
be conveniently and economically traced to end products.
production related activities that cannot be conveniently and economically traced to
end products are called indirect labor costs. These costs include the wages and
. salaries of such workers as machine helpers, supervisors, and other support

personnel. Like indirect materials costs, indirect labor costs are accounted for as
factory overhead costs. Payroll related costs, such as payrol] taxes, group insurance,

sick pay, vacation and holiday pay, and other fringe benefits cdn be considered as
part of direct labor costs, but are usually included as factory overhead.

Labor costs for

[

ls = prime costs, while direct labor plus factory
Prime costs and conversion costs may be diagrammed

Direct labor plus direct materials
overhead = conversion costs.
as shown on the next page

Total manufacturing cost = direct materials, + direct labor + factory overhead
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Direct
Materials

— Prime Cogty

Direct
Labor

Factory
Overhead -

Conversion Costs

Faétory Overhead

The third manufacturing cost element is a catchall for manufacturing costs that
cannot be classified as direct materials or direct labor costs. Factory overhead costs

are a varied collection of production-related costs that cannot be practically

conveniently traced directly to end products. This collection of costs is also called

manufacturing overhead, factery burden, and indirect manufacturing costs.

Examples of the major classifications of factory overhead costs are:

Indirect materials and supplies: nails, rivets, lubricants, and small tools.

Indirect labor costs: lift-truck driver’s wages, maintenance and inspection labor,
engineering labor, machine helpers, and supervisors.

Other indirect factory costs: building maintenance, machinery and tool
maintenance, property taxes, property insurance, pension costs, depreciation on
plant and equipment, rent expense, and utility expense.

NON-MANUFACTURING COSTS/PERIOD COSTS

Marketing or selling expenses

Marketing or selling expenses include all costs necessary to secure customer orders
and get the finished product or,service into the hands of the customer. Since
" marketing expenses relate to contacting customers and providing for their needs,
these expenses are often referred to as order-getting and order-filling costs.
Examples of marketing expenses include advertising, shipping, sales travel; sales
commissions, sales salaries, and expenses associated with finished goods
warehouses. All organizations have marketing costs, regardless of whether the

organizations are manufacturing, merchandising, or service in nature,
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Administrative or general expenses ot '

Administrative exgpenses inpclude all executive, Ofgamzatlor.lal’ anga:kl:g;al
expenses that cannot logically be included under either Qroductlon Olr counting'
Examples of such expenses include executive compensation, genera a: ﬁ,
secretarial, public relations, and similar expenses having to do with the overall,

general administration of the organization as a whole. As with marketing expenses,
all organizations have administrative expenses

COSTS CLASSIFIED AS TO VARIABILITY

Fixed, Variable, and mixed

One of the most important cost classifications involves the way a cost changes in
relation to changes in the activity of the organization. Activity refers to a measure
of the organization’s output of products or services. In specifying cost behavior, the
managerial accountant oft

ten limits the description to.a specific range of activity.
This is called the relevant range. ‘

Fixed cost

Items of cost which remain constant in total, irrespective of the volume of
production. Fixed cost are not related to activity within the relevant range. If
activity increases or decreases by 20 percent, total fixed cost remains the same. Cost
per unit decreases as volume increases, and increases as volume decreases. Fixed
costs are assignable to departments based on difference
Examples are salaries of production executives, de
on a straight-line basis, periodic rent payments, an

allocation methods.

preciation of equipment computed
d insurance,

Fixed costs may .classified into two categoriex, de

pending on the ability of
management to influence the levels of these costs in the

short-term.

1) Committed fixed costs — costs - that re
commitments on the part of management
Example - depreciation on equipment.

present relatively long term
as a result of a past decision.

2) Managed fixed costs (also known as discretiona

fixed costs) — costs that are incurred on a short-term basis and can be more
easily modified in response to changes in mana

gement objectives.
Examples — advertising, research and development and costs of training
of employees

Ty, programmed, or planned
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ilgggsoﬁngzgweg a graph of fixed cost. It is clearly shown that total fixed cost
total fixed cout g as activity changes. When activity trlple.s, from 10 to 30 units,
FF emains constant at P1,500. If activity level is only 1 unit, then the

Xed cost per unit is P1,500. If the activity level is 10 units, then the fixed cost per
unit declines to P150 per unit. So we can conclude that fixed cost per unit will
. dt?Cre':ase as we increase the volume or units of production and fixed cost per unit
will increase as we decrease the volume of production.

Total fixed cost

1,500

10 20 30  Activity

Graph of total fixed cost

Activity - TN Fixed cost per unit Total Fixed Cost
1 P 1,500 1,500
2 750 1,500
5 300 1,500
10 _ 150 1,500
20. 75 1,500
30 50 1,500

Variable costs

These are the items of cost which vary directly, in total, in relation to volume of
production. If activity increases by 20 percent, total variable cost increases by 20
percent also. Cost per unit remains constant as volume changes within a relevant
range. Examples are: direct materials, direct labor, royalties, and commission of
salesmen. Shown on the next page is a graph of total variable cost. As this graph
shows total variable cost increases proportionately with activity. ‘When activity
doubles from 10 to 20 units, total variable cost doubles, from P1, 000 to P2, 000.
However, the variable cost per unit remains the same as activity changes. The
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i . L it i first uni
variable cost associated with each unit of activity is P100, whether it is the t,

the fourth, or the tenth,
\ . ) : ecre

‘To summarize, as activity changes, total variable cost 1ncreases t?llc; sdame Y
- proportionately with the activity change, but unit variable cost remains :

Total Variable Cost

3,000 yd

2,000 | /

o |
e

Activity
10 20 30.
Graph of total variable cost
TABULATION OF VARIABLE COST.
Activity Variable Cost per Unit Total Variable Cost
10 : 100 . 1,000
20 100 2000
30 100 3,000

Mixed cost

Items of cost with fixed and variable components. Mixed costs vary with the level of
production, though not in direct relation to it, probably because part of the cost is
fixed while the rest is variable. Two types of mixed costs exist — semivariable costs
and step costs

Semivariable cost. The fixed portion of a semi-variable cost usually represents a
minimum fee for making a particular item or service available. The variable portion
is the cost charged for actually using the service. The cost of electricity where there
is a basic minimum charge plus a specified cost per kilowatt hour above the
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-variable cost. The cost charged for using a
The cost of the

eds the time

minimum is an example of such a semi
cell phone under a plan is also an example of a semi-variable cost..
plan is fixed and it is for a specified time used, however if the user exce

allowed, then charges will be made on a per minute basis.

- Semi-variable cost
i-variable costs

35,000

30,000 Variable

25,000 (P*15,000)
- 20,000

15,000

10,000 _|Fixed

5,000 (P20,000)
0 : 1 : :
5,000 KILOMETERS 1,000 .
n

Assume that a company rents a delivery truck at a flat rate of P 20,000 per mo
plus P 1.50/km.driven. The fixed portion is the P20,000 monthly rental fee; the

variable portion is the P1.50/km driven. If 10,000 km. are driven during the month,
the total monthly cost of the delivery truck is P 35,000, computed as follows:

Flat fee (fixed portion) P 20,000

Variable portion — 10,000 km. x P 1.50 15.000

Total cost P 35,000
Step costs - the fixed part of step costs changes abruptly at various activity levels
red in indivisible portions. A step cost is similar to a

because these costs are acqui
fixed cost within a very small relevant range.

180,000

150,000

120,000
90,000
60,000 _—-_—’J"'_’——
30,000

0 120" 30 30 —30—(No.of workers)
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The supervisor’s salary is an example of step cost. Assume that one é:gegésﬁg e"c‘l’lﬂzl
a salary of P 30,000 is needed for every 10 workers, then if 15 wor b’ stiii 5
supervisors (with salaries of P60,000) will be needed. If 18 “forkcrs ¢ t 22, three

Supervisors would be needed. If the number of workers increases 10 2z,
supervisors would be needed. -

Ideally, for both planning purposes and for making certain types -Of demsxton;éizll
costs would be classified as either fixed or variable, with seml-val",a.ble Coms B
separated into-theirfixed and-variable components—One-of the =2 --::"f-
in estimating the variable and fixed components of a mixed cost Is to exalé‘.}r}e e,;
cause and effect relationship between activities that affect costs,. There are 1' eren
methods of separating mixed costs into fixed and variable components: ()
scattergraph, (2) high-low point, (3) method of, least square. We will ilinstiateiie

use of high-low point method and method of least square

(1) HIGH-LOW POINT METHOD
Summax_’x of electricity costs and direct labor hours

Month Direct labor hrs.  Cost of electricity
January 28 P 625
February 24 565
March 30 630
April 33 640
May : 38 685
June 34 ‘ 640
July 35 655
August 40 ' 700
September 42 715
October ‘ 47 726
November 43 700
December _ 32 630

: Direct labor hrs. Cost
Highest month (Oct.) 47 P 726
Lowest month (Feb.) 24 565
Difference 23 P 161

Yariable rate per direct labor hour = P_161
) 23 hours

= P T/direct labor hoyr




Chapter 2 Cost — Concepts and Classification 29

Fixed cost can be computed from either the high or low data.

High Low
Total cost of électricity P 726 P 565
Less: variable proportion
(P7x47) 329
(P 7x24) _168
Monthly fixed cost P__397 P 397

The formula for projectiné the total monthly cost of electricity based on these data
wongld be P 39] plus P7 multiplied by the direct-labor hours expected to be worked
during the period (Y =FC +VCor Y =FC + VX) where

Y = Totalcost VC = Total variable cost
V = Variable cost per unit FC = Fixed cost
X = Activity level

(2) METHOD OF LEAST SQUARE
The three formulas to be used in least-square method are:

Equation 1 Y = a+bx
Equation 2 CZY = nmat bIx
Equation 3 XY = Ixa+bix’
Using the same data as in the high-low method the following have been
computed :
DLHrs. Electricity Cost
X Y _ XY X
28. 625 17,500 ' 784
24 ’ 565 13,560 . 576
30 630 18,900 900
33 640 21120 1,089
38 685 26,030 1,444
34 640 21,760 , 1,156
35 655 ‘ 22,925 1,225
40 700 : 28,000 1,600
42 715 30,030 1,764
47 726 : 34,122 . 2,209
43 700 30,100 1,849
132 630 » 20,160 1,024

B = 426 7,911 284,207 15,620
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By substitution:

Equation 2 Zy = na+bIx
( 7,911 = 12a+b426)35.5 (426/12)
Equation 3 ZXY = | Ixa +bEx’
284,207 = 426a +bl15,620
Equation2x35.5280.840.5 = 426a +bl5.123
3,366.5 = 0 b 497

b = 3,366.5/497
b = 677

Substituting the value for Equation 2, we can compute for a as follows
7911 = 12a +(6.77)(4206)

7,911 = 12a +2,884
12a = 7,911-2,884
a = 5,027/12
= 418.92
Formula using high-low method
Y =a + bx
=397 +7x
Formula using least square method
Y=a +bx
= 419 +6.77x

~ In most cases the amounts derived using high/low point and method of least
square are not the same:

Common cost vs. Joint cost
Common.cost

Costs of facilities or services employed in (wo or more accounting periods
operations, commodities, or. services. Just like indirect costs, these Costs are subjec';
to allocation. Example — if two departments are occupying the sayy

e T - 1e building, the
depreciation of the building id a comrmon cost subject to allocation based on floor
area occupied.
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Joint cost

Sr?;zc(i Zattﬁ:alsa labor, and overhead incurred in the manufacture of two or more
b divisiblo A tslr:lme: time. A major dlfﬁ?ulty.mherent.to joint costs is that they are
it 1f:ydare not specifically identifiable vY]th any of the products being
direct Sy pro uced. These costs are also subject to allocation. Example —

materials, direct labor, and factory overhead cost incurred to manufacture two
or more products up to the point of split-off (or where they will go separate ways)

Capital expenditure vs. Revenue expenditure

Capital expenditure

- Expenditure intended to benefit more than one accounting periods and is recorded as
an asset. The allocation of the cost to the different periods is — depreciation for fixed
tangible assets, amortization for intangible assets and depletion for wasting assets.

Revenue expenditure
Expenditure that will benefit current period only and is recorded as an expense.

Direct vs. Indirect departmental charges

Direct departmental charges
Costs that are immediately charged to the particular manufacturing department(s)

that incurred the costs since the costs can be conveniently identified or associated
with the department(s) that benefited from said costs.

Indirect departmental charges
Costs that are originally charged to some other manufacturing department(s) or

account(s) but are later allocated or transferred to another department(s) that
indirectly benefited from said costs.

Costs for Planning, control and analytical processes

Standard costs e _ ' .
Predetermined costs for direct materials, direct labor, and factory overhead. They

are established by using information accumulated from past experience and data
secured from research studies. In essence, a standard cost is a budget for the
production of one unit of product or service. It is the cost chosen by the managerial
accountant to serve as the benchmark in the budgetary control system. |
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Opportunity cost

The benefit given up when one alternative is chosen over another. Oppor?lfi‘g zzz::
are¢ not usuvally recorded in the accounting system. How.evel‘ » OPPO If an asset
should be considered when evaluating alternatives for decision-making. fhér wavs
can be used to perform only one function and cannot be sold or used in 0 yS,
the opportunity cost of that asset is zero.

Example 1

Mic-hell'e has a part-time job that pays her P1, 000 per week. She would 1lllke to
spend a week in Boracay during summer vacation from school, but she has no
vacation time available. If she takes the trip anyway, the P1, 000 in lest wages
will be an opportunity cost of doing so.

Example 2

Marco is employed with a company that pays him a salary of P20, 000 a month.
He is thinking about leaving the company and returning to school.
Since returning to school would require that he give up his P240, 000 salaries,
the forgone salary would be an opportunity cost of seeking further education.

Differential cost

Cost that is present under one alternative but is absent in whole or in part under
another alternative. An increase in cost from one alternative to another is known as
incremental cost, while a decrease in cost is known as decremental cost.
Differential cost is a broader term, encompassing both cost increases (incremental
" cost) and cost decreases (decremental costs) between alternatives.

The accountant’s differential cost concept is basically the same as the economist’s
marginal cost concept. In speaking of changes in cost and revenue, the economist
employs the terms marginal cost and marginal revenue. The revenue that can be
obtained from selling one more unit of product is called marginal revenue, and the
cost involved in producing one more unit of product is calléd marginaf cost.

Differential costs can be either fixed or variable. To illustrate, assume that Avon
Corp. is thinking about changing its marketing method from distribut;
retailers to distribution by direct sale. Present costs and revenues are
-projected costs and revenues in the table on the next page,

on through
compared to
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Retailer Direct sale Differential
Distribution Distribution Cost and
(present) (proposed) Revenues
Revenues (V) P_900.000 P 1,200,000 P 300,000
Cost of goods sold (V) 450,000 600,000 130,000
Advertising (F) 80,000 45,000 ( 35,000)
Commission (V) - 40,000 40,000
Warehouse depreciation (F) 50,000 80,000 30,000
Other expenses (F) 60,000 60,000 -
Total 640,000 825.000 185.000
Net Income P_260,000 P 375,000 P 115,000
V = Variable
F = Fixed

The differential revenue is P 300,000, and the differential costs total P 185,000,
leaving a positive differential net income of P 115,000 under the proposed marketing
plan. As noted earlier, those differential costs representing cost increases could have
been referred to more specifically as incremental costs, and those representing cost
decreases could have been referred to more specifically as decremental costs.

Relevant cost }
A future cost that changes across the alternatives.

relevant costs are cost of goods sold, advertising,
warechouse depreciation.

In the example above, the
commissions, and

Out-of-pocket cost
Cost that requires the payment of money (or other assets) as a result of their

incurrence.

Sunk cost
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\ r I1d be used in
future decision, they are not diffcrential costs, and therefore they e
analyzing future courses of action.

To illustrate the notion of a sunk cost, assume that a firm has just paid P 25 0’205%00%6
a special purpose machine. Since the cost outlay has been made, the P250,
investment in the machine is a sunk cost. Even though the purchase may have been
unwise, no amount of regret can relieve the company of its deciston, nor can afny
future decision cause the cost to be avoided.

Controllable and Non-controllable Costs

A cost is considered to be a controllable cost at a particular level of management if
that level has power to authorize the cost. For example, entertainment expense
would be controllable by a sales manager if he or she had power to authorize the
amount and type of entertainment for customers. On the other hand, depreciation of

warehouse facilities would not be controllable by the sales manager, since he or she
would have no power to authorize warehouse construction.

In some situations, there is a time dimension to controllability. Costs that are
controllable over the long run may not be controllable over the short run. A good
example is advertising. Once an advertising program has been set and a contract
signed, management has no power to change the amount of spending. But the

contract expires, advertising costs can be renegotiated, and thus management can
exercise control over the long run.

COST FLOW - MANUFACTURING FIRMS

Cost Incurrence

Expense Category

Direct materials -------}
} .
Direct labor ------------ b —Workin __, Finished ___ Cost of goods sofd
A }  process goods
Factory overhead ------ }

Selling and Administrative

— Operating expenses
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Work in process consists of goods that are started but not completed. Finished goods
are goods that are complete and ready for sale,

COST FLOW - MERCHANDISING FIRM

Cost incurrence Expense category
Finished goods »  Cost of goods sold
Selling and Administrative —  Operating expense

COST FLOW - SERVICE FIRM

Cost incurrence Expense category
Direct materials N }

Direct labor % \ —> Cost of services
Factory overhead ---- i

Selling and Administrative » Operating expense

The essential purpose of any organization 1s to transform inputs into outputs. The
activity for merchandising, manufacturing, and service organizations are shown in
the previous and current page . These organizations have many similarities, all
require labor and capital as inputs, and all transform them into a product or service
for the market. These organizations also differ from one another in many respects.
The differences between these organizations are reflected in their accounting

systems.

A merchandising organization starts with a finished product and markets it. Because
inventory is acquired in finished form, its cost is easily ascertained.

The accounting system for a manufacturing organization is more complex because
direct materials are first acquired and then converted to finished products. A
manufacturer’s accounting system focuses on work in process, which is the account
tha reflects the costs involved in transforming input materials into finished goods.
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] ising becaus

Service organizations are different from manufacturing and me;zhz?lgiili?i%y centerz
they have no inventory of goods for sale. Costs are charged to r I)J{ aigll, Sosts are
for performance evaluation. In a public accounting firm, for eh Cos,t s ar alic
charged to the audit department, the tax department, and sO forth. aluation. The
charged to jobs. The assignment of costs facilitates performanc;al eZe artme;lt, he
manager of each department is held responsible for the costs oft fh t[1)1ree kinds of
manager of each job is held responsible for the cost of that job .Of the betve
operations, manufacturers require the most complex and compre eI;k' ‘ p
accounting system. All three uses cost information for decision m ing an

performance evaluation. Byt in addition, manufacturers need product costing for
inventory valuation and to measure cost of goods sold reported on external financial

statements.  Many manufacturers also have service and merchandising activities,
costs of which must be recorded.

SUMMARY OF IMPORTANT FORMULAS

1. Total variable costs = Variable cost per unit x total output-

2. Total cost = Total variable cost total fixed coxt

3. Variable rate = highest point cost - Jowest point cost
Highest output - lowest output

4. Fixed cost = Total cost at highest — (variable rate x output at highest point) or
5. Fixed cost = Total cost at lowest — (variable rate x output at lowest point )
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QUESTIONS
1.

8.

9.

10. Consider education as a product What are the direct costs and the indirect costs
~ to a university in educating a student? :

In what way does a typical manufacturing business differ from a merchandising
concern? In what ways are they similar?

What are the basic elements of production cost?

Define the following costs
direct materials
indirect materials
direct labor
indirect labor
factory overhead

® oo

Define prime cost and conversion cost.

Does prime cost plus conversion cost equal to the total manufacturing cost?

In what way does the accounting treatment of factory overhead differ from that of
direct materials and direct labor costs? .

Explain why the fixed cost per unit declines as volume increases. Give an
example

Give 'exampies of variable overhead costs and fixed overhead costs.

How would you classify the monthly bill (plan) for a Smart/Globe cellphone?
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Proialem 1

. X " X ed by Ram
Presented below is a list of costs and expenses usually mcurr J
Corporation, a manufacturer of furniture, in its factory.

. Metal used in manufacturing tables
. Insurance on factory machines
Leather used in manufacturing furniture
Wages paid to machine operators
Depreciation of factory machinery
Salaries of factory supervisors
Wood used in manufacturing turniture
Sandpaper, bolts and nails
. Property taxes on factory building

10. Rent of factory building
Instructions

Classify the above items into the following categories (a) direct materials, (b)
direct labor and (c) manufacturing overhead.

S

2~ O B L

O

Problem 2
~ Classify the following as to fixed, variable or mixed
1. Factory rent
2. Wages for workers paid based on units produced
3. Equipment maintenance
4. Cost accountant’s salary
5. Depreciation based on output
- 6. Salary of factory supervisor
7. Telephone (monthly)
8. Paper in the manufacture of books
9. Wages of machine operators
10. Commission of salesmen

Problem 3

Classify the following as either manufacturing (M),
1. Metal for the manufacture of golf clubs

2. Wages of drivers of delivery trucks

3. Rent on factory building

4. Freight-in of materials purchased

5. President’s salary

selling (S), or administrative (A)
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Problem 4

Classify each of the following costs of Bug Company in two ways: (a) as variable
(V) fixed costs (F); (b) as inventoriable costs (I) or period costs (P):
(a)VorE (b)lorP

Example: Direct labor v I

1. Wood used in bookcases
2. Machine depreciation based on mach. Hrs.
3. Fire insurance on factory equipment
4. Wiring used in radios
5. Indirect materials
6. Sales commissions
7. Bottles used to package liquid
8. Gasoline for a delivery truck
9. Straight-line depreciation of trucks used
for delivery of sales to customers
10. Machine operator’s hourly wages

Problem 5
Kyrie Company produces different sizes of basketballs. The following costs were

incurred during the year.

Materials P65,000 (P 15,000 is indirect)

Labor. ‘ 70,000 (P 18,000 is indirect)

Factory overhead 95,000 (including indirect materials
’ and indirect labor)

General and administrative expenses 2,600

Office salaries 18,600

There were no work in process at the end of the year, 5,000 units were produced,
and 90% of the units produced were sold

Required:

1. Compute the prime costs

2. Compute the conversion costs

3. Compute the total product costs

4. Compute the total period costs

5. If the selling price is P50.00, how much is the net income
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Problem 6

Cost Accounting

The financial statements of Mother Goose Company included these rtems:

Marketing costs

Direct labor cost
Administrative costs

Direct materials used

Fixed factory overhead costs
Variable factory overhead costs

Compute for the following

1. Prime cost
2. Conversion cost ..
3. Total inventoriable/product cost
4. Total period cost

Problem 7 -

Sales price
Fixed costs:
Marketing and administrative
Manufacturing overhead
Variable costs:
Marketing and administrative
Manufacturing overhead
Direct labor
Direct materials
Units produced and sold

Required: Compute for the followiny
Variable cost per unit

Full manufacturing cost per unit -
Full cost to make and Sell per unit

ol o

Variable manufacturing cost per unit -

P 160,000
245,000
145,000
285,000
175,000
155,000

P 200 per unit

24,000 per period
30,000 per period

6 per unit

9 per unit

30 per unit

60 per unit
1,200 per period
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Problem 8 _ _
. Given the following facts, complete the requirements below:

Westinghouse Company manufactures major appliances. Because of growing
interest in its product, it has just had its most successful year. In preparing the
budget for next year, its controller compiled these data.

MONTH VOLUME IN MACH. HRS. ELECTRICITY COST
JULY 6,000 P_ 60,000
AUGUST 5,000 | 53,000
SEPTEMBER 4,500 49,500
OCTOBER 4,000 46,000
NOVEMBER 3.500 42,500
DECEMBER 3,000 39,000
6-MONTH TOTAL 26.000 P290,000

Using the high-low method compute
1 The variable cost per machine hour
2 The monthly fixed electricity costs
3 The total electricity costs if 4,800 machine hours are projected to be used

next month

Problem 9
Johnson Corporation is preparing a flexible budget and desires to separate its

electricity expense, which is semi-variable and fluctuates with total machine hours,
into its fixed and variable components. Information for the first three months of

2009 is as follows:.

Machine Hours Electricity Expense
January 3,500 P 31,500
February 2,000 20,000
March 4,000 : 35,600
Requirements:

1. Compute the variable rate per machine hour.

2. Compute the fixed portion of Johnson’s electricity expense.

3. Compute the total manufacturing costs if Johnson’s actual machine
hours used is 4,500.
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Problem 18

Valdez Motors Co. makes motorcycles. Management wants to  estimate
overhead costs to plan its operations. A recent trade pub]{catlon revealed that
overhead costs tend to vary with machine hours, To check this, they collected the
following data for the past 12 months.

Month No. Machine Hours Overhead Costs

1 175 P 4,500
2 170 4,225
3 160 4,321
4 190 5,250
5 175 4,800
6 200 5,100
7 160 4,450
8 150 4,200
9 o 210 5,475

10 180 4,760

11 170 4,325

12 145 3,975

Requirements

1. Use the high-low method to estimate the fixed and vari
overhead costs based on machine hours.

2. If the plant is planning to operate at a level of 200 machine hours next

- period, what would be the estimated overhead costs?

3. Use the method of least square to estimate the fixed and vari
overhead costs based on machine hours,

able portion of

able portion of
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- TRUE-FALSE QUESTIONS

Indicate

whether the following statements are true or false by inserting in the blank

space provided a capital “T” for true or “F” for false.

1

S

11.

12.
—13.
14.
5.

The materials, labor, and overhead costs incurred to produce a
product are called period costs.

Marketing, Selling, and Administrative Costs are the three broad
classifications of costs incurred by a manufacturing company.

Lumber can be both a finished product and a material.

Product cost consists of the sum of prime cost and conversion cost.

Total fixed costs decrease with increase in the number of units produced
Period costs are found in both merchandising and manufacturing firms.

The three cost elements of a manufactured good are direct materials, direct
labor, and marketing costs. ’

A cost that is present under one alternative but absent in whole or part
under another alternative is known as a differential cost.

Like product costs, period costs are not necessarily treated as expenses in
the period in which they are incurred.

. Variable costs are costs that change, in total, in direct proportion to changes
in the level of activity.

The salary paid to the manager in charge of a warehouse is probably a
variable cost.

Indirect materials/factory supplies are classified as administrative expense,
The salary paid to a factory foreman is classified as factory overhead.

In a manufacturing setting, prime costs are fixed.

Fixed cost remains constant if expressed on a unit basis.

___l6.Differential costs can be either fixed or variable
17. A fixed cost is constant per unit of product.

—_—

18.

A decrease in production will ordinarily result in an increase in fixed
production cost per unit.

19. A factory supervisor’s salary would be classified as a direct cost-of a unit of

20.

product.

‘Factory rent is included in manufacturing overhead, but office rent is a

period cost.

21. Product costs are also known as manufacturing costs.

22 Prime costs are always variable
23. Cost accounting is not needed by a merchandising entity

24

——

25,

The statement of financial position of a service business is the same as that
of a manufacturing business »

Selling and administrative expenses are sometimes called non-
manufacturing costs
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MULTIPLE CHOICE &
1. Indirect material cost is a
Conversion cost Prime cost
a. No No
b. No Yes
C. Yes . Yes
d. Yes No
2. Direct labor cost is a
Conversion cost Prime cost
a. No No
b. No Yes
C. Yes : : Yes
" d. Yes No

‘3. Indirect labor is a
~a. Prime cost.
b. Conversion cost.
C. Period cost.
d. Non-manufacturing cost.

4. In a job cost system, manufacturing overhead is
An indirect cost of jobs A necessary element of production

a. No . Yes
b.. No o No
C. Yes Yes
d. Yes | No

5. Prime cost and conversion cost share what common element of total cost?
Variable overhead.

Fixed overhead.

Direct materials.

Direct labor.

oo o P
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6. Which of the following is an element of prime cost?

Direct materials Direct labor
a. Yes Yes
b. Yes , No
C. No Yes
d. No No
7. Wages paid to factory machine operators of a manufacturing plant are an
element of
Prime cost | Conversion cost
a. No No
b. No Yes
C. Yes No
d. Yes Yes

8. Costs that vary inversely with changes in volume include

a. Total variable costs.
b. Total variable costs divided by volume.

C. Total fixed costs.
d. Total fixed costs divided by volume,

.9. When a unit of product is the cost object, factory overhead generally is:
a. A direct manufacturing cost.
b. An indirect manufacturing cost.
C. Both of the above.
d. None of the above.

10. Factory rent is
a. A prime cost and an inventoriable cost.

b. A prime cost and a period cost
C. A conversion cost and an inventoriable cost.

“d. A conversion cost and a period gost.

45
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11. Examples of factory overhead costs are
a. Lubricants for factory machinery.

b. Depreciation of factory machinery.
C. Both of the above,

d. None of the above.

12. In general, the cost that could usually be most reliably predicted is:
. a. Variable cost per unit,

b. Fixed cost per unit
C. Total variable cost.
d. Total fixed cost,

13. Factory supplies used would be an example of which of the following?
Prime cost Conversion cost

a. Yes Yes
b. Yes No

C. No Yes
d. No No

14. For a manufacturing company,
rather than a product cost?

a. Depreciation of factory equipment.
b. Wages of a salesperson.

C. Waées of machine operators.

d. Insurance on factory equipment.

which of the following is an example of a period

15. The variable portion of the semi-variable cost

of electricity for 3
manufacturing plant is a:

Conversion cost . Period cost
a. Yes No
b. Yes . Yes
C. No Yes

d. No | No
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16, Indirect costs are also known'as:
a. Differential costs
b. Common costs
C. Opportunity costs
d. Sunk costs

17. Variable cost

d. Increases on a per unit basis as the number of units produced
increases.

b. »is constant if expressed on a per unit basis.
C. remains the same in total as production increases.
d. is not affected by changes in activity from period to period.

-18. All of the following are examples of product costs except:
a. depreciation on the company’s retail outlets.

b. salary of the plant manager.

C. insurance on the factory equipment

d. rental costs of the factory facility.

19. The distinction between indirect and direct costs depends on

whether a cost is controllable or noncontrollable.

whether a cost is variable or fixed.

whether a cost is a product or a period cost.

whether a cost can be conveniently and physically traced to a unit under
consideration.

Ao oW

20, Which of the following should riot be included as manufacturing overhead in
the manufacture of a wooden chair?
a. Glue in the chair
b. The amount paid to the individual who stains the chair |
C. The workman’s compensation insurance of the supervisor who
oversees production
d. The factory utilities of the department in which production takes place
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Al

MULTIPLE CHOICE - PROBLEMS

. arter:
The following costs relate to Antonio Industries for the last qu P 435,000

Conversion cost » 215,000
Direct materials 190,000
Manufacturing overhead 185,000

Selling and administrative expense
1. What is Antonio’s prime cost for last quarter?
a. P'460,000
b. P 410,000
¢. P 405,000
d. P 375,000

2. Antonio’s total manufacturing cost is |
a. P 460,000
b. P 645,000

c. P 650,000
d. P 840,000
3. Antonio’s total period cost is
a. P 185,000
b. P 275,000
¢. P 400,000
d. P 620,000

’Milktopia, Inc. produces and sells milk flavored bubble gum. Over the last five
months Milktopia had the following production costs and production volume..

Month Cost Volume (in cases)
March P 6,000 12
April 6,659 14
May 8,370 18
June . 8,800 19
July 3,050 17
4.. Using the high-low method, what is the fixed cost per month for bubbie gum
production?
a P 400 c. P 4,800

b. P 1,200 | d. P 7,600

5.. The variable cost per case is |
a. P 400 c. P 1,200
b. P 600 d. P 2,800
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Justine Co. produced 5,500 outdoor chairs for Job Order No. 610. Total material
cost was P 51,700. Each chair required 2.2 hours of direct labor at P8.90/ hour. A
total of P§3,845 of factory overhead was traced to Order 610.

6. What is the prime cost per unit of this order?

a. P1958 c. P 29.37

b. P28.98 d. P 38.77
7. What is the conversion cost per unit of this order?

a. P19.58 c. P29.37

b. P 28.98 d. P38.77
8. What is the unit cost of this order?

a. P37.88 ' c. P28.09

b. P38.77 | d. P36.99

During the month of August, Amer Corporation produced 12,000 units and sold
them for P20 per unit. Total fixed cost for the period were P 154,000, and the
operating profit was P 26,000.
9. Based on the foregoing information, the variable cost per unit is

a. P 4.50 ¢c. P 6.00

b. P 5.00 d.P7.17

Data to be used in applying the high-low method shows the highest cost of P69,000
and the lowest cost of P52,000. The data show P148,000 as the highest level of
sales and P97,000 as the lowest level.

10. What is the variable cost per peso sales?

a.P 033 c. P0.54
b.P047 : d.P3.00

Ravena Company manufactures office furniture. During the most productive month
of the year, 3,500 desks were manufactured at a total cost of P84,400. In its slowest

‘month, the company made 1,100 desks at a cost of P46,000.

11. Using the high-low method of cost estimation, the total fixed cost are

" a. P56,000 ¢. P17,600
b. P28,400 d. P38,400
12. The variable cost per unit is
a. P 16.00 c. P 14.00
| d.P 17.00

b. P 15.00
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- Last year, Abner Company incurred the following costs
Direct materials P 50,000
Direct labor 20,000
Factory overhead 130,000
Selling expense ‘ 40,000
Administrative expense 36,000

Units produced and sold 10,000 units at a price P31 each

13. Prime cost per unit is

a.P 7.00 c.P 5.00

b.P15.00 d. P20.00
14. Conversion cost per unit is ’

a.P 7.00 ¢ P20.00.

b.P 15.00 d. P26.00
15. Cost of goods sold per unit is :

a.P 7.00 1 ¢. P20.00

b.P 15.00 d. P26.00
16. -Gross profit per unit is

a.P11.60 c. P16.00

b.P 15.00 ' d. P 24.00
17. Operating income is ]

a.P 24,000 c. P 74,000

b. P 110,000 - - d.P110,000

Norman Company produced 1,000 units of a product which was

, e sold at a price of
P95.00 each. Total selling and administrative incurred P30,000

_ Direct materials - P25.00
Direct labor 16.00
Factory overhead 19.00
18. Conversion cost per unitis
a.P41.00 _ ¢. P35.00
b. P 44.00 d. P45.00
19. Cost of goods sold per unit is
a.P41.00 c. P35.00
b. P 44.00 d. P60.00
20. Gross profit per unit is
a. P54.00

. ¢. P60.00
b. P51.00 ! d. P35.00




CHAPTER
3

COST ACCOUNTING CYCLE

LEARNINGS OBJECTIVES

Upon completion of this chapter, you should be able to
* Understand the cost accounting cycle
¢ Differentiate service, merchandising, and a- manufacturing entities
e Distinguish between and account for direct and indirect materials and labo
as they are used in the production process | e
o Prepare the different financial statements for a service entity ,merchandising
entity and manufacturing entity

The objective of accounting, in general, is the accumulation of financial information

that is_useful in making economic decisions. Financial accounting focuses on the

gathering of information to be used in the preparation of financial statements that

meet the needs of investors, creditors, and other external users of financial

information. The statements include a balance sheet, income statement, and

statement of cash flows. Although these financial statements are useful to

" management as well as external users, additional reports, schedules, and analyses are

required for internal use in planning and control. Cost accounting provides the
additional information required by management, and also provides data necessary
for the preparation of external financial statement. For example, cost accounting

procedures are necessary for the determination of cost of goods sold on the income

statement and the valuation of inventories on the balance sheet.

Manufacturing Inventory Accounts

Most manufacturing companies use the perpetual inventory approach. In the
remaining sections of this book, you are to assume that a company uses thg perpetual
inventory system unless otherwise indicated. Accounting for 4mve!1tor1es is the more
difficult part of manufacturing - accounting when compared with merchandising
accounting. Instead of dealing with one account - Merchandise Inventory — three
Materials Inventory, Work in Process Inventory, and

accounts must be used:
Finished Goods Inventory. .
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Materials Inventory _

‘The Materials Inventory account, also Materials Inventory Control a.CSOUl’}", 15 mac'le
up of the balances of materials and supplies on hand. This account 1$ ma.mtamed in
much the same way as the Merchandise Inventory account. The main difference is
the way that the costs of items in inventory are assigned. For the merchandising
company, goods taken out of inventory are items that have been sold. When a sale

is made, an entry is needed to debit Cost of Goods Sold and to credit
Merchandise Inventory for the cost of the item. Materials, on the other hand, are

usually not purchased for resale but for use in manufacturing a product. Therefore,
an item taken out of Materials Inventory and requisitioned into production is
transferred to the Work in Process Inventory account ( not Cost of Goods Sold).

Figure 3‘-1 Merchandise Inventory versus Materials Inventory

Goods costing
45,300 were sold

Merchandise Inventory Cost of Goods Sold

Balance 1/1 24,600 Sold 45,300 —>Sold 45,300
Tuschases  S3,20Q

Balance 3 2,500

Materials costing
45,300 were issued
to production

Materials Inventory Work in Process

Balance 1/1 24,600 Issued 45,300 Balance 1/1

| , 25,100
Purchases 53,200 at. Used

45,300

Balance 32,500
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Work in Process Inventory

All l}lanufacturing costs incurred and assigned to products being produced are
classified as Work in Process Inventory costs. This inventory account has no
counte'rpm"t in merchandise accounting. A thorough understanding of the concept of
Work 1p-Process Inventory is vital in manufacturing accounting. Figure 3-2 shows
the various costs that become part of Work in Process Inventory and the way costs

are transferred out of the account.

The iss»uance of materials production, shown in Figure 3-1, begins the production
process. .These materials must be cut, molded, assembled, or in some other way
changed into a finished product. To make this change, people, machines, and other
factory resources (buildings, electricity, supplies, and so on) must be used. All of
these costs are manufacturing cost elements (product costs), and all of them enter

into accounting for Work in Process Inventory

Direct labor earned by factory employees are also product costs. Since these people
work on specific products, their labor costs arc assigned to those products by
including the Iabor peso earned as part of the Work in Process Inventory account.

Overhead costs are product costs and must be assigned to specific products. Thus,
they, too, are included in the Work in Process Inventory account. As discussed

earlier, there are many overhead costs to account for on an individual basis. To

reduce the amount.of work needed to assign these costs to products, they are
accumulated and accounted for under one account title: Factory Overhead Control.

These costs are then assigned to products by using an overhead rate. Using this rate,
called -a predetermined overhead rate, costs are charged to Work in Process
Inventory account. In the example in Figure 3-2, fgctory overhead costs of P 65,000
were charged to the Work in Process Inventory account. The predetermined

overliead rate will be discussed in Chapter 8.

ompleted, they are put into the finished goods storage area. These
direct labor, and factory overhead costs assigned to
them. When products are completed, their costs no longer belong to work in
process. Therefore, whea the completed products are sent to the storage area, their
costs are transferred from the Work in Process Inventory account to the Finished
Goods Inventory. The balance remaining in the Work in Process Inventory account
(P 13,500 in Figure 3-2) represents the costs that were assigned to products partly

completed and still in process at the end of the period.

As products are ¢
products now have materials,
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Figure 3-2. The Work in Process Inventory Afscount Products costing P201,600

were completed and
transferred to finished
goods inventory

Work in Process Inventory Account Finished Goods Inventory

Balance 1/1 25,100 Completed during Balance 1/1

the period 70,000
Materials 45,300 201,600 Completed
. 204,600

Labor 79.700

Overhead 65,000

Balance 13,500

Finished Gcods Inventory

The Finished Goods Inventory account, like Materials Inventory, has same
characteristics of the Merchandise Inventory account. We have already seen how
costs are moved from the Work in Process Inventory account to the Finished Goods
Inventory account, At this point Finished Goods Inventory takes on the
characteristics of Merchandise Inventory. If we compare the Merchandise Inventory
account in Figure 3-1 with the accounting for Finished Goods Inventory in Figure 3-
3 we will see that the credit side of both accounts is handled in the same way. Both
examples show that when goods or products are sold, the costs of those goods are
moved from the Finished Goods Inventory account to the Cost of Goods Sold
account. However, the accounting procedures affecting the debit side of the
Finished Goods Inventory account differ from those for the Merchandise Inventory
account, In a manufacturing firm salable, products are produceqd rather than
purchased. All costs debited to the Finished Goods Inventory account represent
transfers from the Work in Process Inventory account. At the end of an accounting
period, the balance in the Finished Goods Inventory account is made up of the cost
of products completed but unsold as of that date.
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~ Figure 3-3. Accounting for Finished Goods Inventory
Products costing P 240,500

A were sold during the period
Finished Goods Inventory Cost of Goods Sold

Balance 1/1 70,000 |Sold 240,500 L‘?old 240,500
Completed 201,600 :

Balance 31,100

For the merchandising concern, the cost of goods sold is computed as follows:

- Beginning merchandise inventory
Plus: Purchases (merchandise)
Merchandise available for sale
Less: Merchandise inventory end

Cost of goods sold

The amount of purchases represents the cost of the goods which were acquired
" during the period for resale. Since the manufacturing concern makes rather than
buys the product it has available for sale, the term “finished goods inventory”
replaces “merchandise inventory” and the term “cost of goods manufactured”
replaces “purchases” in determining the cost of goods sold.

Beginning finished goods inventory
~ Plus: Cost of goods manufactured
- Total goods available for sale

Less: Finished goods inventory end

Cost of goods sold

Regardless of which costing system is used, & cost of goods manufactured (CofGM)
statement is prepared to summarize the manufacturing activity of the period. Cost of
Goods Manufactured for a manufacturing firm is equivalent to purchases for a
merchandising firm. Although it may take different forms, essentially the CofGM
statement is a summary of the direct materials, direct labor, factory overhead, and
work-in-place (WP) account. -
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ELEMENTS OF MANUFACTURING COST

Manufacturing or production costs are classified into three basic elements: (1) direct
materials, (2) direct labor, and (3) factory overhead.

Direct materials

The cost of material which become part of the product being manufactured ax}d
which can be readily identified with a certain product. Examples are: lumber used in
making furniture, fabric used in the production of clothing, crude oil used to make
gasoline and leather used to make shoes and bags. ’

Materials that cannot be readily identified with any particular item manuf.actured are
called indirect materials. Examples are: sandpaper used in sanding furniture, and
lubricants used on machinery. Classified also as indirect materials are materials that
actually become part of the finished product but whose costs are relatively
insignificant, such as thread, screws, rivets, bolts, nails, and giue.

Direct lIabor:

The cost of labor for those employees who work directly on the product
manufactured. are classified as direct labor. Examples are: salaries of machine
operators or assembly line workers. ‘ :

The wages and salaries of employees who are required for the manufacturing
process but who do not work directly on the units being manufactured are
considered indirect labor. Examples are: wages and salaries of department heads,
inspectors, supervisors, and maintenance personnel.

Factory overhead

Includes all costs related to the manufacturing of a product except direct materials
and direct labor. Examples are: indirect materials, indirect labor, and other
manufacturing expenses, such as depreciation on the factory building, machinery
and equipment, supplies, heat, light, power, maintenance, insurance, rent and taxes.

Manufacturing Cost Flow

Product costing, inventory valuation, and financial reporting depend on a defined,
structured flow of manufacturing costs. This manufacturing cost flow was
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~ outlined in the discussion of the three manufacturing inventory accounts. Figure 3-4
summarizes the entire cost-flow process as it relates to accounts in the general
ledger. The journal entries to make this cost flow operational will be illustrated in
the latter part of this chapter. ‘

Figure 3-4 Manufacturing Cost Flow

Materials Inventory | Factory Payroll Factory Overhead Control
Bal.1/124,000]ssued 45,300 DL 79,700 79,700 Total mfg, 65,000
Purch. 53,200|. cost 65,000

Bal. 31,900
Work in Process Inventory
Bal. 1/1 25,100 |Completed 201,600
Materials 45,300

™ Labor 79,700
» OH 65,000
Bal. 13,500

Cost of Goods Sold
Bal. 1/1 70,000 Sbid 240,500 —Sebd240,500
ompleted 201,600 | - ¥

Bal. 31,100

Here we concentrate on the general pattern of manufacturing cost flow, as shown in
Figure 3-5 . The cost flow begins with costs being incurred. Manufacturing costs
start in many ways. They may be cash payments, incurred liabilities, fixed asset
depreciation, or expired prepaid expenses. Once these costs have been incurred
they are recorded ‘as either direct materials, direct labor, or
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factory overhead costs. As the resources are used up, the company {r ansfers ‘ts costs
to the Work in Process Inventory account. When production I completed, cost
assigned to finished units are transferred to the Finished Goods Inventory account.
In much the same way, costs attached to units sold are transferred to the Cost of
Goods Sold account. Before going on, compare the cost flow as it moves Fhrough
the general ledger accounts in Figure 3-4 with the general pattern shown in Figure 3-
5. Both figures show the same type of cost flow.

Figure 3-5
COST FLOW - MANUFACTURING FIRMS
Cost incurrence Expense Category
Direct materials ------- }
}
Direct labor =----nn---—- } __,Workin __, Finished Cost of goods sold
‘ } process goods

Factory overhead ------ }

Selling and Administrative . » Operating expenses

The Manufacturing Statement

Financial statements of manufacturing companies differ little from those of
merchandising companies. Depending on the industry, the account titles found on
the balance sheet are the same in most corporation. (Examples include Cash,
Accounts Receivable, Buildings, Machinery, Accounts Payable and Capital Stock.)
Even the income statements for a merchandiser and a manufacturer are similar.
However, a closer look shows that the head Cost of Goods Manufactured is used in
place of the Purchases account. Also, the Merchandise | Inventory account is
replaced by Finished Goods Inventory.

The key to preparing an income statement for a manufacturing company is to
determine the cost of goods sold. The amount is the end result of a special
manufacturing statement, the statement of cost of goods manufactured, which is
prepared to support the figure on the income statement,

Statement of Cost of Goods Manufactured and Sold

The flow of manufacturing costs, shown in Figures 3-] through 3

A ; X ) -4, provides the
basis for accounting for manufacturing costs. In this process all man

ufacturing
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costs incurred are considered product costs. They are used to compute ending
inventory balances and cost of goods sold. The costs flowing from one account to
another during the year have been combined into one number in the illustrations to
help show the basic idea. In fact, hundreds of transactions occur during a year, and
each transaction affects part of the cost flow process. At the end of the year, the flow
of all manufacturing costs incurred during the year is summarized in the statement of
cost of goods manufactured and sold. The statement gives the peso amount of costs
for products completed and moved to Finished Goods Inventory during the year.
The amount for cost of goods manufactured should be the same as the amount
transferred from the Work in Process Inventory account to the Finished Goods
- Inventory account during the year. In the same way, the amount of cost of goods
sold should be the same as the amount transferred from the Finished Goods
Inventory account to the Cost of Goods Sold account during the year.

The statement of cost of goods sold for Figure 3-1 through 3-4 is shown below.
Even though this statement is rather complex, it can be pieced together in four steps.
The first step is to compute the cost of materials used. Add the materials for the
period to the beginning balance in the Materials Inventory account. This subtotal
represents the cost of materials available for use during the year. Then subtract the
balance of the ending Materials Inventory from the materials available for use. The
difference is the cost of materials used during the accounting period.

Name of Company
Cost of Goods Sold Statement
For the year ended December 31, 2019

Direct materials used

Materials Inventory, January 1 P 24,600

Add: Purchases 53.200

Total available for use 77,800
 Less: Materials Inventory, December 31 32,500 P 45,300
Direct labor ‘ 79,700
Factory Overhead 65,000
Total manufacturing costs 190,000
Add: Work in process, January 1 25,100
Cost of goods put into process 215,100
Less: Work in process, December 31 13,500
Cost of goods manufactured 201,600
Add: Finished goods, January 1 70,000
271,600

Total goods available for sale
Less: Finished goods, December 31 31,100
Cost of goods sold — normal | P 240,500
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The second step is the computation of the total manufacturing costs for the year,
The costs of materials used and direct labor are added to total factory overhgad costs
applied during the year. The third step charges total manufacturing costs into total
cost of goods manufactured for the year. Add the beginning Wgrk in Process
Inventory balance to total manufacturing costs for the period to arrive at the tgtal
cost of work in process during the year. From this amount, subtract the ending
Work in Process Inventory balance for the year to get the cost of _goods
manufactured. The term total manufacturing costs must not be confused with the
cost of goods manufactured. Total manufacturing costs are the total costs for
materials used, direct labor, and factory overhead incurred and charged to
production during an accounting period. Total manufacturing costs of P 190,000
incurred during the current year are added to the beginning balance of the Work in
Process Inventory costs of P 25,100. The P25,100 beginning balance, by definition,
are costs from an earlier period. The costs of two a’ccounting periods are now being
mixed to arrive at the total cost of goods put into process during the year.The cost of
ending products still in process (P31,100) are then subtracted from the total cost of
goods put into process during the year. The remainder, P201,600,is the cost of
goods manufactured (completed) during the year. It is assumed that the items in
beginning inventory were completed first. Cost attached to the ending Work in
Process Inventory are part of the current period’s total manufacturing costs. But
they will not become part of the cost of goods manufactured until the next
accounting period when the products are completed. The fourth step is the
computation of the cost of goods sold during the year, The cost of goods
manufactured is added to the beginning balance of the Finished Goods Inventory to
get the total cost of goods available for sale during the period. The cost of goods
sold — normal is then computed by subtracting the ending balance in Finished Goods
Inventory (cost of goods completed but unsold) from the total cost of goods
available for sale. Cost of goods sold is considered an expense for the period in
which the related products were sold. '

ILLUSTRATION OF COST ACCOUNTING CYCLE mmgm

The Noeled Products ‘Company is a small, newly organized company that
manufactures dining tables and chairs. The company’s products are sold to jobbers
or wholesale distributors, who in turn sell them to retailers. The basic steps in the
company’s manufacturing process are as follows:

1. Lumber is cut to size for table tops, legs, seats, arms, and backs.

2. The individual pieces of cut lumber are painted in various bright colors.

3. The pieces are assembled into tables and chairs.
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The beginning Statement of Financial Position . for the company on January 1 of the
current year is presented below..

Noeled Products Company
Statement of Financial Position
January 1, 2019

Assets { Liabilities and Stockholders’ Equity
Ca§h . P 80,000 Liabilities P ~0
Building 750,000
Machinery & equipment _ 150,000 Capital stock 980,000
: Total liabilities and
Total assets P980,000 Stockholders’ equity ~ P980,000

To make things easy, let us assume that the company for the month of January
makes only one style of table and no chairs, The following transactions are
completed for January and recorded, in summary form as follows:

1. Materials (lumber, paint, screws, lubricants, and solvents) are purchased
on account at a cost of P 50,000.

Materials 50,000

Accounts Payable 50,000

-This procedure differs in two ways from the recording of purchases for a
merchandising firm. First, the debit is to a Material Inventory account instead of a
Purchases account because the inventory system is perpetual. Second, the inventory
account used is a control account. Some companies have hundreds of items in

inventory. To keep a separate account for each item in the general ledger would
crowd the ledger and make it hard to work with. At the time that entry 1 is posted to

- the general ledger, the individual stock cards are also updated.

2." During the month, direct materials (lumber and paint) costing P 40,000 and
indirect materials (screws, lubricants for machine, and solvents for cleaning)

costing P 1,900 are issued to the factory.

40,000

Work in Process
1,900

Factory Overhead Control

Materials 41,900
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This entry shows that P40,000 of direct materials and P1,900 of indirect mate.rxals
were issued. The debit to the Work in Process account records the cost of dlr.ect
materials issued to production. Such costs can be directly traced to specific job
orders. As the direct materials costs are charged to work in process, the amounts
for individual jobs are entered on the job order cost sheets. Indirect materials are
debited to the Factory Overhead Control account.

3. Total payroll for the month amounted to P36,000, consisting of P20,000 carned by
laborers working on the product; P 7,000 for factory supervision; P 9,000 for sales
and administrative employees. The entry to record the payroll and the payment to
employees (ignoring payroll deductions) would be:

Payroll 36,000

Accrued Payroll | " 36,000
Accrued Payroll 36,000

Cash ' 36,000

Recording labor costs for a manufacturing company requires three journal entries,
The first labor cost entry records the total payroll liability of the company. The

second entry records the payment of the payroll liability established in the first
entry. The third entry (No. 4) is now needed to account properly for labor costs.
The P36,000 debited to the Payroll account must be moved to the production
accounts. Gross direct labor costs are debited to Work in Process account, and total
indirect labor costs (factory supervision) are debited to Factory Overhead Control.

Payroll is credited to show that the total account has been distributed to the
production accounts.

4. The entry to record the distribution or classification of the payroll would be:

Work in Process 20,000
Factory Overhead Control 7,000
Selling and Administrative Expense Control 9,000
Payroll 36,000

The wages earned by laborers working directly on the product are charged to
Work in Process, while the salaries and wages of the factory supervisor, who do
no work directly on the product, are charged to Factory Overhead Control.
Sales  salaries and administrative salaries are charged to Selling and
Administrative Expense Control. ‘



Chapter 3 Cost Accounting Cycle 63

5. Depreciation expense for the building is 6% per year. The office occupies
one-tenth of the total building, and the factory operation is in the other nine-
tenths. The depreciation expense for one month is recorded as follows:

Factory Overhead Control , 3,375
Selling and Administrative Expense Control 375
Accumulated Depreciation — Building 3,750

Depreciation for the portion of the building used for factory operations =
750,000 x 6% x 1/12 x 9/10; for the portion used by the office= 750,000 x
6% x 1/12 x 1/10

6. Depreciation expense for machinery and equipment is 20% per year. All
machinery and equipment is used in the factory for production purposes, so
the depreciation expense is charged to Factory Overhead Control.

Factory Overhead Control 2,500
Accumulated Depreciation — Mach. & Equipt. 2,500

7. The cost of heat, light, and power for the month was P3,000.

Factory Overhead Control 2,700
Selling and Administrative Expense Control 300
Accounts Payable 3,000

The cost of heat, light, and power charged to Factory Overhead Control =
3,000 x 9/10 and charged to Selling and Administrative Expense = 3,000 x

1/10

8. Miscellaneous expenses for telephone, office supplies, travel, and rental of
office furniture and equipment totaled P1,500

Selling and Administrative Expense Control 1,500
Accounts Payable 1,500
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Many other expenses may be incurred by a manufacturing organlz.atlotlﬁ; t;;l;nf;?lr
purposes of simplicity, it is assumed there are no other expenses dunngthe o .
After posting the journal entries to the appropriate ledger accounts, e) Y
overhead account will reflect the following debits (as shown on the next pag

Transaction | ' Description Amount
(2) Indirect materials P _1!,388
4) Indirect labor 375
(3) Depreciation of building ' 5500
(6) Depreciation of machinery and equipment :
(7) Heat, light, and power _2.700
Total P17475
14. Factory overhead is charged to production at 85% of direct labor cost:
Work in Process 17,000
Factory Overhead Applied 17,000

The three elements of manufacturing cost — direct materials, direct labor, and factory

overhead — are now accumulated in Work in Process, and the debits in the account
are as follows:

Transaction Transaction

Amount

2) Direct materials : P 40,000
4) Direct labor 20,000
(9) Factory overhead 17.000
Total P 77.000

15. Assuming that all goods started in process have been fin

' ished, the following
entry 1s recorded:

Finished Goods

77,000
Work in Process

77,000

Assuming that 1,000 tables were produced during the month, the upit cost is P77.00.
The unit cost for each element of manufact

‘ : uring cost is calculated as in the
computation on the next page.
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Units Unit

Total Produced Cost

Direct materials P 40,000 1,000 P 40.00
Direct labor 20,000 1,000 20.00
Factory overhead 17,000 1,000 _17.00
P 77000 P 77 .00

If the same type of table is produced in future periods, the unit costs of those periods
can be compared with the unit costs determined above, and any difference
~can be analyzed so that management might take appropriate action. The unit cost
also serves as a basis for establishing the selling price of the tables. After
considering the anticipated selling and administrative expenses, a selling price can
be established that should provide a reasonable profit. If management determines
that a 40% gross profit percentage is necessary to cover the product’s share of
selling and administrative expenses and earn a satisfactory profit, the selling price
per unit, rounded to the nearest cent, would be computed as follows: '

Manufacturing cost P 77.00
Gross profit (40%) 30.80
Selling Price P107.80

To continue with the example, assume that the following transactions take place in
January in addition to those already recorded.

11. Costs of materials, utilitis, and selling and administrative expenses paid
amounted to P 34,000

Accounts Payable 34,000
Cash 34,000
12. 800 tables are sold to jobbers at a net price of P86,240
Accounts Receivable 86,240
. Sales 86,240
Cost of Goods Sold 64,600

Finished Goods ' 61,600
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‘ ivable
- 13. Cash totali is collected on accounts receiva
ash totaling 1:55,000 1s collec s000
Cash

55,000
Accounts Receivable
The accounts in the general ledger will reflect the entries as follows:
Cash ' Accounts Receivable
Beg. 80,000 |(3) " 36,000 (12) 86,240  (18) 55,000
(13) 55000 [11) 34000 31,240
65,000
Materials Work in Process

(1) 50,000 (2) 41,900 (2) 40,000 (10} 77,000

8,100 (4) 20,000

©) 17,000

Finished GOOdS BUilding
(10) 77,000 {12) 61,600 Beg. 750,000 l
| 15,400

Accum. Depreciation-Bui’ldigg

Machinerv& Equi ment
~ I(s) 3,750 Beg. 150,000
Accum. Depr’n — Mach. & Equipment Accounts Py le
T——————fCounts Paygble
N (6) 2500 - QA 34,000 (1)

50,000
(7} 3,000
(8) 1,500

20,500
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Accrued Payroll ‘ Capital Stock -
(3) 36,000 F) 36,000 . Belg. 980,000
_ _Factory Overhead Control ‘ Selling and Adm. Exp. Control
) -~ 1,900 @ 9,000
C)) - 7,000 (5) 375
(5) 3,375 A (D 300
(6) 2,500 (8) - 1,500
€) . 2,700
171475 : 11,175
Payroll, Cost of Goods Sold___
(3) - 36000 ](4) 36,000  (12) 61,600 |
vSales ' - Factory Overhead Applied
| a2 6240 ©| 17,00

- Now let us compare the factory overhead of the two statements, the cost of goods
sold statement on page 52 for Figure 3-1 through 3-4 and the statement of cost of
goods sold for the illustrative problem which is shown on page 61. The factory .
overhead of the statement on page 61 is total actual factory overhead incurred for the
period, while the factory overhead of the statement on page 71 is applied at 85% of-
direct labor cost. ‘The predetermined overhead rate (85% of direct labor cost) was
used to apply overhead to production. Two overhead accounts are used in the
illustrative problem: Factory Overhead Control and Factory Overhead Applied.
Factory Overhead Control was used to accumulate all actual factory overhead costs.
The estimated amount charged to production was credited to Factory Overhead
Applied. After determining the balance of each general ledger account, a trial
balance is prepared to prove the equality of the debits and credits. ‘
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Company
Noeled Products
Trial Balance
January 31,2019
) P 65,000
Cash 31,240
Accounts Receivable 15,400
Finished Goods 8,100
Materials 750,000
Building o ‘ P 3,750
Accumulated Depreciation — Building 150.000
Machinery & Equipment ’ 2.500
Accumulated Depreciation — Mach. & Equipt. 20.500
Accounts Payable 0
. Accrued Payroll
Capital Stock 9323%)
Sales < .
Cost of Goods Sold 61,600
~ Factory Overhead Control 17,475 .
Factory Overhead Applied . 17,000
- Selling and Administrative Expense Control 11,175
P1,109,990 P 1,109,990
- From the ﬁ'ial balance, financial statements are prepared as follows:
Noeled Products Company
Statement of Comprehensive Income
_ - For the month ended January 31, 2019
Sales P 86,240
- Less: Cost of Goods Sold (Schedule 1) 62,075
Less: Sellmg and Administrative Expenses
Selling and administrative salaries P9.000
Depreciation — Building ’ 375
Heat, Light and Power 300
Miscellaneous ' 1500 ] 1175
Net Income P12,990
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Schedule 1

Noeled Products Company
Cost of Goods Sold Statement

For the month ended January 31, 2019

Direct materials used:
Purchases

Less: Materials, January 31 P 8,100
- 1,900

Indirect materials
Direct labor '

Factory overhead

Total manufacturing costs/Cost of goods manufactured

Less: Finished Goods, January = 31

P 50,000

Cost of Goods Manufactured and Sold — normal

Add: Under-applied factory overhead

Cost of goods sold — actual

Noeled Products Company

Statement of Financial Position

January 31, 2019
ASSETS

Current Assets
Cash
Accounts Receivable
Finished Goods
Materials ‘
Total current assets
_ Plant and Equipment

Building ‘

Less: Accumulated Depr’n

Machinery & Equipment

Less: Accumulated Depr’n
Total Assets

3,750
150,000

2,500

10.000

69

P 40,000
20,000
17.000
77,000
15.400
61,600

475

P 65,000
31,240

15,400
_8100
119,740

746,250

147,500 s_gz.zég
21013490
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iabilities and Stockholders” EqUIt
_Current Liabilities . K P 20,500
Accounts ‘PaY?ble
Stockholders’ Eq]l(uty _ P 980,000
Capital StocK . : 12990 992
Retzined Earnings o | 224390
ders’ Equity E 1013490

" Total Liabilities and Stockhol

od divided by the number of unit

3 m let
The cost of goods manufactured/comp nit of the product, which

produced/completed will give the cost to mam.ltjacture per u
r 2 merchandising concern.

is equivalent to purchase price fo
r is not significantly different

The format of the income statement for a manufacture . |
t of a manufacturing concem

from that for a merchandiser. In the income statemen
the cost of goods sold is usually shown as one figure', suppor.ted by the cost of goods
sold statement, which is also the general procedure 1n a published report.

At the end of the period, we compare the total of the Factory Overhead- Control
account and the Factory Overhead Applied account.. In our example the factory
overhead control(P17,475) is greater than the factory overhead applied (P17,000),
that is why we have an underapplied factory overhead which is considered
unfavorable because the tendency is to increase the cost of goods sold. An increase
in the cost of goods sold will lead to a decrease in the gross profit. However, if the
factory overhead control account is less than the factory overhead applied, then what
we have is overapplied factory overhead which is considered favorable because the
effect is a decrease in the cost of goods sold thereby increasing‘the gross profit. We
~ assume, in our example, that the company is closing its underapplied/overapplied
account at the end of the year, so no entry is made at the end of the month. If the

~ company is closing the factory ove ;
" account &t the end of each monlt%’, N lt:l;ead control and factory overhead applied

- month. | llowing entry will be made at the end of the
" Factory overhead applied ’ |
Underapplied factory overhead 17,000
Factory overhead c"omm ! 475
17,475

-

At the end of the year, the 1 s
. Aegount 15 cloted 1o Cost o C(i)(t)al underapplied (or pet under/overapplied overhe#d

od
s Sold account. If the amount of the under/over

- applied overhead is significan
. . ) t alll .
Sold ‘account, Finished Goodst;cg:::nit:hznd &‘]’ﬂt 1S prorated to the Cost of Goods

the balances at the end of the period. ork in Process account, according to

|
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vd]:elggled?he cost of goods sold statement, the fallowing different equations are-

1. Materials, beg, Total materials Materials used
+ = available for = +
~Purchases use Materials, end
2. WP, beg. " Total cost of Cost of goods
\ . % : = goods put into = manufactured
Total mfg. cost process ' %
| - WP, end
3. FG, beg. " Total goods A Cost of goods
+ = available for = sold
Costof goods . sale +

manufactured , - FG, end

The following formulas are also of importance with regards to the costs of goods
sold statement. L

1. Prime cost = direct materials used + direct labor cost. .

2, anvei‘sion cost = direct labor cost + factory overhead :
3. Total manufacturing cost = direct mat used + direct labor cost + factory OH

Merchandising Companies.compared to Manufacturers

Retailer companies purchase finished goods in saleable form, ready for sale to

_clients. Usually these finished goods require no additional processing. Sometimes

little, if any, conversion before being sold to consumers. Example of retail

companies are SHOEMART (SM), ROBINSON'S, AND RUSTAN’S. The retailers

usually sell the products in the same form as when acquired if ever, what is added is

the packaging. Manufacturers, like SAN MIGUEL CORPORATION, ASIA

BREWERY, AND WESTINGHOSE convert the raw materials purchased, into
finished goods by adding labor and overhead. Upon completion the finished goods
are stored in the warehouse /and or displayed until sold. The cost accumulation
begins when raw materials are placed into production. As work progresses on a
product, the costs are accumulated in the firm’s accounting books. At the point of
sale, these products will flow from the inventory account to the Cost of Goods sold
to the statement of comprehensive income. The output of manufacturers are the
products sold by the retail companies. ;
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~ Manufacturers compared to Service companies
three inventory accounts namely

A manufacturer accounts for production USing (3) finished goods inventory,

(1)materials inventory (2) work in process inventory D aduction Costs can be
An accrual accounting system is essential so that total P

: on completi
accumulated as goods flow through the manufacturing process Up pletion,

. le we transfer to
th - inishs ds Inventory. Upon the sa
& units are transferred to Finished Goo vice firms 0 eed only to track their

Cost of Goods Sold. On the other hand, most 5

work in process (incomplete jobs). Because services generally c?nnczltl bzhstonf:d,
cost of finished jobs are transferred immediately to the statement Of O px;i ensive
income to be matched against service revenue nstead of ‘being carried on tt}c
statement of financial position in a Finished Goods Inventory account. Example will

be the accounting for audit firms and law firms

Although there are differences in the accounting for manufactur?rS, retailers, and
service firms, each type can use management and cost accounting concepts and
- techniques in different ways. Managers in all firms engage in planning, controlling,
evaluating performance, and decision making. Managers are also finding ways to
reduce costs without sacrificing quality.

Basically the accounting for mierchandising and manufacturing firms is the same.
The main difference is the accounting for cost of goods sold.  For the
- merchandising, we use Purchases (periodic inventory system} or Merchandise
Inventory(perpetual inventory system) to record acquisition of merchandise for sale

To determine the cost of goods we simply multiply the number of units sold by the
~ acquisition cost (purchase price)

COST FLOW - MANUFACTURING FIRMS

Cost incurrence

Expense Category

" Direct materials ------- Voo
Direct labor ------------} __ Work in Finished =
1shed
} process - goods — Cost of goods sold

Factory overhead ---—-}

Selling and Administrative

—s Operating expenses
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COST FLOW - MERCHANDISING FIRM

Cost incurrence Expense category
Finished goods - +  Cost of goods sold
Sel!ihg and Administrative » . Operating expense

COST FLOW - SERVICE FIRM

Cost incurrence Exg;mse category

Direct materiéls -}

Direct labor --=-------- i Av Cost of services
1

Factory overhead ---- i

Selling and Administrative - , Operating expense’

ILLUSTRATIVE PROBLEM FOR A SERVICE FIRM

The Magic Glass is engaged in cleaning glass walls and windows of high rise
buildings. The company incurs service overhead of P 200,000 per month. Magic
Glass has 50 workers who work 200 hours each per month. In addition they spend
P180,000 on gasoline for their trucks. Advertising and other marketing expenses
amount to P115,000. Administrative costs are P 150,000 per month. The workers
are paid P150 per hour . Revenues for the month amounted to P 4,450,000. All

purchases, labor costs and revenues are on cash basis.

The following transactions take place durihg January, 2019

1. Purchased direct materials ‘ _ P325,000
2. Incurred and paid labor costs - direct labor costs 1,500,000
N Supervisory labor ' \ ' 50,000
4. Incurred and paid other service overhead costs 200,000
S. Paid gasoline for the trucks : | 180,000
6. Paid advertising and other marketing expenses | 115,000
7. Paid administrative expenses. ' - 150,000
8. All jobs were completed and collected 4,450,000
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Requirements
1.Prepare journal entries

come
2.Prepare the Statement of Comprt ehensive i

SOLUTION

1.Journal enfries - 325,000
- 1. Purchases 325,000
Cash

Purchase of materials

1,500,000

2.Direct labor 50,000

Service overhead
Cash |
Payment of labor costs

1,550,000

3.Service overhead - 200,000
ervzg; g;;er .ea _ 200,000 -

Overhead cost incurred

', 4.Gasoline expense : A 180.000
= Cash - " . 180,000
Gasoline expense paid

- 3 Selling Expenses : 115,000

ek 115,000
Advertising and other marketing expenses paid

6.Administrative Expenses ‘ 150,000

- Cash - 150,000
Administrative expenses paid

7.Cash 4,450,000

Revenues | y
Cash received from clients 450,000
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2. Statement of Comprehensive Income
' Magic Glass
Statement of Comprehensive Income
For the month of January, 2019

Revenues . - P 4,450,000
Cost of providing services

Materials P 325,000

Labor ' 1,500,000

Service overhead 250,000

Gasoline 180,000 2,255,000
Gross profit —~ - s P 2,195,000
Operating expenses _ ¥ . ' -

Administrative 150,000 |

Selling : 115,000 265,000
Net Income - ' P 1,930.000
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PRQBLEMS — -

‘ -+om indicate the appropriate |
Problem1 _15) and for each item mdlf: ' : eter g
List the itemsi1 gld‘;elg :zh‘;gr (ﬁlnanzial statement (s) I ﬁl?btgi ;tem will appear, Ty,
L:tl:ol;isl’llt:znsg financial statements are prepared onay .

A. Costof goods sold statem?nt .
' B. Statement of Compr_el;elr)ISlYS Incom
C. Statement of Financial Fos! ion .
The following items are found in its ledger and accompanying cata

Direct labor

Raw materials inventory , January 1
Waork in process inventory, December 31
Finished goods inventory, January 1
Factory overhead applied

Depreciation on office equipment

Work in process inventory, January I
Finished goods inventory, December 31

. Cost of goods manufactured -

10. Cost of goods available for sale

11. Cost of materials purchased

12. Accumulated depreciation — office equipment
13. Direct materials used

14. Total manufacturing cost

15. Factory machinery

00 NG B WD

Problem 2 -
Marvin Manufacturing Company has develo
year ended-December 31,2019, ‘

ped the following information for the
Raw Materials Inventory, January | '

Purchases . P ézg’ggg

~ Raw Materials Inventory. D d
‘Direct Labor ry, December 31 125,000
Factory Qverhead (120% of direct labor cost 270,000

Work n Process Inventory, January | ost)

Work in Process Inventory, December 3 1 90,000
?m.slﬁeg goods Inventory, J anuary | 120,000
1mished Goods Inventory, Dece 100,000

) mber 3] ’

: 80,000

Required: Cost of goods sold statement
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Problem 3
Donna Company submits the following data for May, 2019
Direct labor cost P 160,000
Cost of goods sold g 550,000
-~ Factory overhead - applied at 150% of direct labor costs.
Inventories ' May 1, 2019 May 31,2019
Finished goods e P 150,000 P122,000
Work in process . 129,200 124,000
Materials ' 124,000 115,000 .

Required: Cost of goods sold statement.

Problem 4

Ram Company completed the following transactions for October, 2019

a) Purchased on account direct materials of P180,000. :

b) Thé factory payroll was recorded. Dxrect labor P60,000; indirect labor
P20,000. Employee payroll deductions were recorded as follows:

Withholding taxes P 11,200
SSS Premiums 2,400
Phil Health Contributions 375
-Pag-ibig Funds Contribution 1,620

¢) Indirect materials of P20,000 were purchased.
d) Employer payroll tax expense is recorded as follows:

SSS Premiums P - 3,600
Phil Health Contributions S 375
Pag-ibig Funds Contributions 1,620

¢) Materials issued: direct materials --P 120,000; indirect materials - P10,000.
f) Defective materials P5,000 were returned to vendors,

g) Accounts payable-totaling P148,300, including accrued payroll, were paid.
h) Sundry factory expenses of P24,900 were recorded as liabilities.

i)  Factory overhead was charged to production at 120% of direct labor costs. '
i) Goods completed with a total cost of P180 000 were transferred to finished

goods. -
k) Sales were P210,000 and cost P140,000 to produce

Requirements:
~ 1. Entries to record the transactmns given above,

2. Statement of cost of goods sold.
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Problem § R {lowing account balances:
Darvin Company contained the follo P 100,000
Cash : : - 60,000
Accounts Receivable | . 35,000
Finished Goods 18,000
Work int Process - 50,000
Materials : _ 10,000
Accounts Payable
8,000
Accrued Payroll - - ]
200,000
Common Stock A 45.000
Retained Earnings ’

During January, 2019, the following transactions were completed.

a) Materials purchased on account, P 200,000.

b) Factory overhead incurred on account, P 35,000
C) Payroll for the period consists of: direct labor - P140,000; indirect labor -
P30,000; sales salaries - P25,000; and administrative salaries - P15,000,

Deductions from payroll were as follows:

Withholding taxes P 18,520
- SSS Premiums ) : 8,400
Phil Health Contributions 1,125
Pag-ibig Funds : ~ 6,300

d) P175,000 was paid for payroll
e) Computation of employer’s payroll tax is as follows:

_ - * Factory Selling -  Administrative
SSS Premiums P 8,500 P 1,250 P 750
Phil(HeaIth 600 375 150
Pag-ibig Fund 5,100 750 450

- 1) Materials issued: direct materials - P185,000; indirect - P35,000. —

g) Factory o.verhead was charged to production at 80% of direct labor cost.
h) Work finished and placed in stock - P410,000

1) Cost of goods sold - P385,000. The Atk v
' o p was 40%
J) Cash collected from customers, P4 08000, 6 of cost,

k) Payments for liabilities amounteg to P 220,000, other than payroll
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Requirements for Problem 5

1. Journal entries to record the above transactions.

2. Cost of Goods Sold Statement for January, 2019.

3. Statement of Comprehensive Income for January, 2019
4, Statement of Financial Position as of January 31, 2019.

Problem 6

A manufacturing company shows the following amounts in the cost of goods sold
statement and the statement of comprehensive income for the year 2019

January 1, 2019 December 31, 2019

Materials P 100,000 P 150,000
Work in process 87,000
Finished goods 80,000

Materials used 590,000
Cost of goods sold 750,000
Cost of goods manufactured 800,000
Total manufacturing costs 790,000

Required:

1. Work in process, January 1, 2019
2. Finished goods, December 31, 2019
3.  Amount of materials purchased in 2019

Problem 7 |
Madelyn Company manufactures unique, custom-made furniture. The company uses
a job order system and applies overhead to production on the basis of direct labor
cost. In computing a predetermined overhead rate for the year 2019, the company
estimated manufacturing overhead to be P26 million and direct labor costs to be P20
million.
Actual costs incurred during 2019 :

- Direct materials used P 30,000.000

Direct labor cost incurred 18,000,000
Insurance - factory equipment ' 500,000
Indirect labor , 7,500,000
Factory maintenance | 2,000,000
Rent — factory building 11,000,000

Depreciation — factory equipment 2,000,000
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Instructions - Answer each of the following b order cost system?

1.
2

. 'o .
ghy i;l\taal? “h gozzlpﬂalr;y :gﬁga?ljy allocate 1its manufacturing OVerheads
n what Dasis

: rate for 2019.
Compute the predeterm ined °verhe§? over applied overhead for 2019,

3. te the amount of the under-. ,
431. g:?e?;iie the cost of goods sold given the following data
| January 1, 2019 December 31, 2019
: 000 P 4,000,000
Work in process P 5,000,
Fir?irshedPgoods 13,000,000 11,000,000
Problem 8

Revier Company’s records were destroyed by fire. The controller was able to
ascertain that sales for the nine month period ending September 30 were P
1,250,000. The company’s suppliers indicated that merchandise costing P500,000
was delivered for the period. The company’s statement indicated that the ending
inventory for the previous accounting period was P260,000. The company was
reimbursed by its insurance company for P200,000 worth of inventory destroyed by

the fire. Insurance companies pay 80% of the cost for casualty of this nature. There
were no other inventories on hand.

Required
1.Estimate the cost of goods for this period
2.Amount of loss to the company
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MULTIPLE CHOICE

1.

Cost of goods sold is
a." An expense

b. A period cost,

C. Isan asset.

d. None of the above.

- For a manufacturing company, the cost of goods available for sale during a

given accounting period is

a. The beginning inventory of finished goods.

b. The cost of goods manufactured during the period.
C. The sum of the above.

d. None of the above

. Which.of the followixig would not be classified as manufacturing overhead?

a. Indirect labor

b. Direct materials

¢. Insurance on factory building
d. Indirect materials ‘

The wage of a timekeeper in the factory would be classified as
a. prime cost

b. direct labor

c. indirect labor

d. administrative expense

. As current technology changes manufacturing processes, it is likely that direct

a. labor will increase
b. labor will decrease
¢. materials will increase
d. materials will decrease

Sales commissions are classified as
a. prime costs

b. period costs

¢. product costs

~d. indirect labor
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’ ¢ matching principle,
7. For inventoriable costs to become expenses under th

a. the product must be finished and in StOC]f{ of completion
b. the lI)Jroduct must be expensed based on 118 plzrcen‘fage P

c. the product to which they attach must be sO

d. all accounts payable must be settled

8. A manufacturing company reports cost of goods manufactured as

1. @ current asset on the balance sheet

an administrative expense on the income statement

a component in the caloulation of cost of goods sold Yol
a component of the raw materials inventory on the balance snee

= ST A

. 9. Cost of goods manufactured in a manufacturing compary 15 analogous to
a. Ending inventory in a merchandising company

b. Beginning inventpry in a merchandising company

c. Cost of goods available for sale in a merchandising company

d. Cost of goods purchased in a merchandising company

10..If the amount of “Cost of goods manufactured” during a period exceeds the
amount of “Total manufacturing costs” for the period, then

a. Ending work in process inventory is greater than or equal to the amount of
the beginning work in process inventory

b. Ending work in process is greater than the amount of the beginning work in
process inventory. :
c¢. Ending work in process is equal to the cost of goods manufactured.

d. Ending work in process is less than the amount of the beginning work in
process inventory.

11. When incurred, factory labor costs are debited to
a. Work in process
~ b. Factory Wages Expense
¢. Factory Labor
d. Payroll

12. A company is more likely to use a job order cost system if
a.. it manufactures a large volume of similar products
b. its production is continuous

c. it manufactures products with unique characteristic
d. it uses a pericd inventory system S
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13. Which of the following is the most appropriate for evaluating the
performance of manufacturing department manager?
a. Costs controllable by the manager concerned
b. Cost of goods manufactured
c. Direct material cost
d. Total manufacturing cist

14. The most complex cost system is found in
a. Service oranizations
b. Manufacturing firms
¢. Merchandising organizations
d. Government organizations

15. The term relevant range as used in cost accounting means the range over
which -
a. Costs may fluctuate
b. Relevant costs are incurred
c. Production may change
d. Cost relationship are valid
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MULTIPLE-CHOICE - PROBLEMS |
: ad rate is 80% of direct labg,;
For Cromwell Company, the prcdetel‘mlngg1 O",ngjzf factory labor cOsts, of whic,

cost. During the month, Cromwell incurs Actual overhead incurreg

i ‘ s indirect labor.
P200,000 is direct labor and P10,000 is indirect e
was P200,000. The amount of overhead debited to  Work in Process Inventory

should be:
a. P 200,000
b. P 144,000
c. P 168,000
d. P 160,000

The followiﬁg information was taken from Jeric Company’s accounting records for
the year ended December 31, 2019.

Increase in raw materials inventory P 25,000
Decrease in finished goods inventory 43,000
Raw materials purchased 450,000
Direct labor payrol! | , 200,000

Factory overhead 300,000

2. There was no work-in-process inventory at the beginning or end of the year,
Jeric’s 2019 cost of goods sold is

P 950,000

P 925,000

P 970,000

P 975,000

RO OoP

/

Items 3 through 5 are based on the followin

_ g information pertaining to Glenn
Company’s manufacturing operations. P &

Inventories 3/1/19 3/3 1' 1o

Direct materials P 36.00

Work-in-process _ 12:888 P fg,ggg

Finished goods 54.000 72,000
Additional information for the month of March 201¢ :

Direct materials purchased

Direct labor payroll P 84,000

Direct labor rate per hour : 60,000

Factory overhead rate/direct labor hour ! 7.50

10.00
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3. For the month of March 2019, prime cost was
a. P 90,000
b. P120,000
C. P144,000
d. P150,000

4. For the month of March 2019, conversion cost was
a. P 90,000 |
b. P140,000
Cc. P144,000
d. P170,000

5. For the month of March 2019, cost of goods manufactured was
a. P218,000
b. P224,000
¢. P230,000
d. P236,000

Jtems 6 to 8 are based on the following data of Matatag Company for the month of

March 2019:

March 1 March 31
P 40,000 P 50,000

Materials
Work in process 25,000 35,000
Finished goods 60,000 70,000

March 1 to 31,2019

Direct labor cost 120,000
Factory overhead applied 108,000
378,000

Cost of goods sold

6. The fotal amount of direct materials purchased during March was:

a. P 50,000
b. P170,000
¢. P180,000
d. P220,000
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7. The cost of goods manufactured during March, 2019 was:
P378,000

P388,000
P398,000
P428,000

Ao gy

Some selected sales and cost data for Alcid Manufacturing Company are given
below: :

Direct materials used P 100,000
Direct labor 150,000
Factory overhead (40% variable) 75,000
Selling and administrative expenses

(50% direct, 60% variable) 120,000

8.. Prime cost was:
a, P 175,000
b. P 250,000
¢. P 130,000
d. P 225,000

9. Conversion cost was:
a. P 150,000
b. P 225,000
¢. P 250,000
d. P 270,000

10. Direct cost was:
a. P 225,000
b. P250.000
c. P 310,000
d. P 325,000

11. Indirect cost was:
a. P 75,000
b. P 135,000
c. P 195,000
d. P325,000
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12. Product cost was:
a. P 135,000
b. P250,000
¢. P325,000
'd. P370,000

13. Variable cost was:
- a, P250,000

b. P 280,000

c. P352.000

d. P 370,000

During 2019, there was no change in either materials or the WP inventories.
However, FG, which had a beginning balance of P25,000, increased by P 15,000.

14. If the manufacturing costs incurred totaled P 600,000 during 2019, the goods
available for sale must have been:

a. P 585,000
b. P 600,000
C. P 610,000
d. P 625,000

During the fnonth of May, 2019, Candace Mfg. Co. incurred P 30,000, P 40,000, and
P 20,000 of materials, labor and factory overhead costs respectively.

15. If the CoGM was P 95,000 in total and the ending inventory was P 15,000, the
beginning inventory of work in process must have been

a. P 10,000
b. P 20,000
c. P110,000
d. P 25,000

The Lion Company’s cost of goods manufactured was P120,000 wher its sales were
P 360,000 and its gross margin was P220,000.
16. If the ending inventory of FG was P 30,000, the beginning inventory of
finished goods must have been:
a. P 10,000
b. P 50,000
C. P130,000
d. P150,000
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- 0 when sales w
The gross margin for Cruise Company for 2019 was-l’ 32“5(;?3 ondwas P35 O(e):‘)e F
700,000. The FG inventory was P 60,000 and the FG invel ) »U00.

17. The cost of goods manufactured was
a. P300,000
b. P350,000
C. P230,000
d. P375,000

During the month of January, F Co,’s direct labor cost totaled P 36,000, and direct
labor cost was 60% of prime cost.
18 . If total mfg. costs during January were P 85,000, the factory overhead was:

a. P 24,000 ’

b. P 25,000

C. P 49,000

d. P 60,000

During 2019, there was no change in the beginning or ending balance in the
Materials inventory account for the DL Co. However, the WP inventory account
increased by P15,000, and the FG inventory account decreased by P10,000.

19. If purchases of raw materials were P100,000 for the year, direct labor costs was

P150,000, and manufacturing overhead cost was P 200,000, the cost of goods
sold for the year would be: ‘

P 435,000
P 445,000
P 465,000
P 475,000

poe o

During the month of March, 2019, Nape Co. use

: , d P 300,000 of direct materials. At
March 31, 2016, Nape’s direct materials

: Inventory was P 50,000 more than it was
at March 1, 2019.

20. Direct material purchases during the month of March 2019 amounted to:
PO

P 250,000
P 300,000
P 350,000

aoop

~



21.Calculate the manufacturing overhead incurred for F&B Co.
D}rect labor cost incurred P 250
Direct materials used 110

Beg¥nning work in process 50

E.n(?mg work in process 300

Finished goods completed 170
a. P 60

b. P 410
c. P 560
d. P 580

22. Determine the sales for the year.
Gross profit P 280,000
Ending inventory 120,000
Goods available for sale 180,000

a. P-300,000
b. P 340,000
c. P 400,000
d. P 460,000

Given the following information:
Finished goods beginning P 26,000
Finished goods ending 37,000
~ Cost of goods manufactured 127,000

23. What is the cost of goods sold?
a. P 115,500
b. P 116,000
c. P 153,000
d. P 190,500

Uniflo Manufacturing Company developed the following data for the current year.
Work in process inventory, Januaryl ’ P 40,000
Direct materials used : 24,000
Actual factory overhead 48,000

Applied factory overhead 36,000
Cost of goods manufactured 44,000
Total manufacturing costs 120,000
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24. Uniflo Company’s direct labor cost for the year 1S
a. P12,000
b. P60,000
c. P36,000
d. P48,000
The following data relate to Maxine Manufacturing Company f%r the gedr,l(;)(;i |
Direct labor ‘1"700
Factory overhead ‘ “’000
Work in process inventory, beginning 5’000
Work in process inventory, end 16,000
Cost of goods manufactured ?
Sales 50,000
Finished goods inventory, beginning 9,000
Finished goods inventory, end- 8,000
Total selling, general, and administrative costs 14,000

25. The amount of direct materials put into production during the period
a. P 6,700
b, P 5,600
¢. P 4,800
d. P 5900




Chapter
4

COST - VOLUME = PROFIT ANALYSIS

LEARNING OBJECTIVES
Upon completion of this chapter, you should be able to
* Know the meaning of break even point
Determine the break even point in number of units and in total sales
Determine the number of units to be sold to attain a targeted profit
Prepare a profit volume graph
Prepare a cost-volume-profit graph
Know meaning and computation of contribution margin

Explain the impact of risk, uncertainty, and changing variables on cost-
volume-profit analysis /

Cost-volume-profit (CVP) analysis estimates how changes in costs (variable and
fixed), sales volume, and price affect a company’s profit. Managers find CVP very
useful in  making wise business decisions, predicting future conditions
(planning)as well as in explaining, evaluating and acting on results (controlling)
CVP is being used by companies to determine the break even point, which is the
point of zero profit (no profit, no loss). At the break even point total revenue
equals total cost, Companies, however, do not wish merely to “break even”on
operations. The BEP is determined to serve as a point of reference. Knowing BEP,
managers are better able to set sales goals that should result in profits from
operations rather than losses. New companies normally experience net loss at the
start and so they see their CVP analysis as a useful tool . Managers uses CVP
analysis during times of economic trouble to help them pinpoint problems and
find the appropriate solution. '

CVP analysis helps managers answer several questions such as
e the number of units to be sold to break even
e the effect of changes in the fixed cost on the break even point
o the effect of changes in the sales price on the break even point

To fully understand the CVP relationship, we will classify cost according to their
tendency to vary with production (MIXED, FIXED, AND VARIABLE.) instead
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of their functional classification (manufacturing, selling, and admfnlljsln'atlv(je)% We
need only fixed and variable, so we have to segregate the va'n;il_ e lan Red
components of the mixed cost by using any of the thre_e methods :(high low p}?lrllt,
scattergraph and method of least square). The focus is the company as a whole,
The cost, a used in this discussion, refer to all costs of the company — production,
‘selling. and administrative. So variable costs are all costs that increase as more
units are produced and sold, including

direct materials

direct labor’

variable overhead

variable selling

variable administrative

o Qa0 o®

fixed cost will include

fixed overhead
Fixed selling

c. Fixed administrative

o

A summary of revenue and cost assumptions is presented at this point to provide a
foundation for BEP and CVP analysis
a. Relevant range — the company is assumed to be operating within the
relevant range of activity specified for determining the revenue and cost
information used. The relevant range refers to the range of activity over

which a variable cost per unit remain constant or a fixed cost remains fixed
in total.

b. Revenue — Revenue per unit is assumed to remaj
fluctuates in direct proportion to volume.

¢. Variable cost — Variable are assumed to remaip constant on a per unit
basis. Total variable costs fluctuate in direct proportion to volume

d. Fixed cost — Total fixed costs re assumed to remain constant rega;rdless of
changes in volume and because of this fixe

) d cost on a per unit basis
Increases as volume decreases and decreases as volume increases
e. Mixed cost - before ‘ '

n constant. Total revenue

THE BREAK EVEN POINT

As stated before the break even point is where tota] revenue equals total cost. At
this point there is no loss and also no profit. The formula to yge is based ) .
objective. If the objective is the break even in units asegion

the next page a 1s as shown on
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BREAK EVEN POINT (UNITS) = Total fixed cost
Sales price — Variable cost/unit

BREAK EVEN POINT (UNITS) = Total fixed cost
' Contribution margin per unit

if the objective is the break even in sales(pesos), the formula is

BREAK EVEN POINT (PESOS) = Total fixed cost
Contribution margin ratio

Or BREAK EVEN POINT (PESOS) = BEP in units x Selling Price/unit

For the formula to determine the BEP in pesos, the contribution margin is used.
Contribution margin is the amount remaining after deducting the variable cost
per unit from the selling price per unit. The contribution per unit is the amount
contributed By each unit to the recovery of the fixed. The formula is

CONTRIBUTION MARGIN/UNIT = Selling price — Variable cost

CONTRIBUTION MARGIN RATIO = CM PER UNIT
SALES PRICE/UNIT

Illustrative problem 1

Nicolas Company produces a product that sells for P800.00. The variable cost is
P360 for direct materials, P200 for labor, P50 for variable overhead and P 30,000
for fixed overhead. The units sold for the month is 500 unirts

Required

1.Compute for total variable cost
2.Compute the total fixed cost

3.Compute for the BEP (units)

_ 4.Compute for the contribution margin
5.Compute for the contribution margin ratio

6.Compute for the BEP (pesos)
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SOLUTION
1.Direct materials P 350
Direct labor =~ - 200
Variable overhead _50
Total variable cost 4 P_600
2.Total fixed cost ~ P30,000

3.BEP (UNITS) = Total fixed cost s
Selling Price/unit-Variable cost/unit

= P30,000

P800-P600
= 150 units
4.BEP (PESOS = Total fixed cost

CM ratio

= P30,000 =P
25% :
4.Contribution margin/unit = Selling Price — variable cost
=P 80 — P600
= P200/unit

S3.Contribution margin ratio = Contribution ma
Selling price/nnit

= P200/P800
= 25%

in/unit

6.BEP (PESOS) = Total fixed cost/CM ratio
= P30,000/25%

— P120,000
or BEP (PESOS) . = 150 UNITS X P80g
= B 120,000
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IF a statement is prepared for the break even sales, it will appear as

Salefs P 120,000
Variable cost (150 x P600) 90,000
Contribution margin 30,000
Fixed cost 30,000
Net income 0

At b!'ealg even S.RICS, contribution margin equals fixed costs. Any excess of
contribution margin over fixed costs js net income.

The statement of comprehensive income that is based on the separation of costs

into fixed and variable is called the contribution margin statement which is used
under direct costing or variable costing,

The contribution margin statement for the Nicolas Company assuming sales of 500
- units will appear as

Sales (500 x P800) P 400,000

Variable cost (500 x 600) \ 300,000
Contribution margin 100,000
Fixed cost ' 30,000
Net income P _70.000

As seen on the statement, the contribution margin is P200/per unit, meaning each
unit sold is contributing P200 (100,000/500) to the recovery of the fixed cost.
Since the contribution margin of P100,000 is more than the fixed cost of P30,000,
there is net income of P70,000.If contribution margin equals fixed cost , the
company will break even , and if contribution margin is less than fixed cost, it will
be net loss.

CVP analysis allows managers to do sensitivity analysis by examining the effect of
various price or cost levels on profit. CVP analysis shows how revenues, expenses,
and profits behave as volume changes.

If we express the contribution margiﬁ statement in form of a formula, then i¢ will
be
Net income = revenue — total variable cost — total fixed cost
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‘THE COST VOLUME PROFIT GRAPH

USING Iltustrative Problem 1 on page 93 — Nicolas Company

- Quantity Sales | Variable | Fixed Tot.Cost P'-Oﬂt(L_o._S_S?t
" 50x800 = 40,000 30,000 30,000 | 60,000  (20,000) |
100x 800 = 80,000 . 60,000 | 30,000 90,000 ( 10,000)
150 x 800 =120,000 | 90,000 30,000 120,000 0o
200 x 800 = 160,000 130,000 30,000 150,000 10,000
250 x 800 _=200,000 | 150,000 | 30,000 | 180,000 20,000
300 x 800 = 240,000 180,000 30,000 210,000 30,000 |
350 x 800 =280,000 | 240,000 30,000 [ 270,000 40,000

Revenue and cost

180,000
160,600
140,000
120,000

100,000
80,000
60,000
40,000
20,000

Revenue (sales)

Fixed cost

—

h 1

200

t —+—
250,000

(30,000)
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Graph 2
Cost Volume Graph — Nicolas Company

40,000t
30,000

20,000 PROFIT

10,000 REP

150 UNITS
0 —F E—
200 250 200
20,000
LOSS
30,000
40,000

'MARGIN OF SAFETY

Marain of safety is the units sold or revenue earned above the BEP volume. In

simple words, it represents the qumber of units or amount of sales revenue that the

company can absorb before incurring a loss. Using our illustrative problem 1, if the
is 150units, the margin of safety is

current sales is 500 units and the BEP

= current salea = BEP sales

= 500 units — 150 units
= 350 units

Margin of safety” -
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- : i 00
Margin of safety in pesos = 350 units X P8
=P 280,000

OR Margin of safety in pesos = P400,000 — P 120,000

P 280,000

ity

Margin of safety ratio - = Margin of safety
Total sales

| _=P280,000/P400,000
=70%

All of these formulas (computations) mean that sales may decrease by 350.un1ts, or
decrease by P280,000 or may decrease by 70% before the company will break
even. In the event that sales take a downward turn, the risk of suffering a loss

is less if the margin of safety is large than if the margin of safety is small. If the

margin of safety is small, managers must take actions to increase sales or decrease
cost.

If two companies have the same amount of sales, it will not be safe to conclude
that the BEP, the margin of safety, and the net income will be the same. If one
company has a lower variable cost per unit and/or a lower total fixed cost , then its
operating income will be higher. The differences in variable cost per unit and total

fixed cost would result to different break even revenues. It would be safe to

conclude that the company with the lower break- even sales would have a higher
margin of safety.

CVP ANALYSIS IN A MULTIPRODUCT

The CVP analysis is simple and €asy 1o use if the ¢
selling a single product only. However, few Companies are producing a single
product only, most companies are producing 2, 3, or more products. Even though
CVP analysis becomes more complex. with multiple products, the operation is
reasonably straightforward. We simply convert the multiple pro;iuct roblem to 2
single product problem. The key to this conversion I to identify the e;? ected sales
mix, in units, of the products being produced and P

! marketed. T ix is the
combination of products being marketed by the Company, The s::lzssfr:ie: ir;ux is

Ompany is producing and




Chapter 4 Cost Volume Profit Analysis 99

mea§med in terms of unit.s sold. By defining the products as a package the
\mu]tll?le Pde“Ct problem is converted into a single product problem. To use. the
BEP in units, the package selling price and variable cost per package must be
~ determined.

Illustrative Problem 2

Selina C’on}pany produces three products A, B, and C with the following
characteristics

: : PRODUCT A | PRODUCT B { PRODUCT C
Sales price/unit | P 10.00 P 16.00 P 18.00
Variable cost/uniy 6.00 10.00 14.00
Expected sales (units) 20,000 20,000 40,000

Total fixed costs are P 1,800,000. Assume that sales mix will be the same at all
sales levels.
'Required

1.Compute for the break-even point in total units

2.Compute for the units A, B, and C must sell at break-even point

3.Compute for the total contribution margin if the company expects profit of

P350,000.

Solution
PRODUCT A PRODUCT B PRODUCT C
Sales price/unit P 10.00 P16.00 P18.00
Variable cost/unit __6.00 10.00 14.00
Contribution margin P 400 | P600 "~ | P400 |
= Total fixed cost

1.Break- even in total units cost _
' Weighted average contribution margin

= 1,800,000
4.50

L ,
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l . ibution margin
, £ in = Total contribution !
Weighted average contribution marg Total expected sales

(20,000x4)+20.000x6 }+(40,000x4)

80,000
= 4,50/unit

It

2.Sales in units of A, B, and C at break-even '

A = 400,000 x 25% (200,000/800,000) = 1006%00
B = 400,000 x 25% (200,000/800,000) = 100,0
C =" 400,000 x 50% (400,000/800,000) = 200,000

Check

Sales (100,000 x 10)+ (100,000 x 16) + (200,000 x 18) 6,200,000
Variable cost (100,000 x6)+(100,000x10)+(200,000x14) 4,400,000

‘Contribution margin - | 1,800,000
Fixed cost e ‘ 1,800,000
Net income L B /)
3. Expected net income : P 350,000
Total fixed cost . 1.800,000
Total contribution margin ‘P 2,150,000

BEP may be computed' using this altern

ative solutiop
BEP (units) = Total fixed cost |

Weighted CM per unit
= 1,800,000
1.00+ 1.50 +2.00
g = 400,000 units
Weighted CM per unit
— — a B C
Contribution margin/unit P 4.00 W T TR
Multiply by sales mix ratio 2% | 23~ 50%
Weighted contribution D s
margin per unit - P1.00 —
- L PLS0 [ Pze0
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SALES AND UNITS WITH DESIRED PROFIT

Most companies would not want to break even only, the main objective is to earn
profit.  The break even point gives useful information to managers, but
companies would want to earn income greater than P0. CVP gives us a way to
determine how many units must be sold, or how much sales revenue must be
earned to earn a particular net income The formula for computing BEP will not
change much, we simply add the desired profit to the fixed cost and then divide by
the contribution margin per unit. The formula will be

Sales = Total fixed cost + desired profit
Contribution margin/unit

Ilustrative Problem 3

The Gilas Company is trying to do CVP analysis with the followig information for
the month of August.

Sales P 550,000
Total fixed cost 140,000
Selling Price 20
Variable cost per unit 12

Requii‘ed
1. Sales (units and amount) to break even.
2. Sales if the company desires a profit of P 120,000

Solution

1.BEP (units) = Total fixed cost/contribution margin per unit
= P140,000/(P20-12)
= 17,500 units

BEP(amount) = 17,500 x P20

= P350,000
Or
BEP (amount) = Total fixed cost divided by contribution ratio
= P140, 000/40%
= P350,000

Contribution margin ratio= 8/20 = 40%
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2. Sales with profit = Fixed cost + Desired Profi
Contribution margin ratio

= 140,000 + 120,000

40% .
= P650,000
Check -
Sales ' P 650,000

Variable cost ( 650,000 x 60%) . 390,000
- Contribution margin 260,000
Fixed cost 149,000
Net income P 120,000

The break-even point is affected by the three factors: selling price, variable cost,
and volume of sales. Any change in any of these will definitely change the break-
even point. There will be a decrease in BEP if total fixed cost decrease or unit
contribution increase. BEP will increase if there an increase in fixed cost or a
decrease in unit (or percentage) contribution margin.

EFFECT OF CHANGE IN SALES PRICE

INtustrative Problem 4 .
Nicolas Company produces a product that sells for P800.00. The variable cost is
P600 per unit. The units sold for the month is 500 units. Assuming variable cost

is still P600 and fixed cost remain at P30,000. The sellip

g price this time
increased to P850

Required
1.Compute for BEP
2.Compare with [lustrative Problem 1

Solution
1. BEP (units ) = Total fixed cost
' CM per unit
= P30,000
P850-P600

liO units
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2.BEP in Problem 1 is 150 units and with the new selling price the BEP
decreased to 120 units because of the increase in the contribution margin/unit

EFFECT OF CHANFE IN FIXED COST

Illustrative Problem 5Same data as in Problem 1 for NicolasCompany.
The change is the amount of fixed cost that increased to P150,000 Selling
price is still P800. Variable P600

Required

1.Compute for BEP

2.Compare with llustrative Problem 1

"‘Solution — —

- 1.BEP (units) = Total fixed cost
CM per unit
= P50,000/200
= 250 units

- 2.With the increase in fixed cost to P50,000 the new BEP increased to 250 units.
As we increase the fixed cost BEP increased also. '

EFFECT OF CHANGE IN VARIABLE COST PER UNIT

Illustrative Problem 6
Same data as in Problem 1 Nicolas Companybut the change now is on the variable

cost per unit
The selling price is still P800 per unit. Fixed cost is P30,000 but variable cost is

P650 per unit

Required

1.Compute for BEP

2.Comparith Illustrative Problem 1

Solution

1.BEP (units) = Total fixed cost
CM per unit

= P30,000
P800-P650

= 200 units
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BEP in Problem 1 because

2.The BEP increased to 200 units as compared to 150 n variable cost ).

of the decrease in contribution margin (due to increase 1

xed cost increase and BEP will
EP will decrease
f the fixed cost.

n margin and

So we can conclude that BEP will increase if total ﬁ ' e
decrease if total fixed cost decrease. If selling price Increase
because each unit will be able to contribute more to the. recover.ybot.
An increase in selling price will result to increase in contributio
decrease in BEP.

Operating Leverage is the use of fixed cost to get higher percentage chapges n
profit as sales changes. The operating leverage is conceme.d with the relative mix
of fixed cost and variable cost in an organization. Sometimes fixed cost _can'be
traded off for variable costs. As variable cost is decreased , the contribution
margin increases, making the contribution of each unit to the recovery of the ﬁ}fed
cost increase. Companies with lower variable costs by increasing the proportion
to fixed cost will benefit with greater -increases in profit as sales increase. On

the other hand it is also true that companies with a higher operating leverage will
experience greater reduction in profit as sales decrease The formula to compute
for the degree of operating leverage is

Degree of operating leverage = Contribution margin
Operating income

Using data from Illustrative Problem 3 on page 100, the operating leverage is
Degree of operating leverage = Contribution margin
Net income

= P260,000
P120,000

=217

The greater the degree of operating leverage,
affect operating income.

the more that changes in sales will
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PROBLEMS

Problem 1

Candace Company’s projected profit for the coming year is as follows:

TOTAL PER UNIT

Sales P 600,000 | P 60.00
Variable cost 360,000 36.00
Contribution margin | 240,000 P 24.00
Fixed cost | 192,000
Operating incomé ' P _48,000

Required

1.Compute the variable cost ratio
2.Compute the contribution ratio
3.Compute the break- even point in units
4.Compute the break - even sales in pesos

Problem 2

Monet Company plans to.sell 10,000 motorcycle helmets at P1,000 each in the
coming year. Variable cost is P 700 which includes direct materials, direct labor,
variable factory overhead, variable selling, and variable administrative. Total
fixed cost equals P148,500 which includes fixed factory overhead, and fixed

administrative expenses.

Required :
1.Compute the break-even point in number of helmets

2.Compute for the break-even sales ' '
3.Check your answer by preparing a contribution margin statement based on the

break-even sales

Problem 3 ' :
Reno sell a product for P1,050 with variable cost of P630. Total fixed cost
amounted to P630,000. : .

1.Compute for contribution margin per unit

2.Compute for contribution margin ratio

3.Compute for the break-even point in units and in pesos
4.1f Reno wants to earn P94,500, how many units must the company sell?
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Problem 4 ny’s total fixe
Green Meadows makes three types portable coolers. | Theercccggée)s/ of each typ(:,
cost P1,080,000. Selling prices, variable costs, and sales p

of cooler follow:

MODEL SELLING VARIABLE S%is

PRICE cOST i
X100 P 8800 P7.600 %
X950 - 14,800 12,000 50%
C800 24,000 20,000 20%

1.What is the company’s break-even point in units and pesos?

2.1f the company has a target of IM how many units of each type of cooler must
be sold

Problem §

Alonzo owns a barber where he employs five barbers and pays each a base rate of
P2,000 per month. One of the barbers act as the manager anc.i recerves an extra
P3,000 per month. In addition to the base rate, each barber is paid a commission of

P20 per haircut. A barber can do an average of 6 haircuts a day. The barber shop
.is open 24 days a month. Other costs incurred are as follows:

Advertising P 1,000 per month
Rent 4,000 per month
Barber supplies 400 per month
Utilities 1,750 per month and

. 25 per haircut
Magazines

250 per month
Cleaning Supplies 15 per haircut

Currently Alonzo charges P100 per haircut

Required
1.Compute the break-even point ns a) number of haircuts
2.In March, 1400 haircuts were given, Compute the net j

3.Alonzo wants a net income of P25,000, compute
must be given

4.If Alonzo wants a net income of P40.00g and 1,500 ha; T
2 5 s a
much must be the amount charged per haircyt ifeuts were given, how

snd in (b) total pesos
ncome

€ number of haircuts that
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Problem 6 | |
Gpiller Company’s projected profit for the coming year follows

TOTAL PER UNIT

Sale:s P2,480,000 P 20.00
Variable costs 1,488.000 . 12.00
Contribution margin 992,000 P_8.00
Fixed cost 626,400
Operating income P 365,600

-Required

1.Compute the break-even point in units

2.Compute the break-even point in pesos

3.Compute the contribution margin ratio

4.Using the projected sales for the coming year, compute the margin of safety and -
margin of safety ratio.

Problem 7
Statement of Comprehensive Income for Brooklyn Company for the current year is
Sales P 750,000
- Variable cost 600,000
Contribution margin 150,000
Fixed cost 100,000
Operating income P _50,000

Required

~ 1.Compute the break-even point

2.Compute the margin of safety

3.Compute the margin of safety ratio

4 Compute the degree of operating leverage .

5.Suppose the company experiences a 30% increase in revenues, compute for the

percentage change in profits
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MULTIPLE CHOICE — THEORIES , -
1. The systematic examination of the relationship among selling prices, volume of
sales and production costs and profits is called
a. contribution margin analysis
b. cost-volume-profit analysis
c. budgetary analysis
d. gross profit analysis

2. CVP analysis allows management to determine the relative profitability of a

product by

a. determining potential boitlenecks in the production process .

b. determining the contribution margin per unit and projected profits at different
levels of production. -

C. assigning costs to a product in a manner. that maximizes the contribution
margin

d. keeping fixed costs in an absolute minimum

3. The most important information derived from a breakeven chart is the
a. amount of sales needed to cover the variable cost
b. amount of sales needed to cover the fixed cost
c. relationship among revenues, variable costs, fixed costs at different levels of
activity.
"d. volume or output level at which the enterprise breaks even

4. Companies with a high degree of operating leverage
a. will have a more significant shift in income as sales volume changes
b. have fewer fixed costs’ |
c. have low contribution margin ratios
d. are less dependent on volume to add profits

5.A company’s break-even point would be increased by
a. an increase in fixed costs
b. a decrease in contribution margin ratio
c. a decrease in selling price
d. a decrease in variable cost per unit
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6. If the variable cost per unit decreases while selling price decreases, the new

8.

' 8.

10.

vari.e}ble cost ratio in relation to the old variable cost ratio will be
a. higher

b. lower
c. the same

d. not enough information provided

CVP analysis is a.Simple but powerful tool to assist management at different
stages of the decision making process, Which of the following does not
represent a primary of the CVP model>

a. Ab.il-ity to compute the break even point
b. Ability to find target sales volume

¢. Aids in evaluating tax planning alternatives
d. Aids in determining optimal pricing policies

A decrease in the rhargin of safety would be caused by . |

~ a.an increase in total fixed cost

‘b.in increase in total actual sales
c.a decrease in variable cost per unit
d.a decrease in the selling price per unit

If the fixed cost for a product decrease and the variable cost (as a percentage of

peso sales) decrease, what will be the effect on the contribution margin ratio

and the break-even point respectively ~
Contribution margin ratio Break-even point

a Deceased Increased
b. Increased Decreased
c. Decreased " Decreased
d Increased Increased

If the sales mix shifts toward the higher contribution margin products, what

would happen to the break-even point
a. decreases

- b. increases

¢. remains constant

d. requires additional information
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MULTIPLE CHOICE — PROBLEMS

The Avengers Company is trying to do cost yolume profit analysis with the

following information for the month of August

Sales P1,100,000
Total Fixed cost 280,000
Total variable costs . 660,000
Unit price 40

1.The operating income of the Avengers Company is
a. P160,000 '
b. P190,000
c. P240,000
d. P440,000

2.What is the break-even point in units?
a. 14,000 units
b. 25,000 units
c. 28,000 units
d. 35,000 units

3.1f the company desires a profit of P80,000, how many must be sold?
a. 30,000 units
b. 35,000 units
¢. 36,000 units
d. 45,000 units

4.The margin of safety is
" a. P100,000
b. P200,000
c. P300,000
d. P400,000

.The Orange Company plans to sell a new product. The s
be P 150 per unit. The company is able to produce 15,00
marketing manager feels that a more realistic level of ga|

. ‘Variable cost is estimated at P70 per unit. Total fixed cog

elling price is expected to
0 units but the company’s
€s would be 12,000 units.
ts will be P 900,000
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5.The break-even sales
a. 10,000 units
b. 11,250 units
c. 16,000 units
d. 18,000 units

6. How much is the income
a. P (87,500)
b. P122,500
c. P300,000
d. P330,000

(loss) if the company sells all the units it can produce

7. Ift.he company desires to eamn P400,000 before tax at full capacity, what selling
price must be charged

a. P 80.00
b. P 90.00
¢c.P 95.00
d. P100.00

Donna Company manufactures and sells two products; Product A and Product B.
The two products have the following characteristics

, _ Product A Product B
Selling price per unit - P 50.00 P30.00
‘Sales revenue 750,000 900,000

"Variable cost per unit 30.00 24.00

Total fixed cost for the company was P320,000 but increase to P400,000 at
production levels over 100,000. Selling price and variable cost per unit are the
same at all production levels ;o
'8.Assuming a constant product mix, what is the break-even m‘umts‘?

a. 10,000 units

b. 16,000 units

¢. 25,000 units

d. 30,000 units
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| i tant product mix,
9.For the company to earn a profit of P400,000, assuming a cons p
how many units must be sold .
a. 25,000 units
b. 37,500 units
¢. 50,000 units
d. 75,000 units

30,000 units

_ . s of
The following costs have been estimated based on sales 0 oorcent Variable

Total annual cost

)

Direct materials P 300,000 iggﬁ
Direct labor 250,000 50

' Manufacturing overhead . 250,000
Selling and administrative 150,000 30

10.What selling price will result in a 40% contribution margin.

a. P33.25 ' |

b. P39.58

c. P52.78

d, P60.00

11. What selling price will yield a projected income of P50,000?
a. P35.20
b. P36.94
c. P41.80
d. P42.25

Happy Face Company has fixed cost of P500,000 per vear,
per unit,-and a selling price of P50 per unit,
12. At a production level of 30,000 units, how much is the
a. P 50,000 |
b. P 100.000
c. P 150,000
d. P 200,000

variable cost of P30

operating income?

13. The break-even sales in units
a. 10,000 uits
b. 25,000 units
c. 27,500 units .
d. 30,000 units
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14. The number of units the com
a. 10,000 units
b. 25,000 units
¢. 27,500 units
d. 30,000 units

Alexis Company operated at normal ca

50,000 of its single product..
per unit. Variable manufacturi
administrative were P 4 per y
the year and amounted to P1§
selling and administrative.

nit,

Profit Analysis

pany must sell to earn an income of P100,000?

15.The break-even point in pesos is

a. P 420,000
b. P 470,000
c..P 630,000
d. P 732,000

The Presley Company manufactures two products, Product X and Product Y.. The

following are projections for the coming year,

Sales

Sales in units

Expenses
Fixed
Variable

Projected profit

Product X Product Y
P 100,000 P 112,500
10,000 7,500
P 20,000 P 24,000
60,000 75,000
20.000 14,000

16.Assuming that the facilities are not jointly used, the breakeven output (in
units)for Product X would be

-a. 8,000
b. 7,000
c. 6,000
d. 5,000

113

pacity during the current year producing
Sales totaled 40,000 units at a selling price of P20
Nng cost were P8 per unit and variable selling and
Fixed cost were incurred uniformly throughout
8,000 for manufacturing and P64,000 for P64,000 for
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. it. The variable costis
The Power Company sells its product at P15.00 pel't 1;211;5 zanLmted to P45,000
P9.00 per unit. Total fixed cost is P12,000. Curren

1'7.If sales decrease by 500 units, by how much would fixed expenses have to be
reduced to maintain the current net income?
~a. P7,500
b. P6,000
¢. P3,000
d. P2,000

18.At a break-even point of 400 units, the variable costs P400 and the fixed costs

were P200. What will the 401* unit sold contribute to profit before tax?
a.Po ' ;

b. P0.60.
c. P1.00
d. P1.50

The statement of comprehensive income for Blanche Company for the current
year is presented below

Sales P 400,000
Variable costs

-125.000
Contribution margin 275,000
Fixed costs 200.000
_ Income before tax ‘ p 7
. 19.What is the degree of operating leverage of Blanche Company
a.3.67 ‘
b.1.45
c. 5.33
d. 1.67

The following information pertains to Ellery Company. B
P1,000,000, break even sales — P700,000, budget pany. Budgeted sales —

P600.000. ed contribution margin —
20.The margin of safety for the Ellery Company is

a. P300,000

b. P400.000 |

¢. P500,000

d. P600,000



“Chapter
5

a——

JOoB ORDER COSTING
LEARNING OBJECTIVES

Upon completion of this chapter, you should be able to

o Define job order costing and identify the types O
most to use this system. S
Demonstrate the mechanics of a job order costing system-. .

o Differentiate among the forms used in the purchase and issuance ,Of
materials such as a purchase requisition, a purchase order, a receiving
report, and a materials requisition,

e Distinguish between the periodic and perpe
used to account for materials issued to prod
inventory.

e Prepare a job order cost sheet

f industries that would be

tual cost accumulation systems
uction and for ending materials

The job order cost procedure keeps the costs of various jobs or contracts separate
during their manufacture or construction. The method is applicable 10 job order
work in factories, workshops, and repair shops as well as 10 work by builders,
construction engineers, shipbuilders, and printers. The cost unit is the job, the
work order, or the contract; and the records will show the cost of each. The
method presupposes the possibility of physically identifying the jobs produced and
of charging each with its o¥n cost.

:"“‘"“"’""'\
5% 4 |

A variation of the job order cost method is that of costing orders by lots. A lot is

the quantity of product that can conveniently and economically be produced and
costed. For example, in the shoe manufacturing industry, a contract is divided into
lots, each lot being from 100 to 250 pairs of one size and style of shoe. The costs
are then accumulated for each lot.

In job order costing, each job is an accounting unit to which materials, labor ,and
3 2

factory overhead costs are assigned by means of job order numbers. The cost of

each order produced for a given customer or the cost of each lot to be pl Sd-(‘)

stock is recorded on a summary sheet called a job order cost sheet, or m pl s ton

sheet. This mater sheet is designed to collect the costs of materials e{:,b)é: Z(;s;
’ )

factory overhead applicable to a specific job
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in each business. In each for,

Cost sheets differ in form, content, and a(range"1e']t the name of the customer, a
the upper section provides space for the job number,

: te started, and the date
description of the items to be produced, the quantity, the d?; & labor, and factory
completed. The main portion shows the cost of materials,

ample of a job-cost
overhead applied in each department or cost center. An examp
sheet is shown below.

EXAMPLE OF A JOB ORDER COSTSHEET -
Job Cost Sheet
Job Number \ Description
Date Started Date Competed

Number of Units Completed

Direct Materials

Date Requisition No. | Quantity | _Unit Price "1 Cost’
Direct Labor
Date Time Card No. Hours Rate Cost
Factory Overhead
Date Activity Base Quantity | Application Rate Cost

Cost Summary
Direct Materials
Direct Labor
Factory Overhead
Total Cost - L
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Jabor, numbered forbg?emi’ggotn With the job. These forms used for materials and
entered on the cost sheets Th0 which they apply, are totaled daily or weekly and
costs, including factory o © cost sheet eventually becomes a summary of all the
are subsidiary recordsy 0\(;erhead, involved in completing a job. The cost sheets
performed on the basis ;1;} are controlled by the work in process account. Jobs
3 Tois. on ‘each -ord customer specifications allow the computation of a profit

rder. If jobs constitute production of a specific quantity for

inventory, job order costin : ¢ s . :
i g permits com unit cost for inventory
costing purposes. P putation of a

w

1. JOB-ORDER COST SHEET
a.

MAJOR SOURCE DOCUMENTS FOR JOB ORDER COSTING

Thes; records accumulate product costs of specific units or small batches
of units for both product costing and control purposes.

b. The ﬁle of job-order sheets for uncompleted jobs serves as a perpetual
. book inventory and the subsidiary ledger for Work in Process Control.

C. A separate cost sheet is prepared for each job.
2. MATERIALS STOCKCARD

a. These records are the perpetual book inventory of costs and quantities of
- materials on hand.

b. The file of materials stock cards for unused materials is the subsidiary
ledger for Materials Control,

C. A separate stockcard is prepared for each type of material on hand.

3. FINISHED GOODS STOCKCARD
a. These records are the perpetual book inventory of costs and quantities of
completed goods held for sale. ‘
b. The file of finished goods stock cards for unsold goods is the subsidiary

ledger of Finished Goods Control. :

4. FACTORY OVERHEAD CONTROL COST RECORD |
a. These records accumulate detailed manufacturing overhead costs by
department.
b. The file of these records for the accounting period is the subsidiary ledger
for Factory Overhead Control.
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T AND CLOCK CARD
bs and department,
e of materials and labor,

5. MATERIALS REQUISITION, TIME TICKET AN
. As the source documents for charging costs t0 JO
b. Toaidin fixing responsibility for control and usag

ACCOUNTING PROCEDURES FOR MATERIALS

o record all materials and

: : actice 1s t
In manufacturing enterprises, the common pr procedures that affect the

supplies in one control account, Materials or Stores.
materials account involve the:

1. Purchase of materials and supplies.

2. Issuance of materials and supplies.
a. Direct materials |
b. Indirect materials and supplies

Recording the purchase of materials.

The account debited when materials are purchased is Materials or Stores (instead
of Purchases for periodic) and the account credited is Accounts Payable or
Vouchers Payable. As materials are purchased, the amount is posted on the
Material control account and at the same time the purchase is also entered on an
individual materials ledger card/stockcard (a separate card is used for each material
item) showing quantity received, unit cost, and total amount.

The entry to record the purchase of materials is:
Materials ; XXXX
Accounts Payable
An entry is made on the stock card under the Received section.
The entry to record the return of materials to vendor is:

Accounts Payable xxxx

Materials bk

An entry is made on the stock card under the Received section enclosed in
parenthesis to indicate reduction in quantity.
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Recording the issuance of materials.

When' a’job IS s'ta'xrted, the materials needed for the job are issued based on the
materials tequisitions prepared by the employees. A copy of the requisition is
given to the‘ storekeeper, which will serve as the basis for the materials to be
issued. The Job order number is shown on the materials requisition together with
the specifics on type and quantity of materials required by each job. The quantity,

unit cost, and total cost of each of the materials are entered on the issued section of
the stock card. .

The entry to record the issuance of direct materials is
Work in process XXxXx

Materials XXXX

An entry is made on the stock card under the Issued section and also on the
cost sheet - Materials.

The entry to record the issuance of indirect materials is
Factory overhead control Xxxx
Materials XXXX

!

An entry is made on the. stock card under the Issued section and also on the
overhead analysis sheet.

Shown below is an illustration of 2 material stock card.

Description Location in Storeroom
Maximum Minimum . Stores Ledger Acct. No.
Date Received Issued Balance
| Unit Unit Unit

Qty. | Price Amt. | Qty. |Price |Amt. |Qty. |Price | Amt
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Shown below is an illustration of a material requisition slip.

MATERIALS REQUISITION
Date: No.
To
Quantity ~ Description Unit Price Amount
Approved by Issued by
Received by
Charge to Job/Dept.

‘The material control account may be summarized as follows:

MATERIALS
1. Inventory beginning 1. Cost of direct materials
issued
2. Purchase of materials 2. Cost of indirect materials
‘ issued.
3. Freigh.t-in (using direct : 3. Cost of materials returned
Charging) to suppliers
4. Cost of excess materials

Returned from factory

The balance of the Materials account represents the Materia]
of the period under consideration. The amount should be ¢
balances of all the material stock cards.

S inventory at the end
qual to the total of the
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ACCOUNTING PROCEDURES FOR LABOR

The accounting procedures for labor may be divided into two distinct phases:

L4

Collection of payroll data, computation of earnings, calculation of payroll
taxes, and payment of wages,

2. Distribution and allocation of labor Costs to

) jobs, departments, and other
cost classifications. ,

In most factories, clock cards/time records are used to record the days or hours
worked by each employee. These clock cards/time records are used as the basis in
computing the gross earnings of employees who are paid hourly wages. In
addition to these clock cards, time tickets are prepared for each worker to
determine the time spent for each job-as basis in determining the amount to be
charged to direct labor cost and indirect labor cost. The time tickets for various

- jobs are sorted, priced, and summarized, and the time ticket hours should be
reconciled with the clock card hours.

Shown below is an illustration of a job time ticket.

Employee Name Date
Employee Number Department _
Time started | Time stopped Job nuinber

|
|
|

At regular intérvals, usually daily or weekly, the labor time and labor cost for each
job are entered on the job order cost sheets. For each payroll period - weekly,
every two weeks, or monthly - the summary of employees’ earnings and the
liability for payment is journalized and posted to the general ledger.
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The entry to record the payroll and the incurrence of liability 15
Payroll XXXX
Withholding Tax Payable xxXJ;
SSS Premium Payable x‘xx
Phil Health Contribution Payable i
Accrued Factory Payroll AN
The entry to record the distribution of payroll is
Work in process e
Factory Overhead Control Xxxx
Payroll XXXX

An entry is made on the cost sheet under the Jabor section
The entry to record the payment of payroll is

Accrued Factory Payroll XXXX
Cash XXXX

The work in process account is used to charge the jobs with the direct labor cost.
Factory overhead control is charged for the indirect labor cost incurred. The tax
withheld is computed based on the table provided by the Bureau of Internal
Revenue. For the SSS Premiums and Phil Heaith Contributions, the table is
provided by the Social Security System.

The clearing account for the total wages due to the factory personnel is the payroll
account summarized as follows:

PAYROLL

1. Total wages and salaries earned by | 1. Total payroll during the payroll
factory personnel during the payroll period at the same time debiting work
period in process for direct labor and

- overhead for indirect labor
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The account used to accumulate

| the liability for payro i '
Accrued Factory Payroil summarized as foil};)ws: pryroltor factory overhead i (¢

' aid to facto - .
personnel at the time creditir?{; L. Balancing beginning

accounts payable or cash

2. Total amount of wages and salaries
due to factory personnel at the same
time debiting payroll.

ACCOUNTING FOR FACTORY OVERHEAD

There are two accounts used - factory overhead control and factory overhead

apphed. Factory overhead control is used to accumulate actual overhead incurred,

while factory overhead applied is used to accumulate estimated factory overhead

applied to production. For factory overhead -applied to production, a

gredetennined rate is used and this is computed using sy of the following as a
ase:

Units of production
Direct material cost
Direct labor hours
Direct labor cost
Machine hours

DB W=

The predetermined factory overhead rate computed may be used for all
departments in the company (blanket rate) or a rate may be computed for each
department to fit the nature of the operations of the department (departmentalized
rate).

Estimated factory overhead (Factory overhead applied) is used even if there is
actual factory overhead because at the time the overhead is needed for costing of
jobs completed, the actual overhead is not yet available (the actual will be known
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, of each job will be
only at the end of the month). The computation of cij:h:i :gst';]e iret week, second
done upon the completion of the job.and this may beth; actual overhead is not yet
week, or third week of the month, and at this time, I overhead will be known

available because some of the items included in the actua
only at the end of the month.

‘ the Facto
As items in the factory overhead control account are mcﬁ;iid;ntered o t}z
Overhead Control account is debited. The applied factory overt H
job order cost sheet for each job is the basis for the following entry-

Work in process XXXX

Applied Factory Overhead XXXX

An entry is made on the cost sheet - factory overhead section

Some actual overhead costs, such as indirect materials, indirect labor, and payroll
‘taxes, are debited to Factory Overhead Control as they are incurred. - Other
overhead costs, such as depreciation and expired insurance are debited to Factory

" Overhead Control when adjusting entries are recorded.

The controlling account for accumulating the indirect charges incurred in

production Is:

MANUFACTURING OVERHEAD CONTROL

1. Cost of indirect materials
_supplies issued from the warehouse at

the same time crediting materials.

2. Cost of indirect labor ‘at the same
time crediting payroll.

3. Cost of indirect expense purchased
from outsiders

4. Cost of other indirect expense
incurred by the company.

books.

and |.1- Total debit footing at the end of the
accounting period when closing the
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Manufacturing overhead ap

plied - account : :
overhead charged to producti used for accumulating the total

on during period.

e : M.ANUFACTURING OVERHEAD APPLIED
]. Total credit footings at the end of the | 1.  Cost of overhead allocated to

accounting .period upon closing of production and computed by
the books. multiplying the actual factor being
used during the period by the
predetermined rate, at the same time,
debiting work in process.

Qver/under a}pplied overhead - the difference between the actual overhead incurred
and the applied overhead. '

OVER/UNDER APPLIED OVERHEAD
1.  Difference between the actual Difference = between  actual
manufacturing overhead and the manufacturing overhead and the
applied overhead when actual is applied overhead when the applied is
more the applied. more than the actual.

The closing of the Factory Overhead Control account and the Factory Overhead
Applied account may be done at the end of the month or.at the end of the year. If
the closing is to be done monthly, the following are the entries:

End of the month:

~ Factory Overhead Applied xx
Under/over-applied overhead xx
Factory Overhead Control ' xx
End of the year:
Cost of Goods Sold XX
e Under/over-applied overhead XX

If the closing is to be done yearly, the entry will be at the end of the year only.
The entry is shown on the next page ‘ .

%
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End of the vear:

Factory Overhead Applied o
Cost of Goods Sold
Factory Overhead Control

XX

The variance is computed as follows:

Actual factory overhead XXX
Less: Applied faqtory overhead XXX
Variance

If actual is bigger than applied, the variance is called under~aPF;]gd dfacgo'l'z
overhead (unfavorable), and this is taken as an addition to thg Cost 2 ﬁods 0

in the statement. If applied is bigger than actual, the variance 1S ¢ eh o
applied factory overhead (favorable) and this is taken as deduction from the Cost
of Goods Sold in the statement. Whatever method of closing the control and
applied account is used, the statement is always adjusted for fe nder.
applied/(over-applied) on the statement. For purposes of preparing e ost of
Goods Sold statement, factory overhead applied is used because this is the amount
charged to the work in process account. As stated above, the Cost of Goods Sold
will be adjusted for the variance only at the end of the year. If the Cost of Goods

Sold is stated in the problem, then it must be taken as normal, prior to the
adjustment for the variance. :

Work in process - controlling account used to record the flow of the elements of
cost through the factory during a given period. '

WORK IN PROCESS
1. Cost of beginning inventory 1. Cost of materials, labor, and factory
2. Cost of direct materials issued to overhead applied to jobs completed
“production at the same time crediting dun'n.g the period at the same time
materials debiting finished goods,

3. Cost of direct labor applied to
production- during the period at the 2. Cost of direct materials returned to
same time crediting the payroll the warehouse at the same time
account ‘ debiting materials.

4. Amount of overhead applied to
production. at the same time crediting
applied overhead.
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The work in process account is used to
of materials placed in process, labor
amounts entered on th

accumulate during the month the total cost

e cost sheet sh ludsed’ and factory overhead applied. The
seocess account during th - equal the amounts debited to the work in
pro oo 1k g the month, As jobs are completed, the cost sheets for the
corresponding Jobs are totaled and the amount is now transferred to the finished

goods account. The journal entry to record the cost of the jobs completed is:

Finished goods

. XXXX
Work in process

XXXX

When the finished goods are delivered to customers, the sales and the cost of
goods sold are recorded as follows:

Accounts receivable

XXxX

Sales XXXX
Cost of goods sold XXXX

Finished goods XXXX

Ifajobis delivered directly to a customer, the entries to record the completion of
the job and the delivery to the customer may be merged into one as follows:

Cost of goods sold XXXX
Work in process XXXX

. Finished goods - a controlling account used to record the flow of the cost of goods
completed and transferred to the finished goods storeroom during the period.

FINISHED GOODS

1. Cost of inventory at the beginning 1. Cost of finished goods sold during the
period at same time debiting cost of

goods sold.

2. Factory cost of job order complqetcj,d
at the same time crediting work in
process. ‘ :

3. Cost of goods returned by "fhe
customer at the same time crediting
cost of goods sold.
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4 , of finished goods
Cost of goods sold - an account used to accumulaté the cost

disposed through sale to customers.

COST OF GOODS SOLD __——— "

L. Cost of finished goods disposed | 1. Cost of ﬁn1$|:l‘132 sgal(:n)gstirrneu;’:a%(}tigy

through sale to customers at the same customers at s accout. g
time crediting finished goods. the finished goo

2. Adjustment for under-applied factory | 2., Adjustment of over-applied factory

overhead overhead.

3. Balance of the account at the end of
the period at the same time debiting

income summary.

ILLUSTRATIVE PROBLEM: ' :
The Northern Consolidated Company has the following balances as of January 1,
2019,

Materials P 4,900
Work in process 4,600
Finished goods 6,000
Accrued factory payroll 200

Details of the three inventories are:
Finished goods A
Commodity x - 2,000 units at P 3.00 P6.000
Work in process - Job No. 101
Materials: ‘
A - 200 units at P 5.00 P 1,000
B - 175 units at P 4.00 700 P 1,700
Direct labor:
290 hours at P 5.00 © 1.450
Factory overhead - applied at '
100% of direct labor cost 1450 4,600

—_— I yFJIV
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Materials
Material A - 600 units at P 5.00 P 3.000
Material B - 350 units at P 4.00 1’400
Indirect materials : 500
! . LA’iQ‘—Q
The transactions for the month of January, 2019 are as follows:

e

Purchases for the month of January - Material A - 600 units at P5.50; Material
B - 800 units at P5.00; Indirect materials - P700.

Mater%als requisitioned and issued on a fifo basis amounted to P 7,000.
Material A, 200 units (charged to Job 101); Material A, 600 units and Material

B, 225 units (charged to Job 102; Material B, 425 units (charged to Job 103).
Indirect materials amounted to P 1,000, :

Material B returned to vendors, 70 units at P 5.00

Payroll during January amounted to P 10,300, of which P 2,000 is for Job 101;
P 4,900 is for Job 102; P 2,000 for Job 103, and P 2,300 is indirect labor.

| Deductions are as follows:

SSS Premiums - P 412
Medicare Contributions - | 225
Withholding taxes - 1,050

Factory overhead is applied on the basis of 100% of direct labor cost.

Jobs completed during the month - Job 101 for 3,000 units of Commodity X
and Job 102 for 5,000 units of Commodity Y.

Sales during January on FIFO basis - 4,000 units of Commodity X at P 6.00
per unit and 4,000 units of Commodity Y at P 4,00 per unit.

Cash collection from customers P 35,000.

Recorded thel following liabilities: Factory overhead, P 4,800; Selling
expenses, P 2,100; General expenses, P 1,500. : |

10. Paid accounts - P 9,500; payroll - P 8,500.
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Requirements: _

1. Journal entries to record the above transactions:

2. Job Order Cost Sheets.

3. Stock cards for materials and finished goods. )
4. Cost of goods sold statement for the month of January.

Journal entries: . 8000
1. Materials 8,000
Accounts Payable . , .
Materials purchased computed as fol_loWS-
Mat. A - 600 units at P 5.50- P 3,300
Mat. B - 800 units at-P 5.00- 4,000
Indirect materials _ 790
_8,000
2. Workin process ' | 7,000
Factory Overhead Control 1,000
Materials : 8,000
Materials issued to production.
Job 101 ' |
Mat. A - 200 units at P 5.00 - 1,000
Job 102 ) ,
Mat. A - 400 units at P 5.00 -2,000
| 200 umts at P 5.50 - 1,100
Mat. B - 225 at P 4.00 900 4,000
Job 103
.Mat; B-125 unitsat P4.00- 500
300 units at P 5.00 - 1,500 2.000
3. Accounts Payable X0 350
Materials A , 350°
Materials returned to vendors. '
4, Payroll
. S5 Premium Payable 10.300
Medicare Contributions Payable i
Withholding Taxes Payable 243
Accrued Factory Payroll £,050

Payroll for the month. ‘ ' 8,663
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Work in process
Factory overhead Control | g g(())g
Payroll ' 10,300
Classification of payroll. ,
5.  Work in Process 8,000
Factory Overhead Applied | 8,000
Factory overhead applied to production.
6. Finished goods . 21,000

Work in Process 21,600

Cost of jobs completed computed as follows:

- Job 101 Job 102
Materials- P 2,700 P 4,000

Labor - 3,450 4,000
Overhead- 3.450 4.000
P__ 9600 P _12,000
s Accounts Receivable 40,000
Sales ' 40,000

Sales computed as follows:
X - 4,000 at P 6.00 - P 24,000
Y - 4,000 at P 4.00 - 16,000

Cost of goods sold : 22,000
Finished Goods 22,000
Cost of units sold for the month:
X - 2,000 at P 3.00 - P 6,000
2,000atP320- 6,400
Y 24,000 at P 240 - 9,600

8. Cash 33,000

Accounts Receivable 35,000
Collection of accounts. :
9. Factory Overhead Control ‘ 4,800
Selling Expense Control 2,100
General Expense Control 1,500

Accounts Payable 8,400
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" 500
10. Accounts Payable ; 500
Accrued Factory Payroll ’ 18,000
Cash
. in Process
Materias W‘T‘&‘;}) 6) 21,600
11 4,900 . | 2) . 8,000 1/1 e
1) 8,000 | 3) 350 2) Zgg :
131 4,550 4 ,
5§ 8000 | 131 6,000
Finished Goods Cost of Goods Sold
111 6,000 ‘[ ) 22,000 7y 22,000
8) 21,600 1731 5,600
Factory OH Control Factory OH Applied
2) 1,000 | | 5) 8,000
4) 2,300
.9 4,800
STOCKCARDS :
, MATERIAL A
Received Issued Balance
, 600 at P5.00 P 3,000
1)600 at P5.50 P 3,000 600 at P5.00 3,000
600 at P5,50 3,300
2) 600 at P5.00 3,000
200 at P5.50 1,100 400 at P5.50 2,200
MATERIAL B
Received Issued Balance
' 350 at P4.00 P 1,400
1)800 at P5.00 4,000 350 at P4.00 1,400
800 at P5.00 4,000 |
2)350at P4.00 1,400 . ;
300atP5.00 1,500 |s00atps.oo 2500 |
3X70)at P5.00  (350) ' 430 at P5.00 2,150 |
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T INDIRECT MATERIALS
L Epeve : Issued Balance
b 700 1,200
I— 1,000 200
e - COMMODITY X |
| Received Issued Balance
2,000 at P3.00 P 6,000
6)3,000 at P3.20 9,600 2,000 at P3.00 6,000
- _ 3,000 at P320 9,600
7)2,000 at P3.00 6,000
2,000 at P3.20 6,400 1,000 at P3.20 3,200
‘ COMMODITY Y _
Received Issued Balance
6)5,000 atP2.40 12,000 5,000 et P2.40 12,000
7)4,000 at P2.40 9,600
COST SHEETS
_ Job 101
Materials Labor QOverhead
1 . 1/1 1,450 171 ' 1,450
A-200 at P5.00 P 1,000
B-175 at P4.00 700 '
2) 4) 2,000 5) 2,000
A-200 at P5.00 1,000
2,700 - 3,450 3,450
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Job 182__,—-—//—6ivahead )
Materi Labor L —
% aterials 5 W 5) 4,000
A-400 at P5.00 2,000
200 at P5.50 1,100
B-225 at P4.00 - 900 00
4,000 4,000 | __ sl
: Lol Overhead ]
Materials Labor 5000
2) 4) 2,000 | 5) ;
B-125 at P4.00 500
-300 at PS.00 1,500
NORTHERN CONSOLIDATED COMPANY
Cost of Goods Sold Statement
for the month ended January 31, 2019
Direct materials: ‘
Materials, January 1 P 4,900
Purchases P 8,000
Less: Purchase returns 350 7,650
Total available for use “ 12,550
Less: Materials, January 31 4,550
Indirect Materials 1,000 5,550 7,000
Direct labor : 8,000
Factory overhead 8.000
Total manufacturing cost 23,000
Add: Work in process, January 1 4600
Cost of goods put into process m
Less: Work in process, January 31 6, 000
Cost of goods manufactured m
“Add: Finished goods, January | - 6, 000
Total goods available for sale —277566
Less: Finished goods, January 31 - ’
Cost of goods sold - normal 3,600
Add: Underapplied factory overhead 22,000
Cost of goods sold - actual —_ 100
P 22,100
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Thef ander applied factory overhead is computed as follows:
Actual factory overhead

) A4 ) P
Less: Appl_led factory overhead g::)gg
Underapplied factory overhead P 100

pessmmseete—————

The 91081118 of the Factory Overhead Control account and the Factory Overhead
Apphed.account maybe done on a monthly basis or an annual basis. Whatever
method is used,. the statement is always adjusted for the underapplied (unfavorable)
or the overapplied (favorable) factory overhead. Underapplied factory overhead is
considered unfa.vorable because the effect is an increase in the cost of goods sold,
~ thereby decreasing the gross profit. On the other hand, the overapplied overhead is

_ consider'ed favgrable because the effect is a decrease of the cost of goods sold
thereby increasing the gross profit.

If the closing is done on a monthly basis a special account, Under-and Overapplied
_ Factory Overhead, will accumulate the differences period-to-period. At the end of
the calendar or fiscal year, the balance of the under-and overapplied account will
be closed to Cost of Goods Sold or allocated on a pro-rata basis to Work in
Process, Finished Goods and Cost of Goods Sold. The remaining balance should
be pro-rated if the amount of the balance would materially distort net income if 1t
were charged entirely to Cost of Goods Sold. If a small balance remains in the
‘Under-and Overapplied Factory Overhead at year-end, it may be closed directly to
Cost of Goods sold because it will not materially affect net income.
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QUESTIONS el R

. i ulated in a j
1. When is job-order costing appropriate, and how are costs accum 1 2 job

. When is process costing appropriate, and h

<P S

order cost system?

ow are costs accumulated in g

process cost system?

: i ; a9
How is cost accounting related to financial accounting?

Distinguish between cost of goods sold and cost of goods manufactured.

What is a job cost sheet and why is it useful?

What are the primary cost-accumulation T accounts used in a job-order costing
system?

What document is used to support the transfer of direct materials from
materials inventory to work in process?

In what way does the accounting treatment of direct materials and direct labor
costs differ from that of factory overhead?

What documents constitute the supporting subsidiary ledger for work in
process when using a job-order costing system?

10. What are the two entries typically réquired at the time finished units are sold?
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TRUE OR FALSE br A
1. Prodpct costs are historical figures and therefore are of little use to
- the manager.
2 A company producing furniture would probably use a job-order
cost system.
3. Both job-order and process costing systems utilize averaging
concepts In computing unit costs.
4. qut f.actor‘y overhead costs are direct costs and therefore can be
easily identified with specific jobs.
5. The predeterminied overhead rate is computed using estimates of
cost and activity.
( 6. The cost of indirect materials used in production is added to the
: MFG. OH account rather than added directly to Work in Process.
7.  Actual manufacturing overhead costs are charged directly to the
‘ Work in Process account as the costs are incurred.
8. Selling and administrative expenses should be added to the
Manufacturing Overhead Account.
9. If more overhead is applied to Work in Process than is actually

incurred, then overhead will be overapplied.
10.  All of the raw materials purchased during a period are included in
the cost of goods manufactured figure.”
11.  Any balance in the Work in Process account at the end of a period
should be closed to Cost of Goods Sold.
12. If a job is not completed at year end, then no overhead cost should
be applied to that job.
13.  Once production is completed, the job cost sheet can be discarded.
14. In a job order cost system, depreciation of factory equipment
should be charged directly to the Work in Process account.
. 15. The cost sheet is the support document for materials.
16. A job order cost system identifies costs with a particular job rather
than a set time period.
17. Manufacturing costs are generally incurred in one period and
recorded in a subsequent period. |
18. A job order cost system is most appropriate when a large volume of
uniform products are produced.

nstitute the subsidiary ledger of the control

19 Job order cost sheets €O
account Work in Process inventory..

20. When raw materials are purchased, the Work in Process Inventory
account is debited. :
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MULTIPLE CHOICE Wo:
1. :

Under the job-cost system, purchases of direct materials
a. Purchases
'b. Work in Process Control
c. Factory Overhead Control
d. None of the above
2. Under the job-cost system, issues
a. Factory overhead Control ‘
b. Work in Process Control
C. Materials Control
d. None of the above 4o for the return o the
3. In job-order costing, what journal entry should ;etom;roduction P

stockroom of direct materials previou

particular job?

a. debit Materials and credit Facto

b. debit Materials and credit Work in Process
. ¢. debit Purchase Returns and credit Work in Process

d. debit Work in Process and credit Materials
4. Under a job-order costing system, the peso amount of the entry involved in the
transfer of inventory from work in process to finished goods is the sum of the

costs charged to all jobs: |
a. started in process during the period
b. in process during the period
c. completed and sold during the period
d. completed during the period
5. In a job-order costing system, indirect labor used should be debited to:
a. Payrol! liability
b. Work in Process Control
¢. Finished Goods Control
d. Factory Overhead Control

of direct materials are debited 1O

ry Overhead
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6.

Which‘ of the follqw?ng is the basic document that is used to accumulate the
cost of each order in job order costing;

a. Invoice

b. Purchase order
¢. Requisition sheet
d. Job Cost sheet

. What is the best cost accumulation procedure to use when many batches, each

differing as to product specification, are produced?
a. Joborder

b. Process
C. . Actual
d. Standard

The most common treatment of under-or overapplied overhead is to close it to:
a." Work in process

b. Retained Earnings

¢. Cost of Goods sold

d. Finished goods

9. It’s two o’clock in the morning and you’ve been studying job-order costing for

the past three hours. You drift off to sleep and in your first dream you visit
JOB-ORDER COSTING LLAND. You are a direct labor peso and are traveling
through a giant ledger. By the time you finish your journey, which accounts

will you travel through and in what order?
a. Work in process, Cost of goods manufactured, Finished goods, and Cost of

goods sold. \

Direct labor, Work in process, Finished goods, and Cost of goods sold.
Work in process, Finished goods, and Cost of goods sold.

Manufacturing overhead, Work in process, Cost of goods manufactured,

and Finished goods.
Direct labor, Work in process, Finished goods, Cost of goods

manufactured, and Cost of goods sold.

oo o

o
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. o
10.Which of the following production operations would be most likely to employ

a job order system of cost accounting?
a. Toy manufacturing

b. Shipbuilding

C. Crud oil refining

d. Candy manufacturing

11. Someone told Marco de Santos, president of D’5antos Company, that under-
or over-applied manufacturing overhead can be allocated o three accounts,
What are those three accounts;

a. Raw materials, Manufacturing overhead and Direct labor.
b. Raw materials, Finished goods, and Cost of goods sold.

- €. Cost of goods sold, Work in process, and Finished goods.
d. Cost of goods sold, Work in process, and Raw materials.

12. Which of the following statements are False?
1. A manufacturing company can use direct labor hours as an overhead base
in one department and machine hours as an overhead base in another.

11. A debit balance in the work in process account indicates that not all goods

completed during the period were sold. A
111. The predetermined OH rate is computed by dividing estimated units in

the overhead base by budgeted or estimated manufacturing overhead costs.
a. 1only
b. 11 only
C. landl1tonly

d. 11and 111 only

13. What accounts would be debited and credited when the direct materials are
purchased on account?

Debited Credited
a. Work in process Direct materials
b. Direct materials Work in process
C. Materials . Accounts payable
d. Work in process . Accounts payable
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14. What accounts woul : ,
™ laborers are recordeg?d be debited and credited when the wages for indirect

Debited

A Credited
a. Factory overhead Wages payable
b. Factory overhead Payroll

C. Payrol.l Accrued payroll
d. Work in process Payroll

| 15. Which of the following statements pertaining to job-order costing are TRUE?

1. The issuance of indirect materials from the storeroom is recorded on job-
cost sheets,

11. Overapplied factory overhead can be properly disposed off with a debit to
cost of goods sold and a credit to factory overhead.

lll.Bot.h an overstated forecast of overhead and an understated forecast of
units of the overhead base can cause overhead to be overapplied.

a. 1only
b. 11 only
C. 111 only

d. 11and 111 only

16. A material requisition form normally does not contain which of the
following?
a. Vendor’s name
b. Quantity requisitioned
¢. Unit cost
- d. Job number

17. A job order cost sheet normally does not contain which of the
following? - |
~ a. Direct materials
b. Direct labor
" ¢. Actual factory overhead
d. Applied factory overhead
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s deductions paid by the

18.Inajob ord i Il taxe
J er costing system, payro iy accounted for as

employer for factory employees are norma
a. direct labor
b. factory overhead
¢. indirect labor
d. administrative cost
19. Overhead applied was P120,000, while actual overhe
Which of the following is always true of the above?
a. Direct labor activity was overestimated
b. Overhead was under applied by P4,000
c. Overhead was over applied by P4,000
d. The difference must be reported as a loss.

ad was P124,000.

20. Which of the following is not a characteristic of job costing? ,
a. Each job is distinguishable from other jobs.
b. Identical units are produced on an ongoing basis.
c. It is not possible to compare actual costs with estimated costs.

d. Job cost data are used for setting prices and bidding prices.

21. Under a job order costing system, the cost of direct materials, direct
labor and factory overhead must first flow through the '
a. Finished goods account
" b. Cost of goods sold account
¢. Work in process account
d. Cost of goods manufactured account

29 The unit cost of a product, under job order costing, can be determined

only |
a. At the end of the manufacturing process

b. Upon completion of a job.
c. At the end of the month
.d. At the pont of time |
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23. When a job is. completed and all costs have been accumulated on a job
~ cost sheet, the journal entry that should be made.
a.Finished Goods Inventory

Direct materials
Direct labor
Factory overhead

b.Work in Process Inventory
Direct materials
Direct labor
Factory overhead

c.Raw Materials Inventory
-Work in Process Inventory

d.Finished Goods Inventory
Work in Process Inventory

24. Cost of raw materials\are debited to Raw Materials Inventory when
a. the materials are ordered
b. the materials are received
. materials are put into production
d. the bill for the materials are paid

25. Under an effective system of internal control, the authorization for
issuing materials 1s made

‘a. orally , . g e
b. on a pre-numbered materials requisition slip

¢. by the accounting department
d. by anyone on the
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Problem 1 . | of the current year,

The Alexis Company had the following inventories on Aug. 250,000
Finished goods | 37:000
Work in process 44,000
Materials :

The work in sount controls two jobs

. process account contro J ngl J_Qb_ﬁg_g_o
Materials ' P 6,000 , ]é,OOO
Labor 5,000 800

__ 4.8V

" Factory overhead 4,000
e $15,000 P 22,000

The following information pertains to August operations:

1) Materials purchased on account, P56,000.

- 2) Materials issued for production, P50,000. Of this amount, P6,000 was for
indirect materials; the difference was distributed: P11,000 to Job 401; P14,000
to Job 402; and P19,000 to Job 403.

.3) Materials retumed to the warehouse from the factory,
was for indirect materials, the balance from Job 403.

4) Materials returned to vendors, P2,000. .

5) Payroll after deducting P6,050 for withholding taxes, P3,200 for SSS
Premiums, P750 for Medicare, and P2,400 for Pag-ibig, was P65,600. The
payroll due the employees was paid during the month.

6) ‘The payroll was distributed as follows: P20,800 to Job 401; P25,000 to Job
402, P21,000 to Job 403 and the balance represents indirect labor.

7) The share of the employer for payroll was recorded — P4,000 for SSS
Premiums, P750 for Medicare Contributions, and P2,400 for"Pa'g-ibig Funds.

8) Factory overhead, other than any previously mentioned, amounted to P30,000.
Included in this figure were P6,000 for depreciation of factory building an,d
equipment, and P 1,900 for expired insurance on the factory. The remainin
overhead was unpaid at the end of August. | &

9) Factory overiwead was applled to ptoduction at the rate of 80% of directv labor

cost. ‘
1 0) Jobs 401 #:13 402 were completed and transferrea to the finished goods

warehou:e

P1,600, of which P600
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l;) ey :Ol WaS.Shipped and billed at a gross profit of 40% of the cost .
B ) Cash collections from accounts receivable during August were P70,000.

Requirements for Problem |

1. Journal entries to record the above transactions.

2. job order cost sheets,
3. Cost of goods sold statement.

- Problem 2

145

- On December 31, 2019, after closing, the ledgers of Golden Shower Company

' contained these accounts and balances:
Cash
Accounts Receivable
Finished Goods
Work in Process
Materials
Machinery .
Accounts Payable
Common Stock
Retained Earnings

Details of the three inventorics are:

Finished goods inventory: |

Item A - 2,000 units at P 12.50
Ttem B - 4,000 units at P 10.00
Total

Work in process inventory: Job 101

Direct materials:

1,000 units at P 5.00 P 5,000

400 units at P 3.00
Direct labor:

1,000 hours at P 4.00 4,000 -

40(} hours at P 5.00
Factory overhead:

Applied at P 2.00/hour 2.000
Total . P11,000

Materials inventory: |
Material X - 4,000 units at P 5.00
Material Y - 8,000 units at P 3.00

T_otal

P 94,000
100,000
65,000
15,000
44,000
70,600
118,750
200,000
69,850
P 25,000
40,000
P__ 65,000
. Job 102
P 1,200
2,000
800
P 4,000
P 20,000
24,000
P__ 44,000
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ed:

During January, 2019, these transactions were complelt P5.20; Material Y - 24,000

a) Purchases on account: Material X~ 20,000 units &
units at P 3.75; indirect materials - P35,040. oll. P40,000 was for

b) Payroll totaling P220,000 was paid. Of the total pay S consisted of P31,000
marketing and administrative salaries. Payroll dequcuonp 440 for Medicare
for withholding taxes, P7,000 for SS8 premiutns:
contributions, P 6,600 for Pag-ibig Funds. . ot labor hours at P

C) Payroll is to be distributed as follows: Job 101 - 10,000 dlr]6:(?3 - 12,000 direct
4.00, Job 102 - 16,000 direct labor hours. at P5.00; Jo,b d dr;linistr ti
labor hours at P3.00; indirect labor - P24,000; marketmsgS agre?niums _ aﬁ‘g‘/"f
salaries - P40,000. Employer’s payroll taxes are: 05 0
Medicare contributions - 0.2%: and Pag-ibig Funds -3 o , = :

d) Materials were issued on a FIFO basis as follows: Material X - “20 ,'OI?/? un}ts
(charged to Job 101); Material Y - 24,000 units (charged to Job 10 ),. aterial

X - 2,000 units and Materials Y - 5,000 units (charged to Job 103): (Note:
Transactions are to be taken in consecutive order). Indirect materials
amounted to P15,040. A

e) Factory overhead was applied to Jobs 101, 102, and 103 based on-a rate of
'P2.25 per direct labor hour. |

f) Jobs 101 and 102 were completed and sold on account for P240,000 and
P270,000, respectively. '

g) After allowing a 5% cash discount, a net amount of P494,000 was collected on
accounts receivable. |

h) Marketing and administrative expenses (other than salaries) paid during the

month amounted to P30,000. Miscellanveous factory overhead of P21,600 was
paid. Depreciation on machinery was P4,000.

i)  Payments on account, other than payroll paid, amounted to P170,000.
) The over or underapplied factory overhead is to be closed.

Required: |
1. Open T-accounts and record balances from the J

_ anuary 1 trial balance.
2. Journalize the January transactions, -

3. Post January transactions to the general led
materials and work in process,

4. Prepare a statement of cost of goods sold.

ger, and subsidiary ledgers for
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Problem 3

J.AN., Inc. uses a job order cost s

; system. On May 1, the compz ¢ i
) 1pany has a balance 1n

\mﬂﬁg 1:‘6020‘?? Is'a‘gengfy_ of P 3,500 and two jobs in process, Jo)l; No. 101 P2,000

a ,200. During May, a summary of source documents reveals the

following.

Materials L
Job Number Requisition Slips T ir‘:lzo”;:ickets
101 P 2,500 P 2,900
102 3,500 3,000
103 4600 P 10,600 5.800 P 11,700
General use 800 1.200
Total ; P__ 11400 P _12.900

.J.AN Company applies manufacturing overhead to jobs at an overhead rate
of 80% of direct labor cost. Job No. 101 is completed during the month.
Instructions: '
1. Prepare summary journal entries to record
a) The requisition slips
b) The time tickets
¢) The completion of Job No 101

Problem 4
Hercules Company begins operations 0

~ shows the following

n April 1, Information from job cost sheets

Manufacturing Costs Assigned

Job Number April May June Month Completed
101 P 5,200 P 5,400 May
102 4,700 3,800 P 2,000 June
103 1,200 April
104 5,800 ,200 June
105 5,200 3,800 Not yet complete

Each job was sold for 25% above its cost in the month following completion

Instructions:
1. Compute for the ba
month. :
2. Compute for the balanc

each month ,
3. Compute for the gross profit for May, June and July

jance of Work in Process Inventory at the end of each

e of the Finished Goods Inventory at the end of
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m' its records for the

Problem 5 | e ion fro
Star Wars Corporation obtains the following inform

month of August: Jobs com leted and soltJiOb 230
Direct materials cost P15000 P 2(5)’000 30,000
Direct labor cost 40,000 ) 000 20,000
Factory overhead - 25,000 3 0’000 10,000
Units manufactured 5,000 4 o/ 30%
GP rate (based on sales) 20% 25%

Required: |

equired 1at would have been made

1. Prepare in summary form; the journal entries tl
during the month to record the above. |
or loss for August.

2. Prepare the schedules showing the gross profit
a. For the business as a whole.
b. For each job completed and sold.

Prbblem 6 ,
The following account balances were taken from the general ledger accounts of the

Ellery Corporation.

January | Decembér 31

Materials P 60,000 P 80,000

Work in Process , - 85,000 - 110,000

Finished Goods 120,000 90.000

Factory Overhead Control - 33 ’

Applied Factory Overhead 0,000

(applied at a rate of 80% of DL .

Cost of Goods Sold . ; , 835200600000

Requirements: T

1. Journal entries to record the transactions th
. b at Were . ,
accounts for the year 2019. entered in the above

2. Cost of Goods Sold Statement for the year 2019,

3. Entry- to close the Factory Overhead Contro] a¢

Overhead to Cost of Goods Sold. count and Applied Factory
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Problem 7 . '
The followmg inventory data relate to Abner Corporation
Beain Inventories
* Finished goods p 93’%1“-538 g p lEand————(')%%

Work in process $0.000 70.000

Direct materials 955000 96 060
Revenues and costs for the period ’ ’

Sales - P 500,000

Cost of goods available for sale ; 775,000

Total manufacturing costs 675,000

Factory overhead - 175,000

Direct materials used 205,000

Required: Compute the following for the year:
1. Direct materials purchased
2. Direct labor costs incurred
3. Cost of goods sold
4. Gross profit

Problem 8

Assume the following relates to the Candy Corporation for the month of July
‘ JobNo. 101 Job No.102 Job No. 103

In process, July |

Materials P 40,000 P 30,000 -
Labor 60,000 40,000 . -
Overhead 75,000 50,000

Cost added in July
Materials : 55,000 80,000 92,000
Labor 80,000 95,000 115,000

Actual overhead incurred in July amounted to P 375,000, Job No. 101 and 102
were completed and transferred to finished goods warehouse in July. Overhead is
applied using a predetermined overhead rate. Job 101 was sold for P 550,000,
Requirements: Compute for the following —

1. Work in process, July 1 :

2. Overhead assigned to production i July assuming same factory OH rate

3. Cost of goods manufactured

4. Cost of goods sold (actual)

5. Finished goods inventory, July 31
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Problem 9 rmation

Miracle Company provides you with the following info January 31

January 1

Inventories: 5 P 50,000
Materials P '0 95,000
Work in process 80,00 0 78,000
Finished goods 60,00

January transactions:
Purchases of materials, P 46,000 P 63,000

Factory overhead (75% of direct labor cost)
Sellmg and adm. Expenses (12.5% of sales,
Factory overhead control, P 62,800
Net income for January, P 25,200
Indirect materials used, P 1,000
Requirements: '
1. Materials inventory, January |

2. Cost of goods manufactured
3. Cost of goods sold (normal) for the month of January of the current year

P 25,000

Problem 10
The following were taken from the books of Nona Company .
January 1 =~ March 31

Raw materials | P 268,000 P 167,000
Work in process 0 0
Finished goods : 43,000 ?
(100 units) (300 units)
Direct materials used . ' P1,847,700
Direct labor 2,125,800
Factory overhead ' 1,026,500
Sales (12,300 units at P535. 000)

The company uses the F lFQmethod of costing inventories.

Requirements: :
1. The number of units manufactured

2. The cost of goods manufactured per unit
3. The cost of goods sold
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problem 11

The following T-accounts have inc y
therein are correct: omplete postings; however, the amounts shown

)

— Direct materials Work in process
Beg. bal. ;g,ggg 2,000 Beg bal. 1,000 | 25,.000
’ 15,000
. Finished goods Cost of
Sog bal | 2500 I ost of goods sold
Factory pverhead control Accounts payable
4,200 2,000 | Beg. bal. 25,000

Factory overhead applied

Additional information:
a. The debit of P15,000 to work in process represents direct materials issued
for the month. |
b. Factory overhead is applied at a rate of P0.50 per direct labor hour. “
c. Work ticket for the month totaled 10,000 direct labor hours. Factory

workers receive P1.00 per hour.
Required: Compute for the following
Direct materials inventory, end
Direct labor charged to production
Defective materials returned to suppliers
Work in process inventory, end
Finished goods inventory, end
Cost of goods sold

bW
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MULTIPLE CHOICE - PROBLEMS ——
[lows:

Dexter Company’s 2019 manufacturing costs were &2 i P 100,000
Direct materials and direct labor 70,000
Depreciation of manufacturing equipment : 40,000
Depreciation of factory building 15,000

Janitor’s wages for cleaning factory premises | . external ‘reporting
1. How much of these costs should be inventoried fO

purposcs”

a P 225,000
b P 210.000
c P 385,000
d P 200,000

ies factory overhead to

Peter Paul Compa b order cost system and appl
p ll\r uses a JO ordger ¢ yﬁ' head rates fOI‘ ,)019 a1e

production orders on the basis of direct labor cost. The over
200% for Dept. A and 50% for Dept. B. Job 123, started and completed during

2019, was charged with the following costs: -

" Department
A R =
Direct materials P 25,000 P 5,000
Direct labor o ? 30,000
Factory overhead 40,000 ?
2. The total manufacturing costs associated with Job 123 should be
a. . P 135,000 ‘
b. P 180,000
c. P 195,000
d P 240,000

Jorelle Corporation has a job order cost system. The fél]oxving' debits (credits)
appeared in the work-in-process account for the month of March of the current

year

March Description Amount
1_ - Balance : _ m 0
31 ~ Direct materials 12 ’00 0
31 Direct lahor 8’0 00
31 " Factory overhead 6’ 40
31 To finished goods Q 4 0 0%)
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li : .
Jorel] app ies overhead to production at a predetermined rate of 80% based on

direct jabor cost. Job No. 30, the : fi
been charged with direct labor of lg;‘,l())/()J(()).b still in process at the end of March 2has

3. The amount of direct materials charged to Job was

a. P 12,000
b. P 4,400
c. P 2,600
d. P 1,500

Blue Beach Industries has two production departments. ABC and XYZ, and uses a
job order cpst system. To determine manufacturing costs, the company applies
manufacturing overhead to production orders based on direct labor cost using the
departmental rates predetermined at the beginning of the year based on the annual
budget. The 2019 budget for the two departments was as follows:

ABC _XYZ
. Direct materials P 630,000 P 90,000
- Direct labor 180,000 720,000
Factory overhead 540,000 360,000
Actual materials and labor costs of Job No. 676 during 2019 were as follows:
Direct materials P 22,500
Direct labor - ABC 7,200
Direct labor - XYZ 10,800
4. What was the total manufacturing cost associated with Job No. 678 for 20197
a. P 45,000
b. P 49,500
c. - P58,500
d. . P67,500

The Work-In-Process acc;ount of the Malinta Company follows:
Work-In Process

April 1 bal. p25.000 | Finished Goods P 125,450
Direct materials 50,000
Direct labor 40,000

Factory overhead-applied 30,000
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. . pased on direct labor
- Overhead is applied to production at a Pfedetermmed La:: of Job No. 456, which
cost. The work in process at April 30 represents the cd Job No. 789, which hag
has been charged with direct labor cost of P3,000, an
been charged with apphed overhead of P2:400 d Job No. 789 amounteq
S. The cost of direct materials charged to Job No. 456 an

10:
a. P 8,700
b. P 7.600
c. P4.,500
d. P 4200 |
6. The prime cost during the month amounted to:
a. P 70,000
b. .. P 90,000
c. P120,000
d. P145,000

The Diamond Company uses a job order cost accounting System. O.verhead IS
applied to production at a predetermined rate of 80% based on direct labor
cost.The following postings appear in the ledger accounts of the company for the
month of September.

| : . Debit

Work in process, Sept. 1 \ P 30,000
Direct materials 60,000
Direct labor ‘ 50,000
Factory overhead . 40,000
Cost of goods completed (155,000)

Job No. 327 was the only job not completed in September, and it has been charged
P4,600 for factory overhead. '

7. Direct materials charged to Job No. 327 was:
a. P10,350
b. P 14,650
c. P 20,000
d.

P 25,000
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g, Direct labor charged to Job, 327 wag:

a. P5,750
b, P6,784
c. P8280
d. P 8,480

Hamiltqn ‘COmpany uses job-order costing.  Factory overhead is applied to
production at a budgeted cost of 150% of direct labor costs. Any overapplied or
underapplied factory overhead is closed to the cost of goods sold account at the

end of each month. Job 101 was the only job in process at January 31 with
accumulated costs as follows:

Direct materials P 4,000
Direclabor 2,000
Factory overhead applied _ 3,000
Total P__9.000

Jobs 102, 103, and 104 were started during February. Direct materials requisitions
for- February totaled P26,000. Direct labor costs of P20,000 were incurred for
February. Actual factory overhead was P32,000 for February. The only job still in

process at February 28, was Job 104, with costs of P2,800 for direct materials and
P1,800 for direct labor.

9. The cost of goods manufactured for February was:

a. P77,700
b. P 78,000
c. P79,700
d.

P 85,000

The following information relates to Job No. 2468, which is being manufactured
by Daisy Co. to meet customer’s order - |

Department A Department B

Direct materials used P 5,000 P 3,000
Direct labor hours used 400 200
Direct labor rate per hour P 4.00 P 5.00
Overhead rate per DL hour P 400 P 4.00
Administrative and selling expenses 20% of full production cost

Profit mapkup - 25% of selling pI'iCC




Cost Accounting

156
10. The amount billed to the customer for Job 2468 15:
a. P 16,250
b. P 20,800
¢. P17.333
d  P10,800

, ound X in 2019 at the
Abner Corporation has manufactured 100,000 u?"ts Ofr;omrgpresents direct labor,
following costs. Labor of P242,500 of thC]'l 93 oaterial s. Opening work in
Materials of P 182,500 of which 90% represents direct n,1 . P67.500. Overhead is
process is P88,125. Closing work in process inventory :

applied at 125% of direct labor cost.

11. The cost of goods manufactured is

a. P671.150
b. P692,306
c. P651,036
d. P 629,900

Jolly Co. employs the job order cost system. Relevant data for the month just’
ended are summarized below.

a. Work in process beginning _ P 100,000
b. Direct materials used for the month 200,000
C. Direct labor costs for the month 160,000
d. Overhead applied based on direct labor 120,000
€. Cost of goods completed ' 501,800
f. Ending work in process referred to Job 106 which was charged with direct

labor of P12,000 and Job 107 charged with overhead of P9,600.

12. The.cost of direct materials charged to Jobs 106 and 107 wés

a. P 34,800
b. P 16,800
c. P30,000
d. P 36,000
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MV Crafts manufactures to customer o

 the month just ended, it registered the forder using the job order cost system.  For

llowing data:
Beginning work in process (5 ‘ :
Orders completed (18) © partally completed jobs) B 00
Orders shipped (14) égggggg
Materials requisitioned for the month 1’700,000
Direct labor cost ' ’800’000

Factory pverhead rate 150% of direct labor cost
13. The ending work in process inventory was :

a. - P 1,400,000

b. P 500,000

c. P 1,600,000

d. P 700,000

Adams Company uses a job order costing system and the following information is
available from the records. The company has 3 jobs in process: 501, 502 and 503.

Raw materials used P 120,000
Direct labor per hour P 8.50
Overhead applied based on direct labor cost 120%

Direct material was requisitioned as follows for each job, respectively:
30%, 25%, and 25%, the balance of the requisitions were considered
indirect.  Direct labor hours per job are 2,500, 3,100, and 4,200,
respectively. Indirect labor is P33,000. Other actual overhead costs totaled

P 36,000. | .
14. What is the total amount of actual factory overhead?
a. P 36,000
b. P 69,000
c. P93,000
d. P 99,960

15, If Job 503 is completed and transferred, how much is the total cost transferred

to Finished Goods Inventory?
a. P 96,700
b. P 99,020
c. P 108,540
©d. P 139,540
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ork i | ledger) is P22,800,
Work in process of Alonzo Corporation on July 1 (pef general 6¢6
Per cost sheets: Job 101 Job 102
Direct materials P 6,000 P8,000
Direct labor 3,000 2,500

Amount charged to Work in process for July of the current year Job 104
jblol  Jebloz SR Sy
Direct materials 3,000 2,000% 2,600 2’,000
Direct labor 1,000 1500 bs 10
Factory overhead is applied to production based on direct labor cost. Jobs 101 and
103 are completed during the month’

16.. Cost of goods put into process must be:

a. P42.100
b. P 26,860
c. P 45400
d. P 49,660
17. . The cost of goods manufactured for the month of July is
a. P21.600
b. P 15,400
~¢. P25560
d. P 31,800

Marco Corporation has a job order cost system. The following debits (credits)

appeared in the general ledger account work-in-process for the month of
September, :

September | Balance | P 12,000
September 30, direct materials = 40,000
September 30, direct labor ; 30,000
September 30, factory overhead 27,000
September 30, to finished goods (100,000)

Marco applies overhead to prod_uction at a predetermined rate of 90% based on the

direct labor cost. Job no. 232, the only job still in process at the end of September
of the current year has been charged with factory overhead of P2.250.

18.. What was the amount of direct materials charged to Job 232 as at end of

September?

a. P2.250

b. P2,500

c.. P4,250

d P9,000
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[ncomplete accounts of the Janice Company appear as follows on January 31.

_ Materials Inventory | Work in Process .
Bal. 1556%%0 Bal, 0 | CofGM 40,000
purch. 35, Materials 20,000
Labor ?
OH ?
" Finished (koods

Bal. 10,000 | CofGS 20,000
CofGM 40,000

. Additional information

a. There were 5,500 direct labor hours at the rate of P8.00 per direct labor
hour

b. Overhead is applied at the rate of P4.00 per direct labor hour-

19. The January 31 of materials inventory should be

a.  P20,000
b. P25,000
c. P30,000
" d.  P50,000
20. The total overhead that have been charged to work in process during January
a. P17,000 |
b. P22,000
- ¢.  P33000
d. P 40000
21. The January 31 balance of the Work in Process account .
a. P46,000 '

b. P 75,000
c. P 76,000
d. P 82,000
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SBU Manufacturing
ds of the
The fQ”o“’i“g information is taken from the recort

Company for the first quarter of 2019

March 31,2013
Jan. 1,2018 P 34,100
Raw materials inventory | P3 2’288 33,050
aWork in process inventory 3 8’500 48,800
Finished goods inventory - 44,6 254,000
Direct labor : 236,900
Factory overhead cost 678,300

Cost of goods sold

22. The cost of goods manufactured during the first quarter was
a. P676 100
b, P 242 1Y
c. P 682,500
d. P 713,350

23. The total cost of goods placed in process was
a. P 680,500
b. P 645,450
¢. P715,550
d. P 719,050

24. The ¢ost of raw materials used was
a. P 263,150
b. P 186,150
c. P 224,650
d. P 286,150

Job 213 required direct materials costing P20,000 and direct labor costing P5,000
(300 hrs. ) ‘Additionally factory overhead of P0.80 per direct labor hour cost is
charged to the job. It was discovered that the labor cost shown was 125% of the
correct amount due to erroneous overtime premiums.
25 .The correct cost of Job 213 |

a. P24.240

b.. P 27,200

c. P 28,000

d. P 28,000
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JUST-IN-TIME AND BACKFLUSH AC )
LEARNING OBJECTIVES COUNTING

Upon completion of this chapter, you should be able to
o Understand the JIT philosophy

o Know and understand the five ke
JIT system

K Differentiate the JIT system from the traditional costing system

y elements involved in the operation of 2

Just-in-t'ime means that raw materials are received just in time to go into
" production, manu‘fas:tured parts are completed just in time to be assembled into
products, and prgducts are completed just in time to be shipped to customers. The
JIT manufacturing philosophy originated in Japan (primarily by Toyota and
Kawasa!(i) and is being increasingly utilized by American manufacturing
companies

. JIT requires raw materials to be delivered at exactly the points they are needed,
and just when they are needed to initiate production. Partially processed goods are
expected to move through the factory in such a way that goods come out of one
operation just in time to be processed in the next operation. JIT calls also for the

“transfer of finished goods directly to the vehicles used to deliver them to
customers, rather than to storage. Such arrangement completely eliminates the
need for the warehouse space that has been considered an expensive part of any
manufacturing operation. It also reduces the cost of handling, from the point of
delivery of raw materials to the point where the finished product is shipped to the
customer. Goods would be handled less often and the smaller quantities involved
might eliminate the need for expensive bulk-moving equipment (such as forklifts).

JIT manufacturing is characterized by decisions made by companies to
intentionally maintain relatively small inventory levels. Companies manufacturing
inventory under the JIT philosophy attempt to minimize the time which elapses
between the beginning of production to the completion of production and ultimate
sale of inventory to the organization’s customers. Thus, inventory production is
normally “on demand”. This type of product.ion 1S conmste.nt with the production
process that is used by companies which wait for thg receipt of customer orders
before beginning production such as: custom furniture manufacturers, custom
shipbuilders and custom homebuilders.
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i~ L ¢ production COSts are
The distinguishing characteristic of JIT costing ls tha pliocess. The rationale

N tion - .
accumulated with tnventory at later stages of the prﬁdt(licf any) quan tities of diregt

for th.is difference is that JIT assumes that sma be maintained.
materials, work-in-process, and finished goods invento

: iny

Since JIT assumes that the work-in-process and ﬁmShjgrh%ngasre no:;:g
maintained by the organization will be minimal, labor and 0 4 of the period, the
accumulated directly in cost of goods sold account. At the en tetod items, ar
labor and overhead costs associated with any unsold or Pl k-i e
“backed out” and included in either finished goods or W(l):ﬂﬂr;;pm?ss’
respectively. For this reason, JIT costing is often referred 0 aS backtlush costing,
There are five key elements involved in the operation of a TTL systerm

ries will

1. A company must learn to rely on a few suppliers who are willing to make
frequent (even daily) deliveries in small lots. -

2. A company must improve its product flow lines by creating an individual
flow line for each separate product.

3. A company must reduce the setup time between production runs. One way
to do this is through employee training. Another way is through
automation by creating a flexible manufacturing system (FMS). An FMS
is just one part of the overall concept of computer-integrated
manufacturing, in which a company’s business functions are integrated
with its manufacturing functions.

4, A company must develop a system of total quality control (TQC) over its
parts and materials. In the absence of TQC, it would

successfully implement a JIT system. TQC starts wit
must inspect goods before they are shipped to ensure t
free of defects. The company’s own emplo
their own work before sending partially ¢
workstation.

be impossible to
h suppliers, who
hat the goods are
Yyees are responsible to inspect
ompleted units on to the next




Chapter 6 Just in Time ang Backflush Accounting 163

5. A company must develop a flexile work force.

gz;ﬂg;leﬁsntk{sl different frox.n' thét of a conventional factory, workers
machines in Ry In addition to being able to operate al of the
a manufacturing cell, workers must also be able to perform

routine maintenance on these machines

Since the plant layout in

An individual firm in the present environment can, by careful scheduling of
production based on market projections (or, even better, based on actual orders),
reduce the‘ level .Of ﬁn{shed goods inventory. By using such production schedules
and vyork{ng with a limited number of suppliers of raw materials, the level of raw
mateqals mventog can also be minimized. Processing time and the amount of
worl-f-}n-p_r 0Cess Inventory can also be minimized by rearranging production

facilities into manufacturing cells (minifactories) which include all the machines
* required to produce a particular part. Such an arrangement reduces the amount of
movement partially-processed units required in the production process.

Just-in-time (JIT) costing differs from traditional costing with regards to the

accounts used and the timing of cost recording. There are basically three major
differences. :

1. Instead of using separate accounts for Material and Work in Proces as in
- traditional costing JIT costing combines these into a Raw and in Process
account.

2. Direct labor is usually considered a minor cost itme in a JIT setting so no
separate account for ‘direct labor is created. Direct labor and factory
overhead are usually charged to a Conversion Cost account or sometimes
direct to Cost of Goods Sold account.

3. In traditional costing overhead is applied to products as they are being
produced and is recorded into the Work in Process account. In JIT
costing, overhead is not applied to production until they are completed.
When products are completed under JIT costing, labor and overhead is
added to Cost of Goods Sold, since the goods are sold soon after

production is completed
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me that TRAMS Co,

g B tem. The following

To compare JIT costing with traditional costmduction syste

manufactures cellular telephones and uses a J IT pro
transactions occurred during January.

A. Trams purchased P170,000 of raw materials. _
B. All materials purchased’ were requistioned for production
C Trams incurred direct labor costs of P 80,000

D Actual factory overhead costs amounted to P 122,000
. E Trams applied conversion costs total P 202,000 ( including direct labor

. costof P80,000)
F. All telephones were completed and sold.

The transactions would be recorded in a traditional costing systeftt a3 follows:

A. Materials . ' - 170,000
Accounts Payable ' 170,000
B. Work in Process 170,000
Materials - 170,000
C. Work in Process 80,000
Accrued Payroll 80,000
D. Factory Overhead 122,000 :
Miscellaneous Accounts 122,000
E. Work in Process 122,000
Factory Overhead 122,000
F. Finished Goods | ‘ 372,000
Work in Process 372,000
Cost of Goods Sold 372,000

Finished Goods - 372,000
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The general ledger (T-accounts) will appear as follows:

Materials

" Work in Process

2) 170,000 | b) 170,000 ~ b) 170,000 ) 2,000
c) 80,000
e) 122,000

tpe Finished Goods Factory Overhead,

f) 372,000 | ) 372,000 d) 122,000 | e) 122,000

Accrued Payroll Cost of Goods Sold.
‘:) 80,000 f) 372,000

- Under JIT costing, no entries are made for transaction b, ¢, and e. Entry b is not
necessary because the placement of materials into production is implied in
transaction (a) when the materials are first received. No separate entry is made for
(c) because direct labor is combined with factory overhead and maybe deblted first
to conversnon cost or maybe debited direct to cost of goods sold.

The JIT costing system would record the January transactions in the following
manner.

A. Raw and In Process 170,000

Accounts Payable 170,000
C. Conversion Cost _ 80,000

Accrued Payroll 80,000
D. Conversion Cost 122,000 |

Miscellaneous Accounts - : 122,000
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2,000
F. Cost of Goods Sold 372 170,000
Raw and In Process 202,000
Conversion Cpst

The general ledger (T-accounts) will appear as follows:

Conversion Cost

Raw and in Process . 202,000
a) 170,000 ]f) 170,000 d) ’
 Wages Payable
Cost of Goods Sold _ W $0.000
) 372,000 1) ’

SUMMARY OF COST FLOWS IN JIT COSTING

Direct materials : Direct labor and
costs : overhead costs
Work in process | Finished goods ' ' Cost of goods
__inventory "|___inventory ’ sold

Labor anI overhead =~ +———
costs relating to
unsold units

Labor and overhead
costs relating to
uncompleted units
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USTRATIVE PROBLEM

Assume that Wilkins Company uses JIT costing for the production of goods during

the month of January. The following transactions su i i i
wilkins’ production during the month of afiisy’ mmarize the major steps in

1. Raw materials received from suppliers amounted to P4,000.

2. Direct lapor costs of P’10,400 and overhead costs of P7,800 were incurred
and applied, respectively, during the month of January.

3. The cost of work-in-process at January 31 was P3,600. This cost was
determined through the production report and is composed of the

following elements:

Direct materials P 1,500

Direct labor 1,200

Overhead 900
In addition, assume that finished goods inventory at January 31 was P6,500,
consisting of:

Direct materials P 1,500

Direct labor 2,850

Qverhead 2,130

The journal entries under JIT costing are shown below. .

l. Rawand in Process - 4,000
Accounts Payable | 4,000
To record product costs

2. Cost of goods sold 18,200
’ Wages payable 10,400
Factory Overhead Control 7 800
To record product costs

3. Finished goods ' . 2,500
Raw and in Process 2,500
To record transfer of cost of units completed
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Materials received ‘:’ggg
Less: Mat. In RIP ﬂ
Amount to be backflushed
1,000
4. Cost of goods sold 1,000
Finished goods _
To record teansfer of units sold
Materials cost of units comp 2,500
Less: Mat. in FG end 1,500
Amount to be backflushed 1,000
5. Raw and in Process 2, égg
Finished goods. 5, 7 | 100
Cost of goods sold ’
To adjust cost of goods sold '
For Raw and In Process:
Labor cost - raw and in process 1,200
Overhead - raw and in process 900
Total to be adjusted 2,100
For Finished goods
Labor cost - finished goods 2,850
Overhead - finished goods - 2,150

Total to be adjusted 5,000

Backflushing
Backflushing is also known as backflush costing or backflush accounting. It is a

shortened version of the traditional method of accounting for cost. Under job order
costing and process costing numerous subsidiary records of the c;)st f th"0 OL )

process are maintained and these records are updated by many ac of the worx in
Under JIT system, where the time from the receipt of t}l,ne counting entries.
completion of product is reduced to a few hours, the useful materials ,to the
cost of the WIP becomes impractical | ness of tracking the
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The purpose of backflush COSting is to simplify and to reduce the number of events
that aré mgasured and recor ded in the accounting system. If we compare it to job
order costing and process costing, it will be noted that there is no detailed tracking
of the cost Qf work in process. Under backflush costing the inventories are not
adjusted during the accounting period to reflect the different production costs

instead adj}lstrflents are rpac}e at the end of the period. Detained subsidiary records
are not maintained of units in process,

Backflush costing eliminates some of the accounting steps under traditional costing
and some of the general ledger accounts are combined into one. Example will be
the materials account and work in process account which are combined into one
account — Raw and .In Process. Raw materials received are put immediately into
production so materials and work in process are combined in a single account.

Under job order costing and process costing, the cost of the completed units is
determined by assigning the three elements of cost — direct materials, direct labor
and factory overhead —to the work in process at various stages during production.

Under backflush costing some or all elements of the cost of output are determined
only after the production is completed.
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TRUE OR FALSE | T

For each of the following statements, enter a

T or and F [ the blank to indicate

whether the statement is true or false.

o on beds

1.

. A company will typically have fewer supp

i ready j
One purpose of a JIT inventory system is 1O have goods Y Just

when the customer needs them.

: . i 3 'orkS
Under JIT, materials are pushed from one W

i ; : i ts.
to ensure timely completion of finished produc |
e liers under JIT than a

tation to another

conventional system. .
For JIT to operate successfully, all similar pieces of equipment (such
as lathers or drill presses) must be grouped together.

One ‘way to reduce inventories is to reduce the setup time needed
between production runs.

The most effective way to achieve total quality control is to have an
Inspection Department that inspects all incoming raw materials, and
inspects goods as they move along the product flow line.

In a JIT environment, workers are expected to be cross-trained and
work as a team.

Under JIT, process time and queue time would both be considered
value-added activities.

The time involved in changing equipment and getting jigs and forms
in place to accommodate the production of a different item is known
as the setup time.

10. The workforce under JIT has less responsibility for quality control

than in a conventional production system.
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Problems .
problem 1

stillwater Manufacturing has a cycle ti :
me of less than a d d1i
s (RIP) ace ay, uses a Raw and In
‘I;rtoxz eEnd c)>f ea(z;lll)ntma:ile}'{pen%es all Canersion costs to Cost of Goods Sold.
i neiis are  estimat :l, all mv.entorles are counted; their conversion cost
. compo ed and inventory account balances are adjusted

accordingly. Raw material is backflushed from o
. . . . r
following information is for the month of Augu:t RIF fo Finisied Ggode.. ne

RIP beginning, including P 25,560 of conversio

inning, . ; n cost P 42,600
FG beginning, including P 27,000 of conversion cost 43,000
Raw materials purchased on credit 356,000
RIP end, including P 13,500 of conversion cost estimate 22,500
FG end, including P 9,600 of conversion cost estimate 16,000

Direct labor — P 350,000; factory overhead - P 196,150,000

Required: * Prepare all journal entries that involve the RIP account and/or finished
goods account.

Problem 2

The Magnolia Corporation has a cycle time of 1.5 days, uses a raw and in process
account, and charges all conversion costs to Cost of Goods Sold. At the end of
each month, all inventories are counted, their conversion cost components are
estimated, and inventory account balances are adjusted. Raw materials cost is
backflushed from raw and in process account to finished goods. The following

information is for July. ‘
Beginning balance of RIP account, including

P14,040 of conversion cost P 23,400
Beginning balance of finished goods account,

including P14,400 of conversion cost 24,000
Raw materials received on credit 444,000
Ending RIP inventory per physical count, including

P15,360 conversion cost estimate \ 25,600
Ending FG inventory per physical count, including |

P11,400 conversion cost estimate ' 19,000

Conversion cost (direct labor — P210,000; factory overhead — P1 89,000)

Required: Journal entries to record the given transactions
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of 3.0 days, uses a Raw and

. The Smart Manufacturing Company has a 'C)’cle o Cost of Goods Sold. At the
In Process account and charges all conversion costs 'togonvers ion cost components
end of each month, all inventories are counted, their Raw material cost is

Problem 3

are estimated and inventory account balances are adjus?edv : ion is for th

backflushed from RIP to ]P}'}inished Goods. The followIng informatio ¢

month of June, £ P 146,000
Materials purchased on credit : _ 15,000
RIP beginning, including P4,400 of conversion costs 36.000
FG beginning, including P10,800 of conversion cOsts 2 4’ 000
RIP end, including P 7,800 of conversion costs 18’000
FG end, including P 6,500 of conversion costs ’
Conversion cost — P 80,000 direct labor and P100,000 overhead

Requirements .
1. Compute for the amount of materials backflushed from RIP to Finished Goods
2. Compute for amount of materials backflushed from Finished Goods to CofGS.
3. Journal entries to record the above transactions

Problem 4
The Chiz Manufacturing Company has a cycle time of 2.0 days, uses a Raw and In

Process account (RIP) and charges all conversion cost to Cost of Goods Sold. At
the end of each month, all inventories are counted, their conversion cost
components are estimated and inventory account balances are adjusted. Raw
materials cost is backflushed from RIP to Finished Goods. The following is for the

month of May. | V
RIP beginning, including P12,000 of conversion cost P 40.000
FG beginning, including P 8,800 of conversion cost 35.000
Raw materials purchased on credit - 230’000
RIP end, including P 15,700 of conversion cost 58,500
FG end, including P 13,100 of conversion cost . | ] 9’ 200
Conversion cost — P 180,000 of direct labor and P 225,000 of overhead ’

Requirements: ‘ |

1. Amount of materials backflushed from RIP to Finished Goods

2. Amount of materials backflushed from Finished Goods to
3. Journal entries to record the given transactions > 10 Cost of Goods Sold.
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ACCOUNTING FOR MATERIALS
LEARNING OBJECTIVES

Upon completion of this chapter, you should be able to:

. Dlstu:ngmsh betwee‘n and account for direct and indirect materials as they are
used in the production process.

anf‘erent;ate among the. forms used in the purchase and issuance of materials
such as purcl§a§§ réquisition, a purchase order, a receiving report, and a
materials requisition. |
Distinguish between the periodic and perpetual cost accumulation systems
E;sed to account for materials issued to production and for ending materials
inventory. , .

o Diistinguish among the five common control procedures used to assist
management is keeping inventory costs to a minimum. '

SYSTEMS OF ACCOUNTING FOR MATERIALS ISSUED TO
PRODUCTION AND ENDING MATERIALS INVENTORY

Either the periodic inventory system or the perpetual inventory system may be
used to account for materials issued to production and ending materials inventory.

ACCOUNTING BY THE PERIODIC INVENTORY SYSTEM

Under a periodic inventory system, the purchase of direct and indirect materials is
recorded in an account entitled “Purchases”. If a beginning materials inventory exists,
it is recorded in a separate account entitled “Materials Inventory — Beginning”.
Purchases added to the materials inventory — beginning will be equal to materials
available for use. Ending materials-inventory is determined by a physical count of the
materials on hand at the end of the period. Cost of materials issued is determined by
deducting from the materials available for use the materials inventory — end. Note
that under this method the cost of materials issued is not directly determined; it is
indirectly computed by deducting the remaining inventory on hand from the total
available for use.

ACCOUNTING BY THE PERPETURAL INVENTQRY SYSTEM
Under a perpetual inventory system, the purchase of direct and indirect materials is
recorded in an account entitled “ Materials Inventory” rather than in a purchase

liQJ..
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' materials inventg
account. The beginning materials inventory is t : gf:l?: Materials Inventog
at the end of the previous period. When materials aré issued, esponding debit to th
account is credited for the cost of direct materials Wlth,f‘l RO d:bited to the facto Y
work in process inventory. Issuance of indirect materials 13 rem, both the cost of
overhead control account. Under the perpetual inventory Zy Sectl | ascertained aﬁo
materials issued and the ending materials inventory can be directy o

each transaction.

he balance

CONTROL PROCEDURES

- It is of utmost importance that a company has & good system f)f matclanalls ln\(lientlory
control. Achievement of good control keeps costs at 2 mlr}lmum eve a}xll [pant
-production on a smooth, uninterrupted schedule. T he following concepts should be
employed in an inventory control system. '

d parts. It is also the result of

.1. Inventory is the result of purchasing raw materials an ‘
aterials to produce finished

applying labor and factory overhead to the raw m
goods. ' '

2. Reduction of inventory is the result of normal use and also finding alternative uses
for scrapping unneeded items. |

3. Optimum inventory investment is based on quantitative techniques; which are
designed to minimize the cost of carrying inventory and the cost of ordering
inventory. \ , | .

4. Efficient purchasing, management, and investment in materials depend on an
accurate forecast of sales and resulting production schedules.

5. Forecasts-help determine when to order materials. Controlling inventory can be
accomplished by scheduling production. : , _

6. Inventory control is more than maintaining inventory records. Control is exercised
by people who are making personal judgments partially on the basis of past
experiences but within the general framework of organizational objectives and
policies to achieve them,

7. .Met!::fls oftin\t/ﬁ::tomr;n \l:f;;itﬁz dependcilng on the cost of the materials and their
ler:s%(r)ltiall if) p?*oduction wil? tendgtop:;ee ?l::ir Ezpensw: materials an.d materials
frequently despite the cost and effort of doing sg b gram SnEontgel sreviewed.more

. & S0 Uy experienced personnel

The total cost of a finished product is composed of the am
direct labor and share in the factory overhead.

adopt a cost control system for each element. Th
cost control system is to keep expenditures within

: ount spent for materials,
t be.comes necessary therefore t0
© major function, in general, of any
the limits provided




Chapter 7 Accounting for Materials 175

econceived .
by 2 };:in Wante anIc)il?)n' 'l?he control should also encourage cost reductions: by
eliminating perational inefficiencies. An effective system of cost control

g c -
is designed to control the people responsible for the expenditures because people
control cOsts, costs do not control themse|yes,

COMM,ONI_:Y USED CONTROL PROCEDURES
1. Order cycling '

2. Min-max method

3. Two-bin method

4.  Automatic order system
5. ABC plan

Order cycling - method where materials on hand are reviewed on a regular or
periodic cycle, like let’s say every 30 days. The cycle length will differ according to
the type Of material being reviewed. Essential or important materials will have a
shorter review cycle than less important items. At the time of the review, an order will
be placed to bring the inventory to a desired level. A technique often used for small

items is the 90-60-30 day method. When the inventory level drops to a 60-day supply,
an order will be placed for a 30-day supply. \

Min-max method - this method is based on the assumption that materials inventory
have minimum and maximum levels. Once the specific minimum and maximum
quantities are determined, the minimum quantity will represent the order point. When
the inventory reaches the minimum level, an order is placed to increase the inventory
to the maximum level Minimum quantities are usually determined to protect the
company against stockout.

Two-bin method — this method is used for materials that are considered inexpensive
and/or nonessential. The advantage of this method is that it is simple and requires
only a minimum of clerical time. Under this materials are divided and placed into
two separate bins. The quantity of materials that will be used between the time an
order is received and the next order is placed will be on the first bin. The second bin
will contain the quantity of materials that will be used between the ordering and
delivery, plus additional units of safety stock. When the first bin is emptied, an order
is placed. The contents of the second bin will be used until the receipt of the
shipment, |

Automatic order system — this method is used by most companies that are
computerized. An order is automatically placed when the level of inventory reaches a
. predetermined order point quantity. Perpetual inventory record cards are maintained
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: the inv
which record purchases and issuance of the specific matcnalsci :-Ni:egllaced. W?trl\lt(tjl:y
balance is equal to the predetermined order point quantity % * eimum investment iz
use of a computer, it is possible to periodically recompute the opt

inventory and thus revise the quantity to be purchascd g

ABC Plan — method used by companies with a large number o-f m‘ﬁﬁ?t&iﬁﬁ Oge
having a different value. The materials control for a high-value (em ABC plan oy
different from the material control for a low-value i_tem'. Thed deteml:ininglstha
systematic way of grouping materials into separate classification anc oF not crit el
degree of control that each group requires. For an example; inexpensive . ca
materials may be accounted for by using the min-max method. For ex;:ie ive and
critical materials a more sophisticated method, such as the qutomatic order system,
may be used.

MATERIAL CONTROL
There are two basic aspects of materials control

1. Physical control or safeguarding materials
2. Control of the investment in materials

Physical Control of Materials '

Every business requires a system of internal control that includes procedures for the
safeguarding of assets. Inventories, just like cash and marketable securities, must be
protected from unauthorized use or theft. Inventories usually represent a significant
portion of a manufacturer’s current assets and because of this, materials

must be controlled from the time the order is placed with the vendor until they are
shipped to customers in the finished form. In general, effective control of materials
involves:

1. Limited access.
2. Segregation of duties.
3. 'Accuracy in recording.

Limited Access. Only authorized personnel should have access to materials storage
area. All issuance of materials for use in production and release of finished goods for
shipment should be properly documented and approved.

Segregation of Duties. The following functions should be
opportunities for misappropriation of inventories -
and recording.

O¢ segregated to minimize
purchasing, receiving, storage, use,

Accuracy in Recording. Inventory records should permit th .

& iys e d Of
inventory quantities on hanq upon request, an.d cost records should ert‘)e‘rj.xéln?lt:orzj o
for the valuation of inventories for the preparation of financia| Statemea © ide the |

i
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"Controlling the Investment in Matepigjs. :

most important objectiv . y
One of the mos poriant objectives of material ¢ ' intaini

; : ont . ¢ proper
balance of materials on hand. rol is maintaining the prop

An inventor e i i i
h ) y of sufficient size and diversity for
efficient operations must be ma : Size, ano +

intained, but the size should not be excessive in
relation to scheduled production needs.

: The planning and control of the materials
inventory investment requires careful stud : -

f materials handl; y of the following factors: usage of funds,
costs of matenals handling, storage, and insurance against fire, theft, or other casualty,

Joss from damage, deterioration, and obsolescence. These factors should be

considered in determining (1) when orders should be placed, and (2) how many units
should be ordered.

Orde{"Pomt._ A SubSidif‘W ledger must be képt for each individual item of raw
material used g the manufaqurmg process, This ledger will indicate the inventory on
hand for each item. The point at which an item should be ordered, called the order

point occurs when the predetermined minimum level of inventory on hand is reached.
Calculation of the order point is based on the following data:

1. Usage - the anticipated rate at which the materials will be used.

" 2. Lead time - the estimated time interval between the placement of an order
and receipt of the material.

3. Safety stock - the estimated minimum level of inventory needed to protect
against running out of stock.

Assume " that the ‘expected daily usage of an item of material is 100 units, the
anticipated lead time is 4 days, and it is estimated that a safery stock of 800 units is
needed. The following calculation shows that the order point is 1,200 units

100 units (daily usage) x 4 days (lead time) 400 units
Safety stock | 800 units
Order-point 1,200 units

Economic Order Quantity.- the purchase order which results in the minimum total
inventory cost. In determining the quantity to be ordered, the cost of placing an order
and the cost of carrying inventory must be considered.

Factors to be considered in determining ordering costs :

1. Salaries and wages of employees engaged in purchasing, receiving, and inspecting
materials.

2. Communication costs associated with ordering, such as telephone, postage, and
forms of stationery.

3. Materials accounting and record keeping.



W

. carrying and ordering costs are calculated for each alternat
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Factors to be considered in determining carrying costs
Materials storage and handling costs.

Interest, insurance, and property taxes. -

Loss due to theft, deterioration, or obsolescence.

, , . - inventories.
Records and supplies associated with the carrying of inven

METHODS OF COMPUTING ECONOMIC ORDER QUANTITX

several purchase Ofdef.quantity
tory costs, showing both
ive. The column with the

1. TABULAR METHOD - Under this method , !
alternatives are listed in separate columns. Total inven

lowest total amount of inventory cost will be the economic order quantity

The economic order quantity can also be determined by constructing a table as shown
below:

_. Total ' Total Total order
Order - No. of Order Cost Average Carrying & carrying
Size orders Inventory Cost Cost
100 100 P 1,000 5 . P 40 P 1,040
300 - 33 330 150 - _ 120 - 450
500 20 200 250 200 400
700 14 140 350 280 420
900 11 110 450 360 ' 470

EOQ = 500 units (order size where total costs = 400)

Order size = number of units per order

No. of orders 10,000/order size

Total order cost No. of orders X P10 per order
Average Inventory Order size / 2 ‘

Total carrying cost average inventory x PQ.80 -

Total order & carrying cost =  Total. order cost + Total carrying cost

Il

i

Total ordering costs and total carrying costs vary inverse|
on hand, the greater the total carrying costs but the lower
inventory is on hand, total carrying costs will be lower b
thus increasing the total ordering costs. It is the respons;

Y. The greater the inventory
the ordering costs. if a small
ut more orders will be placed,
bllzty of management to find
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the proper inventory policy that kee

i i Ps the total invento al carrying costs +
total ordering costs) to a minimum, | ry costs (total carrying

3. FORMULA METHOD - The formula method is easy to use and it produces an
exact figures The formula that can be used is:

/

!

EQQO =
T B

where:

EOQ = economic order quantity
C = cost of placing an order
N = number of units required annually
K = carrying cost per unit of inventory

ILLUSTRATIVE PROBLEM 1

To illustrate the application of the formula, let us assume the following:
~ Number of units of materials required annually 10,000
Cost of placing an order P 10.00

Annual carrying cost per unit of inventory | P 0.80

Using the EOQ formula:

EOQ=  |2(cost of order) ( number of units required annually)
- (carrying cost per unit)

W

=" [ 2{P10}(10.000)
\ P0.80

= TP200.000
\4 P0.80

\r?,S0,000

= 500 units
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Order Point ' , nt must deci
Once the Economic Order Quantity has been determn?ed, mi}?iﬁzrrlleead time aﬁzclge
when o place the order, the order point must be established. 1t is easy. Lead time
inventory usage rate are known, determination of the order poinit 6 of .the materiale
is the period between the placement of the order and‘ the reze.lls roduction over §
ordered. Inventory usage rate is the quantity of matena'ls use II’ fevel reaches tha
period of time.The order point should be where the 'myentor} | -
number of units that would be consumed during the lead time

ILLUSTRATIVE PROBLEM 2 - -
Assume that the expected daily usage of an item of mate'rial 'S lqot;lntlt.:hand the
anticipated lead time is 4 days.. The following calculation shows that the order
point is 400 units.

Order point = 100 units (daily usage) x 4 days ( lead time)
= 400 units

When the inventory level of materials is reduced to 400 units, an order should be
placed for 500 units (the EOQ)

Safety Stock

Since it is almost impossible to estimate lead time and average usage rate with
accuracy, many companies prefer to carry a safety stock ( or additional inventory) as a
cushion against possible stockouts. In such a case, the order point is computed by
adding the safety stock to the estimate usage during the lead time, A safety stock
calculation should arrive at a figure which properly balances the risk of a stockout
against the additional carrying costs incurred by the extra inventory,

ILLUSTRATIVE PROBLEM 3

Assume the use of same data as in the computation of the order point above (without
the safety stock), the revised order point may be computed as follows assuming safety
stock of 800 units:

100 units (daily usage) x 4 days (lead time) 400 units
Safety stock 800 units

Revised order point 1,200 units
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(LLUSTRATIVE PROBLEM 4

A television manufacturer buys wooden cabinet from outside suppliers at P 400 per
set Total annual needs are 5,000 units at a rate of 20 sets per working day. The
following cost data are available ‘

Rent, insurance, taxes per unit per year 10
Carrying cOsts per unit per year P 50
p__50

Desired annual return on inventory investment (10% x 400) P 40
‘Costs per purchase order - clerical costs, supplies, telephones, etc.

Requiremen(s:
What is the economic order quantity?
2. Compute for

a. Annual ordering costs
b. Annual carrying costs

SOLUTION TO ILLUSTRATIYE PROBLEM 4
l; EOQ = I_ 2 (cost of order) ( number of units required annually)
Lo Tl (carrying cost per unit)

= T ZAP50)(5.000)
\{ 50

= (WJEQ@—“'
N P30

= \[TO000

= 100 units

2. a) Annual ordering cost -= LQI%% XH = P2,500
1

00 x 50 = 22500

b) Annual carrying cost = W
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' MATERI]
BUSINESS PAPERS USE 10 SUPPORT 4 AL

TRANSACTIONS T

1. PURCHASE REQUISITION — is a written request, usuall st sen; l:(:: mg?; Th:;:
purchasing department ofa need for materials or Sl-lf?patio.ﬁ s of a particulg
requisition is usually preprinted according to t,h,e speCI.lCn numbered) name of
company. Most forms usually include the requisition S
the ‘department or individual making the request, quan
description of the item, unit price, order data, require
authorized signature. | -

tity of items requested,
d delivery date, anq

FIGURE 7 -1
PURCHASE REQUISTION

NORTHERN CONSOLIDATED COMPANY
PURCHASE REQUISITION

Department or individual making the request Forming Department

ORDER DATE  1/i/19 DELIVERY DATE REQUESTED //13/19

QUANTITY | DESCRIPTION | UNIT PRICE | TOTAL

600 UNITS Material A P 5.50 P 3300

TO"AL COST P 3300
APPROVED BY -

Using the Illustrative problem of <hapter éf, the Forming Department

~ requisitioned 600 units of Materials + TWO copies of the purchase requisition
are customarily made, the original ,0INg to the purchasing department (to place
the order) and the copy remainig With the storeroom clerk who requested the
purchase order (to keep track o®’ ders placed) |
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PURCHASE ORI.)ERP > I8 a written request to
an agreed upon price, The request

a supplier for specified goods at
payment. The purchase order is th

also stipulates terms of delivery and terms of
_ ' _ © supplier’s authorization to deliver goods and
s s, B sy o) ok b e

: N nare senally numbered 1o [ i
issuance. The following items B e ose ot e

: commonly included in a purchase order are
preprinted name and address of company p

placing the order, purchase order
number, name and address of supplier, ord g o

deli and ' er date, date delivery is requested,
elivery payment terms, quantity of items ordered, description, unit and total

_—price, shipping, handling, insurance and related costs, total cost of entire order,

and au'fhonzed signature.If the purchase requisition is properly completed, the
pUTChi.iSlng_'QCp_artment will issue a purchase order ( in this case, for 600 units of
Material A'). Figure 6-2 below shows a purchase order. The original is sent to
the supplier (to place the order) copies usually go to the accounting department
(for future recognition in the purchases journal and the general and subsidiary
ledgers), to accounts payable , (for eventual payment within the discount period),
to the receiving department (to alert them to expect a delivery), and a copy is

kept by the purchasing department (to maintain a file of all purchase orders .
issued)

FIGURE 7-2

P

‘PURCHASE ORDER

NORTHERN CONSOLIDATED COMPANY
NOVALICHES, QUEZON CITY

SUPPLIER Ellery Company ORDER DATE  1/02/19
Cubao. 0. C. DATE REQUESTED BY 1/03/19

o

DELIVERY TERMS FOB Destination PAYMENT TERMS - N/30

QUANTITY DESCRIPTION UNIT PRICE TOTAL

600 Material A P 3550 P 3,300

TOTAL COST P 3.300
APPROVED BY ’
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. , re deliver
3.RECEIVING REPORT - When the goods'that Wef i.ﬁ:ﬁ::iiga to note tl?S{ :l}:
receiving department will unpack and count them. [U1S N or sent 10 the receiviy
quantity ordered is not shown on the copy of the purchase ds delivered 8
department. This deliberate omission ensures that the go?he " are not damaged ang
are actually counted. The goods are checked to be sure that TT]is form includes g
that they meet the specifications of the purchase orc‘ier. o S eived quamite
Syoplicr's, faime, purchpse onler ‘imber, 93 delwer)} \ e order (or n,lention yf
received, description of goods, discrepancies from the purenas 0

damaged goods, and authorized signature

FIGURE 7 -3
RECEIVING REPORT

NORTHERN CONSOLIDATED COMPANY
NOVALICHES, QUEZON CITY

SUPPLIER Ellery Company

PURCHASE ORDERNO. _0/5

. DATE RECEIVED _ //03/19

_ QUANTITY DESCRIPTION DISCREPANCIES

600 Marerial A none -

AUTHORIZED SIGNATURE

]

The original copy of the receiving report is kept by the receivin
are sent to the purchasing department (to indicate the order w
accounts payable department (to be matched against the purchase ord d the
supplier’s bill). If all three agree, payment is authorizeq. Copies ar (]>F er ant L
accounting department (to journalize and post the purchase and&th ° also ses?t b(')l' )
and to the storeroom clerk who originated the purchase requisition ¢ related |I?l [ ]}?;t
the goods have arrived). A copy also accompanies the materials tg t(]:z sgtl::; ;;o(::ge t

g department. Copies
as received) and to the
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4. MATERIALS REQUISITION ) 1p

; , ' = a written order to the storekeeper t0
. er " Ay

dehver.;::t ri‘;ﬂ? supplies to the place designated or to issue the materials to
the Pelh wfthe . ‘Sg a properly executed requisition. Each material requisition
form shov : Jo number‘ or department requesting the goods, their quantity
and description, and the unit cost and t

i entered h e otal cost of the goods issued. The cost
that 1s entered on the materials requisition is the amount charged to production
for materials consumed.

FIGURE 7 — 4
MATERIALS REQUISITION FORM

s

MATERIAL REQUISTION FORM
DATE REQUISITIONED _ 1/05/19 DATE ISSUED 1/06/19
DEPARTMENT REQUISTIONING FORMING ~ APPROVEDBY ___ _

REQUISITION NO. _05 ISSUED BY

QUANTITY |DESCRIPTION JOBNO UNIT COST TOTAL

200 Material A 101 P 5.00 P 1,000
© 400 Material A 102 5.00 | 2,000
200 Material A 102 5.50 1,100

TOTAL P__ 41

METHODS OF COSTING MATERIALS .

The main objective of cost accounting is to produce accurate and meaningful figures
for the goods manufactured and sold which are to be used pyf management for control,
analysis and for the determination of the of the operating income .The more common
methods of costing materials issued and finished goods sold are:

1. First-in, first-out (fifo)
2, Average cost
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sarily to the actual flow of

uired at the same cost 3))

end. will not be a problem becayse
the ’Units on hand and the unit cogt,

costs and not neces

These methods are related to the flow of
s were acq

matérials or finished goods. If only the material
year round, then valuation of materials invel‘lthVY=
the value can be computed by simply multiplyng the i+s were produced at th

The same can be said for the finished goods becaus® l]f thee‘r‘i’;‘:is ot bg computed b;
. same cost all year round, the value at the end of the j’uce each unit. The differen;

multiplying the finished goods on hand by the cost to pro e
’ - : costs during the yea
methods are used because the materials are acquired at different € g the year,

, - o average and for periodic
Average cost for perpetual inventory system refers to moving & g P
inventory system - weighted average.

FIRST-IN, FIRST-OUT (FIFO) METHOD OF COSTING

The first-in, first-out (FIFO) method is based on the assumption that cost s!lould be
charged to manufacturing cost or cost of goods sold in the order 1n ‘:fvhlch incurred.
Inventories are stated in terms of the most recent costs and expense is charged with
the earliest costs incurred.

ILLUSTRATIVE PROBLEM 5§

August ] Inventory 400 units at P10 P 4,000
! 12 Purchase 600 units at P12 7.200
16 Issue 500 units '
18 Purchase 300 units at P15 4,500
20 Issue 200 units s \
25 . Purchase 400 units at P14 5,600

28 Issue 400 units

The inventory on August 31 shows 600 units on hand. Under pertodic inventory
system, the most recent costs would be assigned to the units asg follows: '

From Aug. 25 purchase 400 units at 14 P 5.600
. From-Aug. 18 purchase 200 units at 15 ‘ 3’000
Total 000 @
If the ending inventory is valued at P8,600,

cost of materiale : 1
computed as follows: aterials issued is P12,700

Materials, Aug. 1

Purchases (7,200 + 4,500 + 5,600) P 4,000
Total available for use : JL@Q
Less: Materials, Aug, 31 21,300

8.600

Direct materials used — 6,600

E12.700
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Wwhen perpetual inventory system is

ey o used, a stock card | s
assigned to units issued and to cost relating to the units on Lsa;;ed o e

’EﬁATE RECEIVED ISSUED BALANCE
81 . 400 at P10.00  P4,000
12 | 600 at P12.00 400 at 10.00 4,000
r 600 at 12.00 7,200

16 | 400 at 10.00 |

s 100 at 12.00 500 at 12.00 6,000
18 300 at P15.00 500 at 12.00 6,000
_ 300 at 15.00 4,500
20 200 at 12.00 300 at 12.00 3,600
300 at 15.00 4,500
5 400 at P14.00 300 at 12.00 3,600
300 at 15.00 4,500
. 400 at 14.00 5,600
28 | 300 at 12.00 200 at 15.00 3,600
100 at 15.00 400 at 14.00 5,600

As shown on the issued section of the stock card-asbeve, the cost of materials issued is:

400 at P 10.00 P 4,000
[00at 12.00 1,200
200at  12.00 : 2,400
300at  12.00 3,600
100at 15.00 1,500
1100 P_12.700

‘The value of the units on hand, August 31 using perpetual inventory system is the

same' as that computed under period inventory system. The amount is computed as
follows:

200atP 15.00 P 3,000
400 at 14.00 5,600

600 . P__ 8,600
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AVERAGE METHOD : system. This method ;

a. Weighted average method - used for periodic mventolry }::d at an average cosi
based on the assumption that units issued should be ¢ 18:;%; of units acquired g
such average being influenced or weighted by the num itiplying the weighteg
each price. The inventory at the end is computed by mtu atipve ScBlEion pa
average cost per unit by the units on hand. Using the IHU'S 'r ge
186, the weighted average unit cost is computed as follows:

400 units at P 10.00 P 4’000_

600 units at  12.00 | 7,200

300 units at  15.00 4,500

400 units at  14.00 __5.600

1,700 p_21,300
Weighted averaged unit cost = 21 ,300
1,700

=P 12.529

Inventory, August 31 (600 units x P 12.529) =P 7,517.65

b. Moving average method - when a perpetual inventory system is used, a new

weighted average unit cost is calculated after each new purchase, and this amount
is used to cost each subsequent issuance unti another purchase is made.

DATE RECEIVED ISSUED BALANCE
8/1 ' 400 at P10.00 P 4,000
12 600 at P12.00 1,000at 1120 11,200
16 500 at P11.20 500at 11.20 5,600
18 300 at 15.00 800 at 12.625 10,100
20 200 at 12.625 600 at 12.635 7.575
25 400 at 14.00 1,000at 13.175 13,175
28 400at 13175 600t 13.175  7.005
. The computation of the unit cost is as follows: =
Aug. 12
' Balance 400 at P10.00 P 4,000
Purchase 600 at 12.00 7.200
L.20g E_11.200
The new weighted average unit cost = P_11.200
£ _11.200
1,000 units

= P11.20

|
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Aug. 18 :
Balance 500atP11.20 P 5.600
Purchase  300at 15,00 4.500
800 © P_10100
The new weighted average unit cost = P 10,100
800 units
= P12625
The cost of materials issued may be computed from the data presented under issued
section. '
500 units at P 11.20 P 5,600
200 units at  12.625 2,725
400 units at  13.175 PR 5270

COMPARISON - FIFO AND AVERAGE METHODS

FIFO AVERAGE
- Inventory : P 4,000 P 4,000
Purchases 17,300 17,300
Total available for use 21,300 - 21,300
Less: Inventory, Aug. 31 _ 8600 __1.905
- Direct materials used P12.700 ~P13,395

SPECIAL PROBLEMS IN MATERIAL ACCOUNTING

. DISCOUNTS - constitute.a reduction in the list price.
' . Trade discounts - generally given in terms of percentage (15%, 10%, 5%)

" and are used to convert single price list into a series of price lists for
different types of middleman. Trade discounts are not recorded on the
books because purchases are recorded on the books net of the discount.
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ILLUSTRATIVE PROBLEM 6 lies from the Oregon Company
Windy Corporation buys all of it materials and SUPPUCS T o oih were P400,000
and is allowed a trade discount of 10%. Purchases during

before the discount.
The entry to record the purchase is:
Materials P30, 0001? 360,000
Accounts Payable
(400,000 x 90%)

for volume purchases. Like

oo di . ings s 1T :
2) Quant!ty d'scounts l'epresent cost savi g expllc]t account]ng

trade discounts, quantity discounts are not given.
recognition in the books.

~3) Cash discounts - granted to customers to motivate them to pay promptly.
a) When taken method - purchases and liabilities are recorded at gross
amounts at the time of purchase. The discount is only recognized when
the account is-paid within the discount period.

b) When not taken method - purchases and liabilities are recorded at net
at the time of purchase; when payment is made after the lapse of the
discount period, the discount not availed of is charged to a “Purchase
Discount Lost” account. It is called when not taken method because
even if the account is paid within the discount period, no “Purchase
Discount” is recorded and therefore readers of the financial statements
would not know that the company has availed of the discount.

C) When offered method - purchases are recorded at net and the liability
is recorded at gross, the difference is charged to an “Allowance for
Purehase Discount” account. When payment is made after the lapse of
the discount period, the discount not availed of is charged to the
“Purchase Discount Lost™ account. ‘
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; { LUSTRATIVE PROBLEM 7

e Jct nlene Company purchased materials |isteq at P40,000; terms, 2/15, n/30 on
. u 5 . | | |
A g“A ssume payments as follows:

a) Full payment is made on August 14,
b) Full payment is made on August 30,

Requirements: Entries to record the purchase and

ayments assuming:
1) When taken method is used. P e

2) When not taken method is used,
3) When offered method is used

1) When taken method is used: |

Aug. 1 Materials

40,000
Accounts Payable 40,000
14  Accounts Payable 40,000
Purchase Discount 800
Cash 39,200
30  Accounts Payable 40,000
Cash ' 40,000
2) When not taken method is used:
Aug. | Materials 39,200
: Accounts Payable 39,200
14 Accounts Payable | 39,200
Cash 39,200
30 Accounts Payable 39,200
Purchase Discount Lost 800
Cash . 40,000
3) When offered method is used:
Aug. 1 Materials | 39,200
Allow for Purchase Discount 800

Accounts Payable - 40,000
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14 Accounts Payable 40,000

Allow. For Purchase Discount g 800
Cash 39,200
30 Accounts Payable 40,000
Purchase Discount Lost 800
Allow. for Purchase Discount 800

Cash 40,000
Il. FREIGHT-IN ‘

l. Direct charging - the freight incurred on the purchase of raw materials is
added to the invoice price, The account debited for the freight is Mz.iterials.
. The effect is an increase in the unit cost. If two or more materials are

purchased and delivered at the same time, the freight must be allocated using
the following methods:

a. Relative peso value method - freight is allocated on the basis of the peso
value of the items purchased. This is used for materials purchased and
expressed in different terms of measurement.”

b. Relative weight method - freight is allocated on the basis of the weight of
the items purchased. '

2. Indirect charging - the freight incurred on the purchase of raw materials is
charged to Factory Overhead Control account.

ILLUSTRATIVE PROBLEM 8
An invoice for raw materials A, B, and C is received from the Bulécan Corporation.
The invoice totals are: A - P25,000; B - P15,000; C - P10,000. The
this shipment weighing 10,000 pounds is P1,500. Shippin
materials are 5,000, 2,000, and 1,000, respectively.

. freight charge on
g weights for the respective

Required:

1. Entry to record the purchase of materials and the frej
a. Direct charging method. :
b. Indirect charging method.

2. The cost per pound to be entered in the
C, if freight is allocated using:
a. Relative peso value method.
b. Relative weight method.

ght using:

‘materials ledger cards for A, B, and
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1, 8)

Direct charging method;
Materials
Accounts Payable
b) Indirect charging method:
Materials \
Factory Overhead Control
Accounts Payable
2] a) Relative peso value method:
_ Share in
Mat. Invoice Percentage  freight
A 25,000 3%, 750
B 15,000 3% 450
C 10,000 - 3% 300
20,000 1,500
Percéntage = 1,500 =3%
50,000
b) Relative weight method
Weight  Freight per  Share in
Mat. (pounds) _ Pound freight
A 5000 01875 93750
B 2,000 0.1875 375.00 -
C 1,000 0.1875 __ 187.50
8,000 1,500.00
Freight per pound 1,500
8,000

193
31,500
51,500
50,000
1,500
51,500
Total Cost per
Cost _Pound
25,750 5:15
15,450 7.725
10.300 10.30
31,500
Total Cost per
Cost ~_Pound
2593750 7 5.1875
15,375.00 7.6875
10,187.50  10.1875
51,500.00 -
0.1875
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POILED UNITS, DEFECTIVE UNITS, SCRAE MATERIAL, ANp

WASTE MATERIAL IN A JOB ORDER COST SYSTEM

d waste material are not

The terms spoiled unit ective, scrap material an
P S, defective, p Chﬂﬂgeably' For thlS

synonymous, and they should not be used inter
discussion, the following definitions.will apply-

o standards and are either sold for
ed units are discovered, they are
d on them.

Spoiled units.are units that do not meet productio
their salvage value or discarded. When spoil
taken out of production and no further work is performe

Defective units are units that do not meet production standards and must be
processed further in order to be salable as good units Or a5 irregulars.

Scrap material are left over from the production process that cannot be put back into
production for the same purpose, but may be usable for a different purpose or
production process or which may be sold to outsiders for a nominal amount.

Waste materials are left over from the production process that has no further use or
resale value and may require cost for their disposal.

TWO METHODS OF ACCOUNTING FOR SPOILED MATERIALS
The method to account for spoiled materials depends on the reason for such spoilage.

1. Charged to the specific job - this method is used if the reason for the spoilage is
the job itself, because it requires exacting specifications, or a difficult, intricate or
complicated manufacturing process. The effect of this method is that it will
increase the unit cost of the remaining perfect finished articles in the job.

Entry: = Spoiled goods XXX
Work in process o
The amount debited to spoiled goods and credited to wor

. k1 : al to
the number of units spoiled multiplied by In process is equ

the estimated sales valye per unit.
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d to all ion - thi ;

2. Cl:‘,:g:wd noml;ﬁg‘:gzloﬁ this method is used if the reason for the spoilage is
0}:’ compeny. With thisp ocess and the number does not exceed the limit set by
th° od with.an ey lmethod, '_all units manufactured during the period are
cn?trgc st originally clllerl;e (;:OSt‘l;VhICh 18 added to the factory overhead rate. The ’
u will not inc . -
nits discovered later on. rease anymore even if there are spoiled

Entry:  Spoiled goods

Factory overhead control
Work in process

XXX
XXX
XXX

The ’arr.iount debited‘ to spoiled goods is equal to the number of units spoiled
‘multiplied by the estimated sales value per unit. The amount credited to work in

process is equal to the total costs incurred/charged to the spoiled units. The loss is
charged to factory overhead control.

If the number of units spoiled exceed the limit set by the company, or if the reason is
not considered normal to the process, the loss on the spoiled units is charged to a loss

account.
- ILLUSTRATIVE PROBLEM 9
Job 3044 called for the making of 4,000 with these unit costs:
Direct materials P 15.00
Direct labor 13.00
Factory overhead (includes a P1.00
allowance for spoiled work) 12.00
Total | ' P 40.00

When the ordetr was completed, 200 rejected units, a normal number, were sold for
P18.00 each. “' | '

Required: |
1. Entries if the loss is charged to all prodlfcthn.
" 2. Entries if the loss is charged to the specific job.
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15 l&ﬁis_ghg;;ged to all production: 160,000 |
a) Work in Process : 60,000
Materials : 52,000
Payroll 48,000

Factory Overhead Apphed
Materials= 4,000 x 15.00
Labor = 4,000 x 13.00
Overhead= 4,000 x 12.00 |
b) Spoiled Goods 3,600

- Factory Overhead Control 4,400 8 000

| Work in Process ' ’
Spoiled

wP

200 x 18.00
200 x 40.00

|

c) Finished Goods iy 152,000

- Work in Process 152,000 E

Loss is charged to the specific job.

a) Work in Process 156,000
Materials | 60,000
Payroll 52,000
Factory Overhead 4pp[zed 44,000
Materials= 4,000 x 15.00 '
Labor = 4,000x 13.00
Overhead= 4,000x 11.00

b) Spoiled Goods S 3,600
Work in Process ‘ 3,600

¢) Finished Goods R ot Bagteds i 152,400
Work in Process ’ 152 400

Under the method, loss charged to all production, the unit

c its
remains at P40.00. In spite of the spoiled units, the ost of the completed un

nit Cost




e the same as the amount originally charged to the job.
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.mained the same because the increase was made at the
(o the factory .overhead rate as allowance for spoiled

during the period, even those jobs without spoiled unit
p1.00. Upon completion of the job, even if there were s

start (when P1.00 was added
work). All units processed
s, will absorb the additional
poiled units, the unit cost will

On the other hand under the method, loss charged to the specific job, it will be noted
that the factery overhead rate was recorded at the original amount P11.00 (allowance

of P1.00 for spoiled work. was not added). The remaining perfect units in the job will
absorb the loss on the spoiled, resulting in an increase in the unit cost

(152,400 )
(3,800 units = 40.105/unit )

the increase in the unit cost (40.105 - 39.00 = 1.105) may be computed as follows:

Cost of spoiled (200 x 39.00) 7,800
Less: Amount recovered from sale (200 x 18) 3,600
Loss on spoiled goods 4,200

The loss on spoiled goods will be absorbed by the remaining good units (4,200
divided by 3,800 units = 1.105/unit).

TWO METHODS OF ACCOUNTING FOR DEFECTIVE MATERIALS

The accounting problem for defective units is the additional costs to be incurred in
reprocessing the units to convert them into perfect articles. There are two methods
available: |

1. Charged to the specific job - same for spoiled units, if the reason for the defect is
the job itself, the additional costs incurred (materials, labor, and overhead) will be

charged to all units in the job.

Entry: . Work in process xxx
Materials XXX
Payroll xxx

Factory Overhead A pplied | XXX
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, ‘ | y al to the process and the
2. Charged to all production - if the reason 13 nc}l?n:it, then the additional costs

number of defective units do not exceed the norma:j Suring the peri od.
incurred will be charged to all units being processed du
Entry:  Factory overhead control XXX o
~ Materials XXX
Payroll . XXX

Factory overhead applied

ILLUSTRATIVE PROBLEM 10 , ;

Job 3044 called for the making of 4,000 units with these unit costs:
Direct materials P 15.00
Direct labor 13.00
Factory overhead (includes a P1.00

! allowance for defective units) __12.00

Total p__40.00

During processing 300 units were found to be defective and required the following
total additional costs; materials - P2,000; labor - P4,000; and overhead - P2,000.

Required:
1. Entries if the additional cost is charged to all production
2. Entries if the additional cost is charged to the specific job.

1. Additional cost is charged to ali production.

a) Work in Process 160,000
Materials . | 60,000
Pagroll 52,00
Factory Overhead Applied 4? 00(0)

b) Factory Overhead Control | 8000
Materials ' , 2.000
Payroll 4.000
Factory Overhead Applied ; 2’000

c) Finished goods 160,000

Work in Process
160,000

_ The cost of the finished "goods will remain at the orj

(160,000 divided by 4,000 units = P40.00) ginal amount charged to the job
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7 Additional cost is charged to the specific job.
a) Work in Process
Materials, 156,000
Payroll | gg ggg
Factory Overhead Applied 44,000,
b) Work in Process 8 000
Materials ' 2 000
Payroll , 4,000
Factory Overhead Applied 2,000
¢) Finished Goods | 164,000
Work in Process 164,000

The unit cost of the completed units increased from the original P39.00 to P41.00

(164,000 divided by 4,000 units). All units in the job will share in the cost incurred to
. re-process the defective units.

'ACCOUNTING FOR SCRAP MATERIAL

A cost accounting system should provide a method of costing and control for scrap as
it does for spoilage and defective units. When the amount of scrap produced exceeds
the norm, it could be an indication of inefficiency. A predetermined rate for scrap
should be prepared as a guide for comparison with the actual scrap those results. If
large differences occur, management should find the reason and correct the problem.
Scrap materials have commonly been accounted for in either of the following ways.

1. If the scrap recovered can be traced to a specific job, the entry is
Scrap/Scrap Materials ok
Work in Process | B .
The amount recovered for the scrap will be entered negative () on the materials
section of the job order cost sheet.

2. Ifthe scrap recovered are not traceable to a specific job, the entry is:
Scrap/Scrap Materials XXX
Miscellaneous Income XXX



200 ‘ Cost Accounting

_ . v 15
3. Ifthe serap recovered are from factory supplies » the en%;,x
' Scrap/Scrap Materials e XXX

Factory overhead control

" ACCOUNTING FOR WASTE MATERIAL
The cost of disposing of waste materials may be a

in the factory overhead application rate) or to specific jo
overhead application rate).

[located either t0 all jc_)bs (included
bs (not included in the factory

1. If the cost of disposing the waste materials is allocated to all jobs, the entry is
Factory overhead control XXX
Accounts payable XXX
2. If the cost of disposing the waste materials is allocated to a specific job, the entry
is |
Work in process inventory — (Job number) XXX
Accounts payable XXX

Waste exceeding a specified normal level (based on past experience) indicates
inefficiencies somewhere in the production process and signals management to take
corrective action. -

Although the cost of disposing of waste materials is minimal as compared to the total
production costs, in some manufacturing and service corporations it may involve
significant expenditure. For example, a chemical manufacturer may have toxic waste
which requires special packaging before disposal and thus results in an expensive
disposal cost.

The cost of disposing of most type of waste is expected to increase significantly in the

near future as existing garbage dumps fill up and more elaborate and expensive forms
of disposal must be developed. P
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ACCOUNTING FOR BASIC MATERIAL TRANSACTION
] RY
rTRANSACT]ON BUSINESS PAPER ENTRY S‘é%gg;{%g
Purchases‘of Voucher supported Dr. Materials Received
Materials 1n by invoice; receiving | Cr. Accounts section of
Advance of use report and purchase Payable stock card
order (PO) '
Emergency Voucher supported Dr. WP Material section
Purchases of by invoice; Cr. Accounts of cost sheet
| Direct material receiving report and Payable
purchase order
Emergency Voucher supported Dr. FOC Factory OH
Purchases of by invoice; Cr. Accounts Ledger
Ind. Materials receiving report and Payable

purchase order

Return of

Return shipping

Dr. Accounts

Received section

Materials and order with debit Payable of stock card ()

Supplies to vendor | memo Cr. Materials

{ssue of Materials Dr. WP Mat. section cost

Direct materials Requisition Cr. Materials sheet.
[ssued section of
stock card

Issue of indirect Materials Dr. FOC OH ledger

Mat. & supplies requisition Cr. Materials Issued section

ny stock card

Return of excess
Materials from
Factory

Returned
materials report

Dr. Materials

"Cr. WP

Issued section
of stock card ()
Mat. cost sheet
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QUESTIONS ' b A A A

1.
2.

8.
9.

What are the major objectives of materials control?

. - ini he amount
What factors should management consider in determining t of

investment in materials?
What is the meaning of “order point™?

. . Fat0)
What kind of information and data are needed to calculate an order point:

. Normally, a manufacturer maintains an accounting system which includes a stores

ledger and a general ledger account for Materials. Describe the relationship

between the stores ledger and the materials ledger.

A company may select an inventory costing method from a number of commonly
used procedures. Briefly describe each of the following methods

a. First-in, first-out
b. Moving average

What different methods that can be used to account for the sales value of the scrap
materials? : '

What distinguishes'a product as being spoiled or defective?

What are the different methods of accounting for spoiled units?

10. What are the different methods of aécounting for defective units?
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pROBLEMS

p—

Problem 1

The Norman Company predicts that 64,000 units of material will be used during the

year. The materials are expected to cogt P20.00 per unit. It is anticipated that it will

cost P 4_0.00 to place each order. The annual carrying cost is P 2.00 .
Determine: ’

a. The most economical order quantity

b. The total cost of ordering and carrying 4t the EOQ point

Problem 2

Ab.nefr Company has an annual demand of 13,000 units of Material A. The cost per
unit is P14. The order cost is P200 per order; and the annual inventory carrying cost

per unit is P5.20. Assume that the units will be required evenly throughout the year.
Required: Compute for the following:

a. Economic order quantity
b. Number of orders in a year.

C. Average inventory based on economic order quantity.
d. Total carrying cost and total ordering costs at economic order quantity.

Problem 3

Olive Corpoération buys a material for P20 per unit. Sixteen thousand parts a year are
needed. Carrying cost is P3.00 per unit and the ordering cost is P15.

Required: ;

a. Compute the economic order quantity.

b. Prepare a tabular analysis to compute the total costs assuming ‘the following
order sizes: 100 units, 200 units, 400 units, 1,600 units and 6,400 units. The
table should have the following columns: order size, number of orders, cost
per order, total ordering costs, average inventory, catrying.cost per unit, total
carrying costs, and total costs.
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o. Invoice totals are; X .
s on this shipment of
als are 10,000, 6,000,

Problem 4

An invoice for X, Y, and Z is received from H
P 125,000; Y - P 75,000, Z - P100,000. Th
18,000 pounds total P7,500. Weights for the respect
and 7,500 pounds.

Required: y
1. Cost per pound to be entered on the stock cards for each materials, based on

cost. ;
' erial, base
2. Cost per pound to be entered on the stock cards for each mat d on

shipping weight.

eavyweight C
e freight charge
jve materl

Problem s | ' ; :
Maxie Company regularly buys merchandise from Dawson Suppliers and is allowed‘a
he month of September, Maxie

trade discount of 20/10/10 from the list price. Fort .
Company purchased merchandise with a list price of P100,000 and terms ot 2/10,

n/30.
Requirements:

1. The amount debited to Materials if the purchase discount is treated as other
income (Purchases recorded at gross).

2. The amount debited to Materials if the purchase discount is treated as a
reduction of purchases. (Recorded as net) |

Problem 6
The following information is to be used in costing inventory on August 31
August 1 Beginning balance 1,600 units at P6.00 |

5 Purchased 400 units at P7.00
9 Purchased 400 units at P8.00
16 Issued 800 units :
24 Purchased 600 units at P9.00
27 Issued : 1,000 units

Required: The cost of materials used and the cost assj gned to
by each of these perpetual inventory costing methods:

1. First-in, first-out
2. Average.

the August 31 inventory
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Problem 7

The Bedrock Company is a manufacturer of golf clothing. During the month, the
company cut ar}d assembled 10,000 golf jackets. One hundred of the jackets did not
meet specifications and were considered “seconds.” Seconds are sold for P1,000.00
per jacket, whereas first quality jackets sell for P2,500.00. During the month, Work in
Process was charged for P3,600,000 of materials, P4,000,000 of labor, and factory

overhead is fvlpplied at 120% of direct labor (including allowance of 20% of direct
labor for spoiled units)

Required: Entries required for each of the following conditions:
a. Loss due to spoiled work is spread over all jobs.

b. Loss due to spoiled work is charged to this specific job. (factory overhead is
applied at 100% of direct labor cost

C. Compute the unit cost of the good units under (a) and (b)

Problem 8

Kyralei Co. manufacture golf carts and other recreational equipment. One order for
RAGC Corporation for 2,000 carts showed the following costs per unit: direct
materials - P400; direct labor P200; and factory overhead applied at 140% of direct
labor cost if defective work is charged to a specific job and 150% if defective work is
charged to all jobs.

Final inspection revealed that wheels were assembled with improper bearings. The
wheels were disassembied and the proper bearings inserted. The cost of correcting
each defective cart consists of P20 added cost for bearings, P40 for labor, and factory

overhead at the predetermined rate.

Required:
A. Prepare journal entries to record correction of the defective units and transfer of

the work in process to finished goods if:
1. The RAGC is to be charged with the cost of defective units.
2. The cost of correcting the defective units is not charged to RAGC.

B. Compute the cost per unit of finished goods if:
1. The RAGC is to be charged with the cost of defective units
2. The cost of correcting the defectivc units is not charged to RAGC
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Problem 9

Little Mermaid Company received an order of' 5,000 tory overhead appl;
COSt per unit is: materials - P 200,00; labor - P 120.00; ff{C Ct’lry it Bsts are ed g
130% of direct labar cost (140% in cases in which any defec 1Ivet s L‘lnits‘ to b
charged to o specific order). Final inspection r,‘eveﬂleﬁ.i‘ “?)50 »0 0 for mat Werg
incorrectly assembled. To correct each defective unit requires AN aterialg,
P30.00 for labor, and factory overhead of the appropriate rate. 1hen dutnzits i
classified as seconds and sold for P400.00 each, the proceeds being % l1lc 10 the
order. The customer has agreed 1o accept the remaining good machines, although
acceptable units are fewer than the number ordered.

automatic mixing machines, Th

Required;
l. Entries if the method used is charged to specific job.

) T ) i
<. Entries if the method used is charged to all production.

3. Cost per unit of the finished goods if:
‘ a. Method used is charged to specific job
b.  Method used is charged to all production

Problem 10

The Melon Manufacturing Company uses several raw materials in its production

schedule. Management wishes to use a system of selective control. The following
- data have been completed. '

Materials Yearly Usage x Unit Cost Total Cost

1 x 1 10,000 P 050 P 5,000
[ x2 7,100 0.65 4,615
I x3 2,000 2.50 5,000
 x 4 5,250 200 10.500
1 x5 6,000 1.75 10,500
1 x 6 2,750 0.80 - 2,200
I X 7 1,500 1.00 1,500
1 x8 5,500 1.85

3 10,175
40,100 P_ 49,490

Required: Assume that management ado

pts the ABC plan, prepare the necessary
chart
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TRUE-FALSE QUESTIONS

[ndicate whether the.fol!?v:/ing statements are true or false by inserting in the blank
space provided a capital “T” for true or “F” for false.

BN

2.

e

9.

e

1.

When prioe; are rising, higher income will be reported using FIFO as
compared with using LIFO.

Inventory methods can be changed at will to control reported net
income,

An overstated ending inventory leads to understated net income.

. An error in determining the cost of the ending inventory of a period

generally results in misstated income for two periods.

. The net realizable value of an inventory item can never be greater than

its expected selling price.

. An advantage of using LIFO yields the greatest cost of goods sold.

Spoiled goods may be sold at an amount higher than the regular sales
price.

. If spoilage in a job results is due to the exacting specifications of the

job, the loss resulting from the spoiled goods should be shared by all
units manufactured during the period.

The closing entries necessary under the perpetual and periodic inventory
systems do not differ because all expenses and revenues must be closed.

'10. When a company changes from one inventory costing method to another,

e ———

11.

12.

the change must be fully disclosed in a footnote to the financial
statements explaining the reasons for the change.

Graphically, the economic order quantity (EOQ) is the point where the
carrying cost line intersect the ordering cost line.

The primary goal of inventory management activity is to minimize the
risks of a stockout while maximizing the return on inventory.

13. .When computing the economic production run size, the costs to set up a

14..

production run are analogous to the carrying costs in the basic economic .
order quantity model - | |
The purchase price per unit of inventory is irrelevant in lathe economic
order quantity (EOQ) model.

15..The accounting for spoiled units and defective units is the same.
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MULTIPLE CHOICE

R T —
1. According to the net method, which of the following items should be includeq in
the cost of inventory?

Freight-cost Purchase discounts not taken
a. Yes No
b. Yes Yes
C. No n ' Yes
d.

No No

2. The weighted average for the year inventory cost flow method is applicable t
which of the following inventory system?

Periodic Perpetual ’
a. Yes Yes
b. Yes No
c. No Yes
d. No No

3. During June, Delta Co. experienced scrap, normal spoilage, and abnormal
spoilage in its manufacturing process. The cost of units produced includes
d. Scrap, but not spoilage
b. Normal spoilage, but neither scrap nor abnormal spoilage

¢. .Scrap and normal spoilage, but not abnormal spoilage
d. None of the items mentioned.

4. The total of the materials subsidiary ledger inventory cards
amount in the following account
a. Cost of goods sold
b. Purchases of Raw Materials
c. Materials Inventory
d. Work in Process Inventory

must be equal to the

5. Under a perpetual inventory
account '
a. Purchases
b. Materials Inventory
c. Work in Process Inventory
d. Finished Goods Inventory

system, the purchase of materials is recorded in the

|
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MULTIPLE CHOICE - PROBLEMS

Marsh Company had 150 units of product on hand at J

. anuary | costing P21.00 each.
purchases of product A during the month of January we e :

re as follows:

Units Unit Cost
January 10 200 P 22.00
18 250 23.00
28 100 24.00

Physical count on January 31 shows 250 units of product A on hand.

1. The cost of the inventory at January 31, under the FIFO method is:
a. P5,850

b. P5.550
c. P5,350
d. P 5,250

Harper Company’s Job 301 for the manufacture of 2,200 T-shirts was completed
during August 2016 at the following unit costs:

Direct materials P 20.00
Direct labor _ 18.00

Factory overhead (includes an
allowance of P1 for spoiled work) 18.00
P__56.00

Final inspection of Job 301 discloses 200 spoiled T-shirts which were sold to a jobber
for P 6,000.

2. Assume that spoilage loss is charged to all production during August. What
would be the unit cost of the good units produced on Job 3017

a. P53.00
b. P55.00
C. P56.00
d. P58.00
3. Assume inétead, that the spoilage loss is attributable to exacting specification of

Job 301 and is charged to this specific job. What would be the unit cost of the
good coats produced on Job 3017

P 55.00
P 57.50
P 58.60
P 61.60

aec ol
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, ses a perpetual invento
Palmer Corporation is a manufacturing conce tcc;lunt is provided for 2016,
system. The following data on the material inventory ac 275,000

Material balance 825,000

. - ar ’
Other debits to the materials account durng the y© 55,000
- Increase of ending over beginning inventory )

4. How much is the cost of materials issued to production:

a. P 1,045,000

rn tha

b. P 770,000
¢c. P 880,000
d. P. 430,000
Job 75 incurred the following costs for the manufacture of 200 units of motors:
Original cost accumulation
Direct materials . P 13,200
Direct labor . 16,000
Factory overhead (150% of direct labor) 24,000
Direct costs of reworked 10 units
Direct materials 2,000
3,200

Direct labor

The total rework costs were attributable to exacting specifications of Job 75 and the
full rework costs were charged to the specific job.
5. The cost of Job 75 was

a. P316
b. P266
c. P280
d. P292
The following data on materials purchases and issues during the month of April were
reported:
April 1 . Beginning balance 400 units at P§
5 Recegved 100 units at P7
11 Received 100 units at P8
13 Issuefi. ‘ 400 units
L5 Received 200 units at P6
22 [ssued ; 250 unit
27 Returned from factory 50 units o
30 ° Received 300 units at po
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U

Assuming that:th.e company used a perpetual inventory system, the total quantity
and cost of materials purchased for the month of April should be:

a. 700 units at P 5,800
b. 700 units at P 5,810
c. 700 units at P 5,400
d. 700 units at P 6,200

The Curacha Company uses 20,000 units of Material A in making a finished product.

The cost to place one order for Material A is P8.00 and the annual cost to carry one
Material A is P 2.00 | }

7. The economic order quantity for Material A is
a. 100 units L
b. 400 units
c.. 283 units -

d. 565 units

8.. If the cost to place one order increased by P 10 and the cost to carry one Material
A in stock remains the same, the economic order quantity will be

a.. 600 units
b.. . 447 units
c. 425 units
d. 500 units

One of the products that Justine Corporation sells is “Extra Soft” floor mats. Justine’s
ordering costs related to the mat is P 12.50 per order. The cost of carrying one mat in
inventory for one year is P 16.00. Justine sells 40,000 of these mats evenly throughout
the year.
9. What is the economic order quantity of Justine Corporation?
a. 250 units
b. 350 units *
“¢. 400 units -
d. 500 units

10. What are Justine’s total ordering costs per year and total carrying costs per year at
the economic order quantity?

Ordering Cost Carrying Cost .

a. P 1,562.50 P 1,562.50
“b.  1,562.50 ' 2,560.50

c.. 2,000,00 2,000,00

d.

2,000.00 - 4,000.00
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- manufactures and sells 5,
- manufacturing costs are P 4.
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anufactures is carrot juice. R

e evenly each year. Variagm
.60 to setup a productiop : le
ry a case of carrot jUiCellin

am B

One of the products that '?) :S of carrot ruic

se, It costs Ram P 3
Ram P 2.50 per year to C&r

for carrot juice. It also costs

inventory
1. What is Ram’s ec
a. 83 cases
b. 85 cases
c. 120 cases
d. 150 cases

. | . {7
onomic production run Size’

item of product. Inventory at the

.« and sells a single -
es an 1.80 per unit. Further receipts ang

Euphorbia Company -produc
400 units valued at P

beginning of September was
sales during the month were as follows

Units ~ Cost per unit

] September 8 _Receipts 600 P 2.10
20 Receipts 500 oy el
. 25 Sales 1,250 4.00

The inventory uses the FIFO miethod of stock valuation. Gross margin for September

was P2,500. ’

12. What was the cost per unit of thé 500 L;nits received on September 207

a P 1.04
b. P 1.94
c. P 2.00

- d. P208

The following information pertai i Ll s
, ] usega unlth ; ains tq Mater:a! X used by Nikki Company
Working days per year 20,800
Safety stock in units - - =20
Normal lead time in working days 800
7 30

13. If units of Materi il :
erial X will be required evenly throughout the year, the reorder

point is .
a. 800 -

b. 1,600

c. - 2,400

d. 3,200
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The following information relates to PRTC

Com
Units required per year pany

60,000
Cost of placing an order P 900
Carrying cost per unit per year P1,200
14. %sglying that the units will be required evenly throughout the year, what is the
. EOQ
a. 200
b. 300
c 400
d 450

During March, Mark Company incurred the followmg costs on Job 209 for the 200
motors:

Original’ cost acuumulat:on

Direct materials : P 660
~ Direct labor 5 ' : 800
Factory overhead 1,200
o P2,660

Direct costs of reworking 10 units:

Direct materials - __ P 100
* Direct labor __160
o P, 260

Method A- The rework cost were attributable to the exacting specifications of Job
209, and the full rework costs were charged to this specific job.

?

Method B- The defective units fall within the normal range and the rework is not
related to a specific job, or the réework is common to all the jobs.

1S. The cost per finished unit of Job 209 using Method A is:

a. P15.60
b. P15.80
©c. P1330
d. P13.50

16. The cost ner finished unit of Job 209 using Method B is:

a. P13.30 .

b. P15.80

¢. P15.30 _
d. P13.60 ;!
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“spoilage. The defective drills were ¢

" objective is to produce the bulbs at the |o
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xacting specifications of y

production of 1,100 drilanous

res electric drills to the €
s Wag

014, Job 403 for the
t per unit:

Viber Company manufact

completed at the following cOS 700
Direct materials ’ 20
Direct labor - \ 120
Factory overhead —3_—(16

Total

Final inspection of Job 40 defective units and 100 units of NOMmy|

isclosed 50 3
3 disclos J at a total cost of P5,000 and the Spoiled

eworke

drills were sold to a jobber for P15,000. 03 .
17. The unit cost of the good units produced on Job 403 was.

a. P330

b. P320

c. P300

-d. P290

The following information relates to Blueberry Company’s materials Y

Working days per year 240
- Normal lead time in working days 20
Maximum lead time in working days 45

18. Assuming that the units of material Y will be required evenly throu ghout the year,

the safety stock and order point would be
Safety Stock Order Point

8 ;oo e 600 ‘ 600
b. 600 . 1,350
C. 750 600
d. 750 1,350

F . ( "
Eu]gs [vl\:fll l];a:::c?c;:;fll](ig’op 0 specialized bulbs for its transformer division. T
run is made isP800 and i/h roughout the year. The setup cost every time a production

€ cost to carry bulbs in inventory for the year is P4. UFC’s

objecti . : west cost possible.
ssuming that each production run will be for the same number of bulbs: M

many production runs should UFC make?

a. 10
b. 14
c. 16.

d. 19
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: wing info ion i ;
The following mnformation is about g company’s inventory costs.

Total cost to place one order P 50
Total cost to carry one unit P 4
Economic order quantity 7,000 units

20. What is the company’s estimated annual usage?
a. 1,000,000 units -

b. 1,960,000 units
c. 1,400,000 units
d. 2,000,000 units

21. How many orders will be placed?

a. 143

b. 200
- ¢c. 280

d. 286

Norman buys baseball bats from a manufacturer at P10 each. Norman expects to sell
90,000 bats evenly over the next year. Norman’s cost of capital is 10 percent. The
total out-of-pocket cost to carry one bat in inventory is P0.50 and the cost of ordering
bats is P15per order.

22. Suppose that Norman orders 3,000 bats at a time. What is the total annual
-inventory cost? : : :

a. P 750
b. P 1,200
c. P2,250
d. P2,700

23. What is the economic order quantity?
a. 1,342 units
b. . 1,643 units
c. '2,324 units
- d. 3,000 units
24. How many times would Norman have to place an order in one year?
a. 67times
b, 55 times

c. 39 times
d. 30 times



- Final inspection reve

Cost Accoupy,

: ()67 for £ .000 hﬂndSﬁ\\'S was complea
nt )'ear, Job plt.(td , the

During August of the curre
following cost per unit:
| p 500

\ Direct materials 4.00
, Direct labor d at 150% Qr DLC) 6.00

Factory overhead (applie

ctive units, which were reworked at a cost of P2.0¢

aled 100 defe :
lus overhiead at the predetermmed rate.

“per unit for direct labor p
25. If the defect is due t0 internal failure, what is the total rework cost and 1o what

account should it be charged? .

Rework cost Account charged
a. P 200 Work in process
- b P 200 Factory overhead control
. C. P 500 Work in process
d. P 500. Factory overhead control



gARNING OBJECTIVES

" Upon of this chapter, you should be ap|e to

, @

All costs incurred in the factory that are |
generally termed as factory ov
expenditure is a factory
established for direct m

Compute a factory overhead rate

department to producing departm
Compute the different factory

overhead variances
Apply the concept of activity S

based costing

10t direct materials or -direct labor are
erh§ad‘ One method to determine whether a factory
Ove'r,head ltem is to compare it to the classification standard
aterials and direct labor costs. If the expenditure cannot be

charged to either of these two “direct” factory accounts, it is classified as factory
overhead. .Factory overhead refers to the cost pool used to accumulate all indirect
manufacturing costs. Examples of factory overhead include the following;

Indirect materials and indirect labor
Heat, light, and power for the factory
Rent on factory building '
Depreciation on factory building and factory equipment
Maintenance of factory building and factory equipment

|

Factory overhead costs are divided into three categories on the basis of their behavior
in relation to production. The categories are (1) variable overhead (2) fixed overhead
and (3) mixed overhead.

Variable factory overhead costs — these are the factory overhead costs that vary in
direct proportion to the level of production, within the relevant range. Variable cost
PEr unit remains constant as production -either increases or decreases. Total varlaple
cost varies in direct proportion to production, that is, the greater the number of units
produced, the higher the total variable costs

Fixed factory overhead cost
constant within the relevant range regardless 0
total remains constant but the fixed cost per un
that s, the greater the number of units produce
s the advantage of mass production —

s —these are the factory overhead costs that remain
f the varying levels of production The
it varies inversely with the production,
d. the lower the fixed cost per unit (this
thel more we produce the lesser the

Manufacturing cost per unit.
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head costs aré neither wholly fixe
of both. Mixed factory OVerheg

| costs — these factory OVer
d and variable componens for

but have charactenstxcs

Mixed factory overheac
4 into their fixe

nor wholly variable in nature
costs must ultimately be separate

purposes of planning and control.

' 4AD COSTS . ’
BUDGETING FACTORY OVE:?,:Eplans expressed in quantitative terms, sych
y overhead costs haye been

Budgets are management’s opera ,
- : ts. After factor
units of production and related costs. be prepared for expected levels of

: ; : can
classified as either fixed, or variable, budgets ca! ,
production. The separation of fixed and Yanable cost cOmpoOnents permits the

company to prepare a flexible budget.
E COMPUTATION OF OVERHEA)

FACTORS TO BE CONSIDERED IN TH
RATE . ;
1. BASETOBEUSED

Physical output
Direct materials cost

Direct labor cost
Direct labor hours
Machine hours

®ao g

2. ACTIVITYLEVELTOUSE -

a. Normal capacity
b. Expected actual capacity

3. INCLUSION OR EXCLUSION OF FIXED FACTORY
OVERHEAD g =D
a. Absorption costing - mgthod used for cost accounting

b. Direct costin
' g - method used for j : men
services) internal reporting (manage

t

4. USE OF SINGLE RATE OR SEVERAL RATES
E, l};l:n;:wde or'blanket rate - one rate for all producing departments
. Departmentalized rate - one rate for each producing department.
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E USED
SgTO B
pa=—
¢ base to be used should be related to fy
ing applied. If factory overhead is labor -
:’: direct labor hours or direct labor cost,

hetions represented by the overhead cost
Ifn:;“nentcd, the most appropriate base to use

X actory is investment-oriented, related to
; peration of q}a;hmer)./, 'thellhthe MOSt appropriate base will be machine hours. On the
omer_hand’ if Tactory overhead is material-oriented, then material cost might be
dered as the most appropriate base. The sim

onsi :
°nits of production.

. plest of all bases is physical output
or uni

1. Direct labor hours |

This is the most commonly used base or denominator in the computation of

the predetemum?d factory overhead rate. The number of direct labor hours

spent for a particular is readily available on the payroll sheet. This base

should be used if it can established that there is a direct relationship between

factory overhead and direct labor hours. It maybe used also if there is a
| great disparity in hourly wage rates. The formula is expressed as:

Factory overhead rate = Estimated factory overhead
Estimated direct labor hours

= Factory overhead rate/direct labor hour

2. Direct labor cost
This method is recommended if it can established that there is a direct

relationship between labor cost and factory overhead. Just like direct labor
hours, the direct labor cost is readily available on the payroll sheet. Labor
rates do not change as often as material cost, so this base is more reliable
that material cost, This base should not be used if there is little relationship
between labor cost and factory overhead. For example if overhead is
composed largely of depreciation and equipment related cost. The formula
18!

Factory overhead rate = Estimated factory overhead x 100
‘ Estimated direct labor cost

— Percentage of direct labor cost
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W

Cost ACCOUnting

Machine hours t relationship exist .between' facto,

This is appropriate when a direc .  occllt 16 Commn
overhead cost and machine hours. This may . f PITCS o
ted so that majority of the facto

departments that are largely automa equipment R
overhead cost consist of depreciation or e ' Addltlonal

work will be required because each machine xw.l(l)lbh%;ee ?O;:Trﬁﬁar?c'ord to
summarize the total machine hours used for each Jo0. S:

Estimated factory overhead
Estimated machine hours.

Factory overhead rate =

= Factory overhead rate/machine hour

—

. Direct material cost

This method is appropriate if it can be inferred that factory overhead costs
are directly related to direct material cost as in cases whf:{e direct materials
are a very large part of total cost. Direct material cost is not appropriate
base to when more than one product is manufactured by a company.
Different products require different materials and different quantities at
that, so it will be very inconvenient to use materials cost as the base
because we will have compute a factory overhead rate for each product.
The formula is:

- Factory overhead rate = Estimated factory overhead x 100 -
Estimated direct material cost

= Percentage of direct material cost

Units of production ,

This is most simple method to use because
available. This method is appropriate when
manufactures only one product. The formula is:

units produced are readily
a company or departmen!

Factory overhead rate = Estimated factoryoverhead
Estimated units of production

= Factory overhead rate/unit of production
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ILLUSerATIVE PROBLEM 1

le Company estimates f
Round Tab ates factory overhead ot P4 |
he ™+ g estimated t at P450,000 for t |
ear. 1615 estl.mattd l.h.at 90,000 units will be produced at a material ff)r thef'%i)goﬁsgg
Y qversion will require an estimated 100,000 qjrect fak al cost o ,000,

hout with 45,000 machine hours. or hours at a cost of P3.00 per
plily

ReqUi red: Compute the predetermined factory rate based on:
Material cost |

Units of production
Machine hours
Direct labor cost,
Direct labor hours

® oo o

* GOLUTION TO ILLUSTRATIVE PROBLEM 1

a. Factory overhead rate =  Est. factory overhead

Est. direct mat. cost -

= P 450,000 x 100
P 600,000

= 75% of direct mat. cost

1]

b. Factory overhead rate Est. factory overhead

.Est. units of production

il

P 450,000
90,000 direct labor hours

- P 5.00/unit

. Factory overhead rate =  Est. factory overhead .
' Est. machine hours

Il

P 450,000
45,000 machine hours

il

P 10.00/machine hour



1

~  Est. factory overhead
Eist. direct labor cost

d. Factory overhead rate

~  p450,000 x 100
P 300,000

= P 150% of direct labor cost

Est. factory overhead
Est. direct labor hours

e. Factory overhead rate - =

= P 450,000 )
100,000 direct labor hours

= P 4.50/direct labor hour

The rates computed above are known as the plant-wide or. blanket rate. 4
departments in the company will use the same application rate for factory overhead
apd also the same base. A single plant wide factory application rate can be used when
either a single product is being manufactured or when the different products-being
n.larfufactured pass through the same series of productive departments and are charged
51m1!ar amounts of applied factory overhead. Multiple departmental factory overhead
application rates are preferable when the different products being manufactured either
do not pass through the same series of productive departments or, if they do, they
should be charged dissimilar amounts of applied factory overhea,d because (,Jf the
differing amounts of attention each product receives.

?{TAF"QrI;zS IN COMPUTATION OF DEPARTMENTALIZED QVERHEAD

1. Divide the company into se :
: gments, called depa , which
expenses are charged. : partments, cost cenfters, 10

Estimate the factory overhead fo
.. 3 r each departm ir - ‘ ar, est
indirect departmental charges). partment (direct departmental charg

Select and estimate the base to be uséd by each department

Allocate the service department
costs to the producing
Compute the factory overhe ' B

LBAW N

ad rate (similar to computation using bianket rate)-

o



chapter 8 Accounting for Factory Overhead 223

8 departmentalized company,

lactor , . .
In artment. The procedures for dj Y overhead should be budgeted for each

stributing the A _
depar ' S ng the budgeted departmental expenses are
jdentical 10 those used to allocate the gy factory overhead expenses. Prior to the

mputatmn oL {hp departmemalmed fmto"}/ overhead rate, management must make

sure that the service department costs have been allocated to the producing
depaﬂme“ts- Departmentalized oy

\ erhead rates are fo ucing departments
only. Pr(')ducmg depa_l‘tmen?S, which include the prcl)rdxt.lhc'iig)nmldines,gare pthe cost-
qecumulation centers in which work s performed directly on the goods being
roduced. On the other hand, service departments, which include such activities as
maintenance, personnel, employee services, and the provision of heat, power, and
light, are necessary for the entire factory - including the producing departments - to
remain in operation. _

__TY__P_IC_AL ALLOCATION BASES FOR COMMON COSTS
Most common COsts can be grouped into four:

I. Labor-related common costs

2. Machine-related common costs
.3, Space-related common costs

4, Service-related common costs

. Common- costs should be analyzed carefully to determine the most appropriate
allocation base. The typical allocation bases for common costs are shown below

COMMON COST TYPICAL ALLOCATION BASE
Labor-related " | | '
- 1. Supervision - No.of employees, payroll- amount of DLHrs
2. Personnel services - Number of employees
Machine-related :
- 3. Insurance on equipment Value of equipment
4. Taxes on equipment Value of equipment
5. Equipment depreciation. ~ Machine-hours, equipment value
6. Equipment maintenance Number of machines, machine hours-
Space-related. ' o
7. Building rental ‘Space occupied
*_ 8. Building insurance Space occupied |
9. Heat & air-conditioning . Space occupied, volume occupied
10. Concession rental Space occupied & desirability of location

11, Interior bldg. maintenance ~ Space occupied
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Service-related ; { materials
12. Material handling Quantity ofrdvaluc ) K
L ¢ =Y
s , 2 of documer
13. Billing and accounting Number td. o atcrials
14, Indirect materials Value of dir

METHODS OF ALLOCATING SERVICE DEPART MENT COST 19
N IENTS )
PRODUCING DEPART® hod. This method ignores any seryic,

i . idely used met .
L. Direct method - the most Wice'y other, it allocates each service

o to an
rendered by one service department
. i ments.
department’s total cdst ditectly 10 the producing depart

Producing Departraent

Service Department A

__---"‘"—_"‘

2. Step method - sometimes called sequential method of allocation. This method
recognizes services rendered by service departments to other service departments
and is more complicated because it requires a sequence of allocation. The
sequence typically starts with the department that renders service to the greatest
number of other service departments and ends with the department that renders
service to the.least number of other departments. Once a service department’s
costs are allocated, no subsequent service department costs are allocated to it.

Service Departmen-t- o Pl‘Oducing Depa rtmeit

>
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3. Algebraic m'et‘hoci' - sometimes called reciprocal method. This method allocates
costs by expllmtly including the mutual services rendered among all departments.
Service Department . Producing Department

.
ot

ILLUSTRATIVE PROBLEM 2
Kappa Gamma Company’s factory is divided into four departments - producing
departments; Molding and Decorating, serviced by the Buildings and Grounds and the
Factory Administration. departments. Buildings and Grounds cost will be allocated
using square feet (floor area) and Factory Administration cost will be allocated using
direct labor hours. In computing predetermined overhead rates, machine hours are -
. used as the base in Molding and direct labor hours as the base in Decorating.
: Bldgs. & Factory

, : - Molding  Decorating Grounds Adm.
Budgeted FO P400,000 P600,000 P80,000 P120,000
Direct labor hours 200,000 - 100,000 ' S
‘Floor area . ‘ 100,000 . 60,000 2,000 4,000
Machine hours - 200,000 100,000 :

‘Requirements: Allocate the cost of the service departments using:
1. Direct method |
2. Step method - start with Bldgs. & Grounds

- 3. Algebraic method

SOLUTION TO ILLUSTRATIVE PROBLEM
1. Direct method

_ Molding - Decorating B& G- ~_FA
Budgeted FO P400,000 -P600,000 P80,000 P120,000
Allocated FO N » RO :

. "B&G 50,000 30,000 (80,00 s
FA - 80,000 . 40,000 : (120,000)
Total FO 530,000 P670,000 )
Base 200,000 MHrs. 100,000DL Hrs.
FO Rate P2.65/MHr. = P6.70/DLHr.

~
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Allocation of B & G cost

Molding

Decorating

= 100
160
= _60

Cost Accounﬁng

x 80,000

x 80,000

160

Allocation of FA cost

Molding

Decorating

‘2. Step method

. Budgeted FO
Allocated FO
B&G
FA
- _ Total FO
Base
FO Rate

= 200

300

_
300

Molding -

- P400,000

48,781
31501

P530,082

200,000 MHrs.
P2.65/MHrs.

Allocation of B & G cost

Molding

Decorating . -

FA

3. Algebralc method

1

_60

x 120,000
x 120,000
. Decorating B&G

P600,000  P80,000

(80,000)

79,268
40,650
P669,918
100,000 DLHrs.
P6.70/DLHr.

100 X 80 000
164
X 80,000*
164

4 x 80,000

164

Additional information for the tlustrative problem:

Molding
Decorating
B&G

FA

Algebraic equaticl)nf

B&G
FA

(It

-Services provided by-

B&G -FA
50% 40%
30%  50%

. 10%
20% -

80,000 + 10% (FA)
120,000 + 20% (BG)
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Substitution:
' B&G = 80,000 + 10% (120,000 + 20BG)
= 80,000 + 12,000 + .02BG
98BG = 92000
BG = 92000
98
= 93,878
3 FA = 120,000 + 20%(BG)
=~ 120,000 + 20%(93,878)
= 138,776 -
"The allocation will be as follows:

Molding  Decorating B&G __FA
Budgeted FO P400,000 - P600,000 P80,000 P120,000
Allocated FO ' ‘

B&G - 46939 28,163 (93,878) 18,776
" FA 55510 - 69388  13.878  (138,776)
Total FO P502.44 P697,551 . , "
Base 200,000 MHrs 100,000 DLHrs..
FO rate P2.51/MHr. P6.98/DI Hr,
CAPACITY PRODUCTION

In the estimation of manufacturing overhead, as well as the estimation of the base to"

be used for allocation, it is important to determine what capacity of production should
be adopted. ' '

a. Theoretical, maximum or ideal capacity - a capacity to produce at full
speed without interruptions. It gives no allowance for human capacity to
achieve the maximum nor due allowance for any circumstances that might
result to a stoppage of production within or net within the' control of
‘management. At this capacity level, the plant is assumed_ 10 funct}on 2.4 hours
a day, 7 days a week, and 52 weeks a year without any interruptions in order
to yield the highest physical output possible.
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production that provides allowance for

b. Practi P acity of :
ctical capacity - a capacity of productton.

circumstances that might result to stoppage

. a capacity concept based on a short rang,
¢ firms whose products are seasona| o
llow price adjustments according tq

C. Expected actual capacity
outlook which is feasible only fo
where the market and style changes a
competitive conditions and customer demands.

'd. ‘Normal capacity - a capacity of production taking into consideration the

utilization of the plant facilities to meet commercial demands served over a

" period long enough to level out the peaks and valleys waleh come with

seasonal and cyclical variations. This capacity 1S commonly used in the
-computations of overhead rates.

METHOD OF ACCUMULATION OF FACTORY OVERHEAD COSTS

1. Non-controlling account system - an account for each kind of overhead expense
according to their nature is opened in the ledger and charges to such account are
made upon incurrence of the expense. |

2. Controlling account system - an Overhead Control account is opened in the
general ledger wherein the overhead incurred are charged and a subsidiary ledger
is maintained to show in detail the nature and account of the expense.

Actual overhead costs are usually incurred daily and recorded periodically in the
general and subsidiary ledgers. Subsidiary ledgers permit a greater degree of control’
overhead factory overhead costs as related accounts can be grouped together and the
various expenses incurred by different departments can be described in detail.

Computation of overhead chargeable to individual cost sheets — (factory
overhead applied) -

- After the factory overhead application rate has been determined, it is used to apply (or
match) estimated factory overhead costs to production. The estimated factory
overhéad costs are applied to production on an on-going basis as goods are
manufactured, according to the base used (ije., as a percentage of direct material costs
or direct labor cost or on the basis of direct labor hours. machine hours. or units

produc‘ed). Applied factory overhead can be computed by multiplying the actual
factor incurred per cost sheet x predetermined overhiead rate - ' ,
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Entry to charge production with applied overhead:

Work in process -‘overhead XXX
Factory overhead applied ' XXX

Factory overhead variance - the difference between the actual facfory overhead as
shown by factory overhead control account and the overhead charged to production as
shown by the factory overhead applied account;

- Classification of manufacturing overhead variance

4. Underapplied overhead - the difference between actual overhead and
applied overhead when the actual is more than the applied.

b. Overapplied overhead - the difference between actua! overhead and appli_ed
overhead when the actual is less than the applied.

Causes of the manufacturing overhead variance:
a. Spendmg variance - the variance due to expense factors.
 b. Idle capacity or volume variance - the variance due to dlfference in volume
and actmty factors. '

Computation of manufacturing overhead variance

a. Spending variance

Actual factory overhead incurred P xxx
Less: Budget allowed based on capacity used ! i
Fixed factory overhead P xxx
Variable factory overhead XXX - XXX
Spending variance : P xxx
b. Idle capacity variance - ’ '
' Budget allowed based on capacity used - P xxx
Less: Factory overhead applied | XXX

o Idle capacity variance ;o P Xxx
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Accounting for overhead variance

a. During the period prior to the closing of the books, the overhead variance is nq

“ recognized in the account and the actual factory oV erhead ﬁccm‘}n: as well as the
applied factory overhead accounts are kept Opem- W be 3 ll)n jrm} financig|
statements are prepared and the variance is expectej-d to be absorbed prior to year.

end, such variance should be deferred rather than disposed of immediately.

b. At the end of the accounting period ,
1. If the amount of the overhead variance is immat
the result of inefficiency, it is closed to cost of goods sold.

2. If the amount of the overhead variance is material and found to be the result
‘of an erroneous computation of the predeterminec_j overhead rate, such
variance -is distributed to the cost of goods sold, finished goods inventory,
and the work in process inventory..

erial or it is established to be

ILLUSTRATIVE PROBLEM 3 < |
The Davidson Corporation made the following data available from its accounting
records and reports. ‘ : ,

Budgeted factory overhead . - P300,000
Budgeted direct labor hours 100,000 hrs.
Variable factory overhead rate : P 1.00/DLHr.
Actual factory overhead - _ : P350,000
Actual direct labor hours used ‘ - 110,000 hrs.
Solution:
- Spending variance: . : -
Actual factory overhead P350,000
Budget allowed on actual hours - '
Fixed - P200,000 -
pending variance - unfavorable P_40,000
Idle capacity variance: -
Budget allowed on actual hours :
. P31
~ Applied factory OH (110,000 x P3.00) 338838

‘Idle capacity variance - favorable P(20.00
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To understand fully the computation ‘of the variénce, the following table may be

prepared:

. Total Per Hour
F1xed overhead P 200,000 ©~ P 2.00
Variable overhead ‘ 100,000 1.00
Total . | P 300,000 P3.00
F ectory overhead rate = 300,000

k 100,000 hrs.

= P 3.00/DLHr.

Variable overhead costt =~ = 100,000 Hrs. x P 1.00
. - = P 100,000

ACTIVITY BASED COSTING

The growth in the automation of manufacturing has brou0ht many challenges to
product costing. Increased use of robotics, specialized machinery, and other .
computer-driven processes has changed the nature of manufacturing - and  the -
composition of total product cost. In many highly-automated manufacturing
businesses the significance of direct labor cost has diminished and overhead costs
have increased. The cost of acquiring.installing, maintaining, and operating state-of-
art manufacturing technologies has greatly increased overhead costs. In addition,
costs that used to be classified as indirect such as quality control, computer
programming, trouble shootmg, and middle level management costs have become
major components of total production cost.

In highly automated manufacturing environments, overhead application rates based on
direct labor may not provide accurate overhead charges because they no. longer
represent cause and effect relationship between output and overhead costs. The need
for more representative overhead application bases has led to activity-based costing
(ABC) which is also known as transaction costing. Those activities (transactions)
that consume overhead resources are identified and related to the costs incurred. The
basic premise in activity-based costing is that overhead costs ‘that are caused by
activities are traced to individual product units on the basis of frequency of

consumption of overhead resources by each product.
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. : , . lication ba hi

' Traditional overhead is applied to production usms one ?ﬁ;iz;r\)iie hours disrzsct“i:fh
were have previously discussed such as direct la.bor hou-lS’ t labor hours ,direct | b0r
cost, direct material cost and units of production. Ddlrec volume rsed @ lica'or
costs, machine hours, machine hours, or units produced are cimated 1o be PSOdatlon
bases. Volume-based production means that the more units €s i oahend F:‘at uc;d’
the larger the denominator in the equation use.d to detgrn;me e ;e, }: us
the smaller the overhead application rate and 1t follow§ that t ed C ‘o o‘,.]e.r ea.d
assigned to each unit will be lesser so overhead will be underapplie W“Ch is

- unfavorable.

Activity-based costing is a simple concept which can provide accurate mform'atnon

about a particular product’s consumption of overhead resources. ABC. IS an

approximation of a user’s fee. A user’s fee refers to the process of c'hargmg for

services consumed by users of the service. ABC is based on the premise that if a
product consumes many resources (activities) that comprise overhead, it should bear a

greater share of overhead costs than other product that does not consume as any

activity units. In other words, aclivity costing is also like riding the LRT, the more

" you ride, the more cards you need to buy.

FIVE BASIC STEPS IN APPLYING ABC

1. ' Assemble similar actions into activity centers

Classify costs by activity center and by type of expense
.. Select cost drivers e

Compute a cost function to associate costs and cost-drivers with resource use
Assign_cost to the cost objective

w JA (V8] _r\.)

Assemble similar activities into activity centers

There are several number of actions performed in any organization so it will be
difficult to relate to the cost of every action to a cost driver and then to the product.
Therefore, it will be best to combine actions into activity centers. One way of
grouping actions is to classify them with different levels of activities:
level activities, batch-tevel activities, product-level activities, and ‘facilities-level
activities. Unit-level activities are performed each time a unit 1S " roduced. Example -
assembly, stamping, and machining. Costs of these activities var‘\)f with th' - umber of
units Produced‘. Batch- level activities are performed each time Z] batch of
~ units is produced, The costs of these activities vary according to the number of

namely, unit-
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batches‘but remain ﬁxe_d for all units in the batch. Examples — machine set-ups, order
processing, and materials handling Product-level activities are those perforn,led as
needed to support the production of each different type of product. Examples —
production scheduling, product designing, and parts and products testing. Facility-

el activities are those whi . TR ,
level @ hich sustain a facility’s general manufacturing process.

Examples — plant supervision, building occupancy, and personnel administration.

Classify costs by activity center and by typer of expense.

Assign costs to the activity centers where they are accumulated while waiting to be
_aPPhed to products. Costs that are traceable to the activity center should be assigned
directly to activity centers. Other costs shared by two or more activity centers should

Pe a]s Sl%ned according to some cost driver'that controls the utilization of the costs
involved.

Select the cost drivers :

The cost drivers are the links between cost, activity, and product. Cost drivers are not

needed for direct costs because these can be traced immediately to a.product, -
However, indirect costs such as factory overhead need links or drivers to link a pool
of costs in an activity center to the product,

‘Calculate a cost function 7
A cost function is used to translate the pool of costs and cost driver data into a rate per
cost driver unit or a percentage of other cost amounts, just like the plant-wide or
. departmentalized factory overhead rate. For example, if the costs of the setup activity
center is P25,000 and the selected cost driver is 500 hours, then the cost function will
be P50 per setup hour (P25,000/500 hours).

‘Assign cost to the cost objective )
The last step is to allocate the costs to the different users of the resource. This is done

- by multiplying the rate determined in the preceding paragraph by the actual data of the
cost driver. If actual setup hours used is 40, then the allocated cost will be P2,000 (40

hours x P50).

We now illustrate ABC by comparing it to one of the volume-based overhead
allocation procedures, namely direct labor hours. For instance, NDL Company has
thrge products, namely: C, D, and E and three related overhead activities: product-line
setups, number of handles and number of parts. The number of setups refer to
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the number of times each product lin R
handles refers to the number of times each p

another. The number of parts refers to Fh_e '“”Ign
~ product. The production, overhead activities

on the table below:

r production. The number of
oved from one work station tg
ber of parts that is gsed in making eac,
d their corresponding costs are showp

o is readied fO
duct ism

Tolcal No.of Times  No.of

its Total Total DL
Product P}'Jolzluced DL_Hrs Cost DM Cost 5%@9_5 Har;dled Parts
c 20 30 p 300 P 600 = - !
D 100 150 1,500 3,000 4 5 N
E 100 - 70 . 700 3,000 : - .
- Budgeted cost of each cost driver

Setups o P 6,200

Times handled : 3,300

No of parts . : __3.000

Total budged overhead cost P 12,500

The overhead application rate using direct labor hours, as base, would be computed as
Factory overhead rate =P 12,500/ 250 direct labor hours
- = P 50.00 per direct labor hour

Using direct labor hours as the base, factory overhead will be applied to the thrée
products as follows: '

Product - Total Overhead Applied No. of Units OHCost/unit

c 30hrs. xP50 = P 1,500 20" P 75
D 150hrs. xP50 = 7,500 100 - 75
E 70 hrs. x PSO = 3,500 100 35

The applied factor overhead when combined

show the following with the prime cost of each product will

Direct materials - %‘% I—;M Product E
Direct labor : 300 3,000 P 3,000
Factory overhead applied . 150085 1,500 700

- Total cost P 2400 00 1.500 3.500
Cost per unit | P 120/unit P 12,000 P_7,200

-.% P120/unit - P 72/unit




Chapter 8 Accounting for Factory Overhead - 235

ing the factory overhead rate is determined by dividing the
total costs of each overhead activity by the total frequency for each activity.
Setup (P6,200/8) P 775.00 per setup
Handling  (P3,300/6) 550.00 per handling
No. of parts (P3, 000/5) |

nmnn

600.00 per part
“The full cost per unit of each product will be determined as follows:
Product C Product D Product E
Direct materials P 600 P 3.000 P 3,000
Dil‘CCt labor : 300 1 ’500 700
Factory overhead 3250 5’4gg 3 850
Total cost P 4,150 P_9,900 P_7.550
Cost per unit - __P207.60 P_99.00 P_75.50
The applied overhead cost of the products were determined as follows:
Product C
Setups - 2atP 775.00 “P1,550.00
Handling 2 atP 550.00 1,100.00
No. of parts : 1 atP 600.00 . : . 600.00
~ Total overhead P3,250.00
Product D
Setups 4 atP 775.00 P3,100.00
Handling ' - 2atP 550.00 1,100.00
No. of parts 2 atP 600.00 ' 1,200.00
Total overhead . P5,400.00
Product E .
~ Setups 2atP 775,00 P1,550.00
Handling 2atP 550.00 . 1,100.00
No. of parts 2 at P 600.00 | 1,200.00
Total overhead ' . £3.850.00

Under the traditional method, direct labor does not explain the cause-effect
relatlonshlp between the products and incurring of overhead costs. On the table above,
it can be seen that Product D has the highest cost followed by Product E. Product C _
has the lowest allocated overhead because C consumes less overhead activities than
the other two products. By concentrating on each product’s consumption of the major

. cost component (overhead), activity costing avoids the problem of overstating costs of

products that are low level consumers of overhead activities and understating costs of
products that are high level consumers.
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QUESTIONS

1.
2,

® N A W

9.

: : nses?
What are the three categories of factory overhead expe

What are the two types of departments found in a factory? What is the functiop g,

purpose of each?

What are the different methods of distributing service department costs ¢
producing departments? '

What are the shortcomings of waiting until the actual factory overhead expenses

~ are known before recording such costs on the job cost sheets?

N

How is the total overhead variance calculated?
How is the idle capacity variance calculated?
What is the spending variance?

What are the two ways that an under-or overapplied factory overhead balance can
be disposed of at the end of a fiscal period?

How does maximum capacity differ from normal capacity?

10. What are the two methods of accumulating factory overhead?
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PROBLEMS
Problem 1

The Dgg(r}nalrk'ConTpany estimates its - factory overheéd for the next period at P
1,000,000. It1s estimated that 20,000 units will be produced at a materials cost of P

800,000 and will require 50,000 direct labor hours at an estimated cost of P500,000.
The machines will run about 160,000 hours.

Required: The predetermined factory overhead rate based on:
1.” Material cost

2. Units of production
3. Machine hours -
4. Direct labor cost
5. Direct labor hours

Problem 2 . |

The Marco Company budgeted overhead at P510,000 for the period for Department
A, on the basis of a budgeted volume of 200,000 direct labor hours. At the end of the
period, the Factory Overhead Control account for Department A had a balance of
P540,000; actual direct labor hours were 210,000
Required:

I. Compute for the overhead application rate

2. Compute for the applied factory overhead

3. Compute for the over=or underapplied overhead

Problem 3
‘Marvin Company’s estimated factory overhead for the year was P 456,120 and the
actual overhead was P 470,800. Machine hours were used in determining the factory
overhead application rate. There were 84,500 actual machines and 81,450 estimated
‘machine hours during the year. | ‘ : '
Required: -
A. Prepare journal entries to record the following

1. The applied factory overhead

. 2. The actual factory overhead - 3
3. The closing of the applied overhead account,and actual factory account

B. Assume the following amounts of applied factory overhead in each account.

Cost of goods sold P 350,000
Finished goods inventory —end 100,000
Work in process inventory — end 23,200

Allocate the over-or underapplied factory overhead to these three accounts

—
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Problem 4 N .
T B oo e e o rder o 35 o S, 2107 i
a list of the jobs completed during the month 0 or
materials requisitioned and for direct labor cost. Direct labor

ial Cost
Job _M_aie_r_@__36_(]— 5 600

123 P

124 1,080 940
125 720 1,400
126 4,200 5,120

Required:
Assuming that factory overhead is applied on the
the predetermined rate is 180%, compute:

1. The amount of overhead to be added to the cost of each job completed
2. The total cost of each job completed during the month.

basis of direct labor costs and that

N

Problem 5 : ;
Thermal Corporation has two producing department and two service. departments
labeled P1, P2, S1, and S2, respectively. Direct costs for each departmept and the

proportion of services costs used by various departments are as follows:

_ Cost "Direct Proportion of services used by:
‘Center Costs S1 S2 P1 P2
Pl P 90,000
P2 60,000 \ ,
S1 20,000 - 80 10 10
s2 32,000 20 - 50 30

T In calculating predetermined overhead rates, machine hours are used as the base in P!
and direct labor hours as the base in P2, - ,

B P2
Machine hours 50,000 40,000
Direct labor hours 40,000 20,000 -

Requirements:

1. Allocate the service departmeﬁt costs to o i
‘ perating departm pute the
factory overhead rate for P1 and P2 using the follo%vi ngp methe(;l;z.and compute
A. Direct Method '
b. Step method - start with S|

C. Algebraic method
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Service Departments’ to costs:
Department | - Repair

P
Department 2 - Cafeteria : ?’888
Producing Departments® Factory OH Costs
Department A - Machinery 52,500
Department B - Assembly 48’000

Additional information

Department Squa_re Feet Est. Direct Labor Hours

Repair 1,500 3,500
Cafeteria 1,800 1,200
Machinery 2,000 2,300
Assembly 3.000 1,700
Total 8.300 8,700

The costs of the Repair Department are allocated on the basis of square feet.
The costs of the Cafeteria Department are allocated on the basis of estimated
direct labor hours. The producing departments use estimated direct labor
hours:- 1,500 in Department A and 1,250 in Department B. )
Required: Allocate the total costs of the service departments to the producing
- departments (-compute the departments’ factory rate) by using the following:

| 1. Direct method I

2. Step method - start with the Repair Department

Problem 7 : SN
Centval Parkway Corp. has two producing and two service departments labeled P1,
P2, 81, 82, respectively. Direct costs for each department and the proportion of
service costs used by the various departments are as follows:

Cost Direct- | Proportion of services used by:

Center- Costs ) | 82 P1 P2
Pl P 120,000 -
P2~ 80,000
S 25,000 . 25 50 25
82 ~ 10,000 10 - S0 40

ReqUired: Allocate the service depaftment cost using algebraic method.
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Problem 8

., ke 3 : On i

Megastar Company’s normal operating capacity 13 eSt;maéeic; :zt?;’gt(;d t;agz ‘SiZours
per month. At this operating level, fixed factory 0\’8)5_111""18 00, During Novemb; 200
~ and variable factory overhead is estimated to be I f,~l ? verhead for the T, the
company operated 100,000 machine hours- Actual factory month

totaled P78,600.
Required: Compute for the following

1. The over or underapplied factory oV
2. The spending variance.
" 3. The idle capacity variance.

erhead

Problem 9
y is 72,000 units, with fixed factory
ted variable factory overhead rate for
uction was 5,400 units, with a total

Normal annual capacity for Abner Compan
overhead budgeted at P33,840 and an estima
- P4.20. per unit. During October, actual prod
- overhead of P15,910. ‘ - :
Required: Compute for the following

1. The applied factory overhead \

2. The over or underapplied factory overhead
3. The spending variance ‘
4. The idle capacity variance

_Problem 10

Norman Corporation uses a flexible budget system and prepared thel following

' information for 2012. '
| Normal Capacity Maximum Capacity

Percentage of capacity 80% 100%
Direct labor hours 48.000 o 60 00;]
- Total budgeted factory overhead P252,000 P270’ 000

Norrpain‘ P lanneq to operate at normal capacity but actually operated at 90% of
maximum capacity during 2012. The actual factory overhead f; P 73,000
Requirements: or 2012 was P273,000:

Using HI-LO method, compute for the variable'rate per h
Determine the fixed portion of the budgeted factory per hour.
Compute for the spending variance, ry overhead.
Compute for‘the Idle capacity variance,

ol ot Sl
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Problem 11
The Strawberry Cor

poration has t ‘ing inf ion relating .

etial Bbiory oice he following information relating to épphed a"d
Facto_ry overhead control P30,500
o ‘Applied factory overhead 39,700
Applied factory overhead costs are in the following accounts.
CpstJ Qf goods sold P32,000
Ending work in process inventory 3,500
| Ending finished goods inventory 4,200

" Required; ' i
a. A;locate the under or overapplied factory overhead to those accounts distorted

¥ using what turned out to be an incorrect factory overhead application rate.
b. Prepare the end-of-period entries.

" Problem 12 ]

For many years Tinor Company has used a manufacturing overhead rate based on

- direct labor hours. A new plant accountant has suggested that the company may be
able to assign overhead costs to products more accurately by using an activity-based
costing system. The accountant explains that by creating an overhead rate for each
production activity that causes overhead costs. the resulting product costs will reflect
an accurate measure of overhead cost. The direct material cost is P120 per unit. The
budgeted hours is 8,030 direct labor hours. The accountant has identified activity
centers to which overhead costs are assigned. The cost pool amounts for these centers
and their selected activity drivers for 2012: :

ACTIVITY CENTERS . COSTS ACTIVITY DRIVERS

Materials handling P 60,000 1,200 times handled
Scheduling and setups 80,000 400 setups
Design section 10,750. 100 changes
No. of parts 50,000 500 parts

P 200,750

The company’s products and other operating statistics follow:

- Qty. DLH DL No.of time No. of No. of | No. of
Prod. Produced Used Cost Handled Pacts  Changes = Setups

A 50 100 P6,000 20 6 a3 5
B 100 300 18,000 40 10 5 7
Required: | _.

1. Compute the unit cost for each product using direct labor hours as the overhead

application base, _ S ;
2. Compute the unit costs for each product using activity-based costing
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. TRUE-FALSE QUESTIONS

R L ey

space pr ital “T” for : : _

pace p O\i’_ es’;v?:z tjepartments are sometimes calledf_mdletirsT:;ittzr(S:ost cent
while production departments would be the final ¢ | .

2. Service departments are production departments, such as assemp),
departments, that manufacture goods. o

3. One of the purposes of service department cost allocation ig to va|y,
inventory for external financial reporting.

false by inserting in the blan

ers,

———— e

b

4. The direct method is a method of cost allocation that charges costs of |

service departments to user departments and ignores any SerVices used
by other service departments. ,

3. Under the step. method of cost allocation, the final amount of peseg

- allocated to any production department is influenced by the order i,
which the allocation is made from the service departments.

6. If there are no interservice department activities, then all three allocation
methods will give identical results. ‘ ~

7. When a plantwide rate is used, this means that a single rate used to
allocate overhead to all departments in the company. |

8. With the algebraic method, each department’s costs are set out in an

- equation where total costs equals the sum of direct costs and allocated
costs.

9. Interservice departments activities are fully ignored by both the direct
and step methods of cost allocation.

____10. Overapplied overhead occurs when actual is less than applied OH.

L11. The predetermined overhead rate is an amount obtained by dividing the

total overhead for the past period by the total overhead allocation base
for the coming period.

OSts were variable, the production

‘volume variance woyld always be zerg

____;l 5. The sum of the spending vari

total manufacturing overhead variance
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as PI’JO 000, wh1le actl overhead mcurred was
P124,000. Which of the following is always true of the above?’ "’_: h

a. Dl[’CCt labor aCtIVIty was OVEI‘egtlmated “I DRGED feniiam ,s; 149 “,’,' s
b. Overhead was overapphed by P4,000, C1HUe T batosghe 10t dgsosd

C. Overhead was underappl ied by P4,000. elovel vivitos 9ol s 1ol L0
.4 , This d(}ffgfence must be reported as a loss for the penod .
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type of cost?

a. Out-of-pocket sheria hatounEn
b. Marginal c
C. Variable ==
d. Fixed
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a.. Dlrect method
b. Step method
¢. Out-of-step method
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plication rate under the normal, practica], ang

5. The variable factory overhead ap
- expected activity levels would be the same

a. Except for normal volume

b. Except for practical capacity
C. Except for expected activity
d. For all three activity levels

6. Which productive capacity level does not copsider Producttidoe:s’a:]d’ b‘ét at the
. same time accounts for anticipated and unavoidable interrup production?

. Expected productive capacity
Normal productive capacity
.. Theoretical or maximum productive capacity

d. Practical productive capacity

O’.O‘N

7~ Which productive capacity level does not have provision for either a lack of sales
orders or interruptions in production (due to work stoppages. machine repairs and
maintenance, set-up time, holidays, weekends, etc.

a. Expected productive capacity

b. Normal productive capacity

C. Theoretical or maximum productive capacity
d. Practical productive capacity

8  Which productive capacity level is based on estimated production for the next
period.. | |

Expected productive capacity k

Normal productive capacity

Theoretical or maximum productive capacity
Practical productive capacity

.o o

-
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9, Which of the following describes a part of the step method of allocation?

a.  All services between intermediate cost centers are simultaneousiy allocated
to final cost centers,

b-. lt.ignores services between intermediate cost centers
C.  Linear algebra is required for the allocation

d. Once an allocation is made from one service department, no further
allocation is made to this department.

10. Which of the followihg is not true of the methods of allocating service
department costs to user departments?

a. A cause and effect basis is the preferred method of allocation
© b. Each method allocates the same total cost when there are no interservice
department activities,
C. If a cause and effect relationship cannot be established for service department
costs, then an allocation cannot be conducted.

- d. The level of detail associated with allocating service department costs should ‘
be decided on a cost-benefit basis.
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Cpotisanlls 1o borliam a7 It ey 184 dinzab gRiwoHo! arit ¥ oid\W
MULTIPLE CHOICE - PROBL] MS]tes i questions 1 and 2.
The following information for Ram COFPOratlon i
Service departments ( total estimated cost;) . P 51:96040"
B d mamtex‘xance .
Bt and GO i ;; dooss 35, o e
wwoitProducing: departments (esnmated factory oA “ 42, 000:00 1
Department A s nlEGEE ST 000,00

Department B

Jafl

ahhia J”‘i‘ To ebodior ol 7 stybL Hrs, . Est Sq Ft No of ReQulsmons .

Bldg. and ground mamtenan o 750 12518

Storerobm’ inoolls 1o ?L;w 11 BETI91q 130 | )
sivisztoiDepartifientiAri! nodw J20 v sod 925‘“'. 890 , 2 ;500 .0

Department B | 200 2 330 ek 400

| - 1
294 } {4t gr'L Vif 1

e, cost of Bunldmg and ground mamtenance is

square feet and-for ; the storeroom cosi is the number of requ1smons Direct labor hours
are used to compute ‘the pmducmg departmenfs factory ‘overhead apphcatlontrawte
1. Using the direct method, what is Department A’s factory overhead rate?
a. P30.30 :
- b. P47.46
c. P55.70
d. P60.53

nasn ﬁ"’”‘sf{ ;5 “"""3"’ 50 L.\,\ e Hb@’“"

The base to be used for allocating,

2. Using the algebraic method, compute for the Building and Grounds Mamtenance
Department total amount to be allocated to the Storeroom Service Department
and both producing departments. (Take all calculations to four decimal places
“but round all answers to the nearest peso)

a/ P 21,960
b. P22,584
c. P23,467
d. P24,722

Boone Manufacturing had worked on two jobs, Job 101 and Job 102 last year. The
estimated manufacturing overhead for last year was P 30,000 (fixed) and P5.00 per
direct labor hour (variable) and estimated 2,000 direct labor hours. The factory

overhead control account has a balance of P 37,00 [
was 1,200 and for Job 102 was 1,000. 0. Actual hours used for Job 10
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3. What is the total spending varjance?
P4,000 unfavorable
P3,000 unfavorable

. P4,000 favorable
P7,000 favorable

o oe

4. What is the total production variance?
P4,000 unfavorable

P3,000 unfavorable

P3,000 favorable

P7,000 favorable

oo o

The following information relates to Fay Corporation for the past accounting period.

Producing Departments Service Departments

_ C D A B

Direct costs P15,000 P20,000 P80,000 P60,000
Proportion of service by A to: :

B - 10%

C 60%

D 30%
Proportion of service by B to:

A 30%

C 20%

D 50%

. Using the algebraié, method, department A’s cost allocated to department C is:

P48,000-
P58.800
P60,619
P98,000

pOooP
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3 to department C is
6. .Using the algebraic method, department B’S cost allocated p is:

a. P 7,794
" b. P13,192
C. P14,021
d. P29,021

application based on expected direct

ated at the beg. of the year.
Department B

AMR Corp. currently uses a firm-wide overhead

labor hours . The following information is anticip
Department A

Direct materials p 25.00/lb P 157(-]%(2)/“3-
Direct labor hours 10,000 O’OOO
Machine hours 2,000 ¢ 10,
Overhead P115,000 P 85,000/
- Labor rate V P 15.00/hr P 12.00/hr

7. If the firm maintains the current method, the overhead application rate is:
a. P 7.67/r.
b. P11.50/hr.
C. P13.33/hr.

d. P20.00/hr.
8. If departmental rates were adopted, what would be the rates for Departments A
(based on direct labor hours) and B (based on machine hours)

A B
a. P 11.50 P 8.50
b. P 11.50 P 17.00
c. P 57.50 P 8.50
d. P5750 - P17.30

Sensual Scents, Inc. uses a job-order cost system with machine hours as the overhead
base. At the beginning of iast year, Sensual estimated 38 ,000 machine hours and
P152,000 of manufacturing overhead costs. For the year, only 37,500 machine hours
were logged but P153,500 of overhead cost was incurred.

9. What is Sensual’s under-or overapplied manufacturing overhead?

a. P 1,500 underapplied
b. P 1,500 overapplied
C. P 2,000 underappld
d. P 3,500 underapplied
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T]le following information relates to Donna Corporation for the last year. Donna uses
direct labor hours as an overhead base.

Estimated direct labor hours 136,000 hours

Estimated manufacturing overhead costs P 108,800
Actugl manufacturing overhead costs 108,480
Applied manufacturing overhead costs 110,000

10. What was the actual number of direct labor hours worked last year at Donna?
a. 86,784 hours

b. 88,320 hours
C. 135,600 hours
d. 137,500 hours

D’Santos uses a job-order cost system with machine hours as an overhead base. The
following information relates to D’Santos for last year:

Estimated machine hours for the year 42,000
Actual machine hours for the vear 40,800
Predetermined overhead rate | P 1.50 per MH
Underapplied factory overhead P 2,600

11. What is the peso amount of the following items?
Estimated OH Applied OH Actual OH

a.. P61,200 P 63,000 P 60,400
b. P 61,200 63,000 65,600
- C. P 63,000 61,200 58,600
d. P 63,000 61,200 63,800

Justine Company budgeted total variable overhead costs at P180,000 for the current
period. In addition, they budgeted costs for factory rent at P215,000, costs for
depreciation of office equipment at P12,000 costs for office rent at P92,000, and costs
for depreciation of factory equipment at P 38,000. All these costs were based upon
estimated machine hours of 80,000. At the end of the period, the Factory Overhead
control account had a balance of P 387,875. Actual machine hours were 74,000.

12. What was the over or underapllied factory overhead for the period?
a. P 12,650 overapplied
b. P 12,650 underapplied
C.. P 108,850 overapplied
d.. P 108,850underapplied
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i - . : i it product co
Candice Company uses activity-based costing t0 determine the unit p t costs fo

external reports. The company has two products: Candy A 2"510 Ocz?:t); ”?_i]eThe AN}
production sales of Candy A is 10,000 units and of Candy B 15 4, p activi. o rfe li;!‘e three
overhead activity.centers, with estimated overhead cOSS and expecte ty as follows

ivi xpected Activity
Activity Est. Overhead — EC[; B Toml
Activity 1 25,000 150 _100 _250
Activity 2 65,000 800 200 1,000
Activity 3 90,000 1,000 2,000 T 3,000
13. The overhead cost per unit of Candy A under activity-based costing Is
a. P6.00
b. P9.70
C. P1.50
d. P3.00

The following information relates to Pure Corporation for the past accounting period.

~ Service Department Direct Costs
‘ A . P80,000
B 60,000
Producing Department
Ce 15,000
D | 20,000
Proportion of service by A to:
B 10%
C 60%
D 30%
Proportion of service by B to '
A 30%
C 20%
D 50%
14.. Using the simultaneous method, Dept. A’s allocated to Dept. C is
a. P40,000
b. P58,800
c. P60,619
d. P98,000
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Marvin Company uses a job costin | g oo
: € system and erhead t ucts on the
basis of direct labor cost. 8 5y applies overhead to prod

o t _ Job no. 75, the only job ix process on January 1, had the
following costs assigned as of that date: direct materials, P40,000; direct labor,

PSO,’OOO; and factory overhead, P120,000. The following selected costs were incurred
during the year 2016:

Traceable to jobs:
Direct materials
Direct labor

Not traceable to jobs:

Factory materials and supplies 46,000
Indirect labor

P 178,000
. 350,000 P523,000

: 235,000
Plant maintenance 73,000
Depreciation on factory equipment 29,000
Other factory costs 76.000 439,000

Marvin’s profit plan for the year included budgeted direct labor of P320,000 and
factory overhead of P384,000

15. Assuming no work-in-process on Dec. 31, Marvin’s overhead for the year was
a. P11,000 over-applied

b. P24,000 over-applied
C. P39,000 under-applied
d. P11,000 under-applied

Candice Corporation produces reusable christmas cards in two departments: Printing
and Laminating. These departments are supported by two service departments:
Personnel and Maintenance. Personnel uses the number of employees as an allocation
base and Maintenance uses machine hours, The expected level of activity for next
quarter is shown below:

No. of employees Machine hovrs

Personnel 40 :
Maintenance 60 L
Printing 120 60,000
Laminating 180 40,000

Allocations are made in the order shown above. Budgeted‘ costs for next quarter are
P93,000 for Personne! and P68,000 for Maintenance.
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16. What is the total amount of service cost that should be allocated to the Printing

Department under the direct and step method?

Direct method Step method
a.. P 68,700 P 77,070
b. P 77,070 P 78,000
c. P 78,000 P 81,100
d.. P 78,000 P 77,070

Super. Soak produces twa types of sponges: Natural and SUper-Su.ds... Both are
produced on the same assembly line but are considered separate divisions, The
company wants to know how to allocate manufacturing overhead to the products. The
. relevant data for the possible allocation bases are given below

Natural Super-Suds

Materials used P 40,000 P 25,000
Direct labor hours 20,000 35.000
Direct labor costs P 100,000 P145,000
Machine hours 6,000 15,000
Output units 25,000 30,000

The company incurred manufacturing overhead of P48,000.

17. Using direct labor hours, how much overhead will be allocated to the Super-Suds
P 29,544 ‘
P 30,545

P 30,455

P 34,054

oo o

18. Using machine hours, how much overhead will be allocated to the Natural ?
P 13,714
P 28,500

P 17,455
P 34,286

S ST O
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Hackers Corp. accumulated the following information for its two products, A and B.

i L i Product A Product B . Total
Production’ volume 2.000 1.000
Total direct labor hours ‘5’()0() 70’000 25,000
Setup cost per batch 5 1,000 1;2’000 ,
Batch size ’100 ’ 50 :
Total set-up cost incurred P20,000 P40,000 P60,000
Direct labor hour per unit 2 { ’

A traditional costing system would ‘allocate set-up costs on the basis of direct labor

hours. An ABC system would frace costs by spreading the cost per batch over the
units in a batch. .

19. What is the set-up cost per unit of Product A under each costing system?

Traditional ABC System
d.. P4.80 P10.00
b. 2.40 10.00
C. 40.00 200.00
d. 4.80 20.00

A summary of the usage of the service department services by other service
departments as well as by the two producing departments is as follows:

Equipment Building  Production Dept.

Service Cost Center Supervision Maintenance Occupancy Dept.] Dept.2
Supervision -0 10% 5% 40% 45%
- Equipment maint. 0 0 0 45% 55%
Building occunpany 10% 10% 0 35% 45%

Direct costs in the various departments are as follows:

Department Direct Cost Label
Supervision P 35,000 S1
Equipment maintenance 30,000 S2
Building occupancy 90,000 S3
Production Dept. No. 1 350,000 Pl
Production Dept. No. 2 450,000 P2

20. If the direct method of allocation is used, how much of the supervision
“department’s cost would be allocated to the building occupancy department?
(Start with Building occupancy, then Supervision) -

a.. 0 ,
b. P1,750 ‘ - .
C. P3,500
d. Pps5.250
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sed, how much of the equipmep

21. If the direct method of allocation 1S uduction department No. 17

maintenance costs would be allocated to pro

a. 0
b. P 13,500
C. P 16,500
d. P 30,000

‘ ‘ llocat
22.1f the step method of allocation is used, how much would be allocated from

supervision to production department No. 1

a. P 14.000
b. Pl16471
€. P17,600
d. Pi185s26

23. If the step method of allocation is used, how much would be allocated from
supervision to building occupancy?

a. 0

b. P1,750"
c.  P2200
d. P2,444

Stargazer Company logged 7,250 machine hours for the month of June. P42,500 was
spent for manufacturing overhead and this overhead is allocated on the basis of
machine hours. The company operates 5 departments; however, one department was
closed for the month of June due to poor market conditions for its product. It was
decided that this department (#3) should be allocated a lump sum of P5,000 as

its share of June overhead.

24. If this policy is followed, how much overhead would be charged to Department
2, which used 1,750 machine hours? '

a. P 1,207
b. P 9,052
c. P10,259
d. P20,714
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Consolidated Magnets, Inc. has 3 plants, Each plant produces identical magnets but
uses different manufacturing processes. Each plant sells to different customers,
setting its prices. Headquarters’ costs total P350,000. Factors that are considered for
allocation purposes are as follows:

Payroll Unit Volume Peso Volume Assets
PlantA P 335,000 15,000 P 500,000 P 300,000
Plant B 450,000 19,000 900,000 . 600,000
Plant C 280,000 17,500 750,000 800,000
Totals P1,065.000 51,500 P 2,150,000 P1,700,000

25. What is the amount of headquarters* costs allocated to Plant A if payroll is used
&s the allocation base? . ‘ |

a. P 75,053
b. P 92019
c. P 110,094

d. P 1,019,357

26. What is the amount of headquarters’ costs allocated to Plant B if sales volume, in
pesos, is used as the allocated base? |

a. P 81,395
b. P 129,126
c. P 146512
d. P 268,605

Camille Company has underapplied overhead of P45,000 for the year ended
December’'31. Before disposition of the underapplied overhead, selected December
31 balances from Camille Company’s records are as follows: -

Cost of goods sold P 720,000
Inventories
Direct materials 36,000
Work in process ' 4 54,000
Finished goods 90,000

Under Camille’s cost accounting system, over or underapplied overhead is allocated
to appropriate inventories and cost of goods sold based on year-end balances.

27. In its income statement, Camille should report cost of goods sold of

a. P 682,500
b.. P 684,000
C.. P 756,000
d. P757,500
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ies food and other products tq its

| . 1
_Happy Burger Co. has a commissary that 5‘:5‘; uter services (S1) and administration
restaurants. It has two service departments, € a]ting departments, food products (P1)

and maintenance (S2), which support two Oper : edu
and supplies (P:z)(, )As intemalpguditor, you are checking the procedures for Cost
allocation and find the following results:
Costs allocated to P1:
P 30,000 from S
? from S2
Costs allocated to P2:
P 15,000 from S2
? from S1 ‘
Total cos(t)s for the two service departments. - P 80.000
S2°s services are provided as follows:
20%to S1
50% to P1
30% to P2
28. Using direct method of allocating service department costs, compute the total

service department costs incurred by S2.

a. Zero

b. P20,625
c. P 40,000
d. P 50,000

Porthos Co. has identified an activity cost pool to which it has allocated estimated
ovehead of P1,920,000. It has determined the expected use of cost drivers for that
activity to be 160,000 inspections. Product W require 40,000 inspections and Product
X require 30,000 inspections.
29. The overhead assigned to product W is

a. P 40,000

b. P 640,000

c. P 360,000

d. P 480,000

30. The overhead assigned to product X is
a. P 30,000
b. P 640,000
¢. P 480,000
.d. P 360,000
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ACCOUNTING FOR LABOR
[ EARNING OBJECTIVES

Upon Compljenon' of this chapter, you should be able to
o Distinguish between and account for direct

in the production process. |

|

o Identify the three activities involved in accounting for labor. 'f

.
d Unders'tand the consequences of and be able to account for employee and
employer taxes and fringe benefit costs

o Identify the guaranteed wage and incentive plans that may be used.

and indirect labor as they are used ..

~ Labor is the .physu.:al or mental effort expended in manufacturing a product. Labor
cost is the price paid for_ using human resources. The compensation paid to employées
who.engage in production related activities represents factory labor. The principal
labor cost is wages paid to production workers. Wages are payments made on an
hourly, daily, or piecework basis. Salaries are fixed payments made regularly for
managerial or clerical services. However, in practice, the terms “wages” and salaries”
are often incorrectly used interchangeably. ' |
Factory payroll costs are divided into - a) direct labor, and b) indirect labor, Direct
labor represents payroll costs that are allocated directly to the product and is debited
to the work in process account. Indirect labor costs of labor costs incurred for a
variety of jobs that are related to the production process but are considered either too
remote or too insignificant to be charged directly to production. Indirect labor costs
are charged to the factory overhead control account. Included as indirect labor are:
salaries and wages of the factory superintendent, supervisors, janitors, clerks, factory

accountants, and timekeepers.

The accounting system of a manufacturer must include the following procedures

for recording payroll costs.
) L. Recording the numbers of hours uscd in total and by job.

i, Recording the quantity produced by the workers.
3. Analyzing the hours used by employees to determine how time is to be charged.
4, Allocation of payroll costs to jobs and faptory 0

S Pr eparation of the payroll, includ ing computatio
. Bross earnings, deductions, and net earnings. |

verhead accounts. .
n and recording of the employees



Cost Accounﬁng
258

' : s , companies. T ]
-}Y‘:"(C;Eélih(;;gfem wage plans that &% s u::i(:)nb)and sh%uld bcom;];‘? E}.“"
established by management is approved byththt; lans are: hourly-rate Dlan.dpieih
regulations of governiment agencies. Some of these P » Plége.
rate plan, and modified wage plan.

Hourly-Rate Plan .
Under this plan. a definite rate per hour 1s set
wagces are calculated by multiplving the rate per
The hourly-rate plan is simple to use but does not prov ge ]
to achieve a high level of productivity. The employee 15 pal

.

job.”

for each employee. The employee
hour by the number of hours workeqd.
vide incentive for the employe.
d for merely “being on the

Piece-Rate Plan = h Ert
Under a piece-rate plan, earnings are calculated by multiplying the employee's cutpy

by the rate per piece. The plan provides an incentive for the employee 1o produce
more. However. the employee might sacrifice quality to maximize earnings.

Modified Wage Plan ‘
This plan combines the features of hourly-rate and piece-tate plans. An example ofz

modified wage plan would be to set a minimum hourly wage that will be paid by the
company even if an established quota of production is not attained by an employes. If
the established quota is exceeded, an additional payment per piece would be added to
the minimum wage level.

CONTROLLING LABOR COST

Maintaining labor records is the responsibility of the time-keeping and payroll
departments. The time-keeping department accounts for the timevspent by the
employees in the factory. The payroll department computes each emplovee's-gross
earnings, the amount of withholdings and deductions, and the net earnines to bf;Paid
to the employee. =

The departmental responsibilities of time-

Keeping and : by

i intaini 2 ’ . carried oul D)

completing and maintaining the following fonnspana reco gs} adr ik
Time-keeping ras:

. Payroli
Clock cards Payroll records

Time tickets
Production reports Employee’s earning records
Payrol] summaries
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ACCOUNTINI..G FIOR LABOR COSTS
For ol r?g:il'fgd OlUT) eln[é‘loyees! the hours worked should be recorded on a time
cket or individual production report ’ i

; The time ticket s , :
ing time on each b - 1cket shows the employee’s starting
and St?ggn %epoms are uSé]g bi’ HIL I‘_dlc Of'Pﬂy, and the amount of earnings. Individual
: ,r(,)du" iece rates. The time ?S ;ad of time tickets when labor costs are calculared
uSl'lllg Easis The pay rates zldets and production reports are sent to payroll on a
daily ) ? gross earnings are entered ‘eports are
forwarded to accounting.  Cost ac € b (UG LG TEp

tountants sort the time tickets and production

arge t iy

reports znd'[;he a%z het'labor costs to the appropriate jobs or department and factory
overhead. ounting department records the carnings in factory overhead ledger
and on the labor cost summary.

The ‘labor co§t summary is used as the source for making a general journal entry to
distribute payroll to the appropriate accounts. The entry is then posted to the control
accounts, Work in Process and Factory Overhead in the general ledger.

In preparing the labor cost summary from the tickets, it is important to scparate any
overtime from an employee’s regular time because the accounting treatment may be
different for each type of pay. Regular time worked is charged to job debiting Work
in Process. Overtime may be charged to jobs, to factory overhead, or allocated partly

to jobs and partly to overhead. Overtime distribution depends upon the conditions
creating the need for overtime hours,

If an employee works beyond the regularly scheduled time but the employee is paid at
the regular hourly rate, the extra pay is called overtime pay. If an additional rate is
allowed for the extra hours worked, the additional rate earned is referred to as
overlime premium. The premium pay rate is added to the employee’s regular rate for
the additional hours worked. The premium rate will depend on the collective
bargaining agreement (CBA) between management and the union,

To itlustrate how a payroll is calculated where overtime prer'ni'm:n is a factor, assume
an employee regularly earns P 30 per hour for an 8-110urday. If called upon to \xiork
more than 8 hours in a working day, the company will have to pay overtime premium
for hours worked in excess of 8. hours.. Assuming the employee works 12 hours on
Monday, is paid 50% overtime premiuim (time-and-half) the earnings would be
calculated as follows: |

) h oy

Direct labor - 8 hours at P 30 L Fatsh P 240
Direct labor - 4 hours at P30 h | f:() 40
Factory overhead (overtime premium - 4 X 15— P 420

Total earnings
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philHealth contributions

[Tthe amoun contributed by the employer is equal to the amount deducted from the
employee’s salary or wage. The maximum deduction per table P375.00 for salaries
P30,000 and over. The contribution of the employer, maximum, is also P375.00 .
Benefits are enjoyed when the employee is hospitalized. The amounts reimburseable,
" a“'OWE.d by law, are professional fees, room, medicine and other expenses (amount is
paid directly to the hospital. For our example — an employee with salary of P10,000,
the deduction is P125.00 from the employee’s salary and same amount is contributed
by the employer. The total amount of P250.00 is credited to the employee’s name.

Pag-ibig Funds Contribution

The amount deducted from the employee’s salary is equivalent to 3% of basic or P100,
whichever is lower. The contribution of the employer is also equal to the amount
deducted from the employee. Some of the benefits are: educational loan, salary loan,
housing loan. Upon retirement, the total amount deducted from the employee’s salary
plus the contribution of the employer plus dividends earned will be returned to the
employee

ILLUSTRATIVE PROBLEM 1

The Ingrid Manufacturing Company pays employees every two weeks. Monday, May
1, is the beginning of a new payroll period. The following payroll summary is prepared
by the payroll department and fcrwarded to accounting for recording:

Payroll Summary
for the period May 1-14
Factory Sales and
Worker = Adm. Employee Total
Gross Earnings P1000000  P2000000  P30.000.00
Withholdings & deductions: "
Income tax P 1,979.25 P 2,833.33 P 481258
SSS Premiums 333.30 500.00 833.30
PhilHealth contributions - 125.00 250.00 375.00
Pag-ibig contributions 100.00 100.00 200.00
Total deductions P 253755 P_3.683.33 P6.220.88

Net earnings P 746245 P16,316.67 P23,779.12
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oy ded as follows:
After the data are verified, a payroll voucher is authorized and recor >
May 14 Payroll | P2 0(;? 4,812.58
Withholding Tax payable . 833.30
SSS Premium Payable 375.00
PhilHealth Contributions Payable 200.00
Pag-ibig Funds Contributions Payable 23779.12
Vouchers Payable j
To record the payment of the net earnings tO employees, the following entry is
required: 23 779.12
M . P ,779.
ay 14 Vouchers Payable P 2377912

Cash

Assuming that of thé total factory’ payro‘ll of P10,000 - P3,000 is indirect labor, the
entry to record the distribution of the payroll is:

Work in Process . F 7,000
Factory Overhead Control 3,000
Selling & Adm. Expense Control 20,000
Payroll ' P 30,000

The following schedule provides the information necessary to record the employer’s
payroll taxes for the period.

SSS Premiums . PhilHealth ~ Pag-ibig Total
Factory payroll 706.70 125 100 93170
Selling & Adm. 1,060.00 128 100 1,285.00
Total 1.766.70 s 280 1200 2,216.70
The entry to record the employer’s payroll taxes is as follows:
Factory Overhead Control P 93170
Selling & Adm. Expense Control _ 1,285.00
SSS Premiums Payable P 1766.70
PhilHealth Contributions payable ’ 2 50' 00
Pag—ibig Funds Contributions Payable ; 200' 0()

CLASSIFICATION FOR LABOR

1. Direct labor - labor identified with particular
feasnble to be measured-and t.harged to specific pro

p10d|ucts which is considered
duction order cost sheet
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7. Indirect labor
bor identi ith partie oy
a. }[Ja Oea*u' tlﬁgd lW”h Particular products but which is not considered feasible
ﬁ “g be fe an dC 1arge 1o a specific production order.,
b. Labor expected for the benefit of production in general and not identified with
particular products.
3. Labor Overhead

a.. Waiting time or idle time - .

ost of non-productive hours of direct labor
caused by lack of w

o ork, waiting for materials delays from scheduling,
machine breakdown and machine set-up.. For example, when a new job is

being “set-up” for production, some workers may temporarily have nothing
to do. If th.eir idleness is normal for the production and cannot be avoided the
cost %dle time should be charged to factory control. ‘Let us assume Maxinc
Garc_la spent 36 hours on Job 101 and was idle for 4 hours during the week
Maxine’s rate is P50.00 per hour for a 40-hour week, as per union contract.
The following entry should be made to record Maxine’s total wages.

Work in process Job 101 (36 hrs. x P 50) 1,800
Fyctory overhead control - Idle time ( 4 hrs. x P50) 200
Accrued payroll 2,000

b. Make-up pay — When payments to an employee are based solely on the
number of units produced, the employee is said to be paid at a “piecework”
‘rate. Many companies will pay employees a minimum wage but they can
earn more If they produced more. This labor payment system benefits new
employees because it guarantees them a minimum salary while they are
learning their new job (during which time they usually do not produce
enough units). [f the output multiplied by the piece rate results in an amount
less than the guaranteed wage, the difference is charged to factory overhead
conirol. If the output multiplied by the piece rate results in an amount greater
than the guarantecd wage. the employee is paid the amount earned. Let us
assume Maxine Garcia i1s paid P15.00 per piece produced and during the
week she produced 80 pieces. If the guaranteed weekly pay is P1,500, then
the difference between P 1,500 (guaranteed pay) and P1,200 (actual pay) is
charged to factory overhead control. The entry to record Maxine’s pay is

‘Work in process — Job 101 I, 2()0 '
Factory overhead control. — Make-up pey 300 ]
Accrued payroll 1,500

If Maxine, in the previous illustration ) is guaranteed a weekly pay of
P1,000, then the entry will be . |
Work in process --Job 1011 80 x Pls) 1.200
Accrued payr(ﬂ ! ' £ 1,200
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amount paid, in excess of regular rate, 1,
< : -

f 8 hours in a day, Of working durmg
nings represent the total hours worked,

C. Overtime premium — represents
employees working in excess 0
holidays or their rest day. Regular ear - e orenil. Fesies
including overtime hours, by the regular rate. Ove : ents

um rate. The premium rate for

the overtime hours multiplied by the premi '
. . xample i :
overtime is usually some fraction of the regular rate. Fore ple if Maxine

worked for 45 hours during the week and she paid time ad a half then the
entry will be

y . - S~ 2. —75
Work in process ( 45 hours x I 50) ) 12
Factory overhead control (5 hours X pP25) <

Accrued payroll

u O

2,375

If overtime results from the requirements of a specific job and not from
random scheduling the overtime premium should be charged to the specific
job that caused the overtime. For example, if the overtime worked by
Maxine was caused by a rush order and the customer has agreed to pay for
the special service, then the premium will be debited to work in process
instead of factory overhead control

d. Shift premium - extra pay to work during less desirable evening shift (2 pm
to 10 pm) or night shift (10 pm to 6 am). This shift premium, or shift
differential, should be charged to factory overhead control rather than work
in process. Assume that Maxine is assigned to night shift and is paid a shift
premium of P20 per hour, the entry for her pay will be

Work in process (40 hours x P 50) 2.000
Factory overhead control ( 40 hours x P 2() 8§00
Accrued payroll » 2 800

€. Employers’ payroll taxes — amounts remitted to differenct government

agencies for SSS premiums, PhilHealth contributi .
o . s ]tI] . 3 Q,
contributions. butions, and Pag-ibig
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GROSS EARNINGS OF EMPLOYEES

[. Wages - gross earnings of an employee who is paid by the hour for only the actual
hours worked.
2. Salaries - gross earnings of an employee who is paid a flat amount per week or
month regardless of the hours worked in a period.
3. Gros§ earnings - the compensation of an employee and includes regular pay and
overtime premiums.
PAYROLL DEDUCTIONS
1. Employee’s income tax - the amount of tax to be withheld each period depends
on the following: :
a. Amount of the employee’s earnings.
b. F requency of the payroll period, and
~ C. Classification of the taxpayer and number of qualified dependents.
2. Social Security System premiums - levied against both the employer and the
employee (based on table provided).
3. PhilHealth Contributions - levied against both the employer and the employee
in equal amounts (based on table provided).
4, Pag-ibig Contributions - levied against both the employer and the employee in

equal amouﬁts (based on table provided)
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TRUE - FALSE QUESTIONS ; -

Indicate whether the following statements a

re true or false by inserting in the blank

space a capital “T* for true or “F”" for false.

1.

h

In ideal circumstances, each payroll check 1s delivered personally to the

employee who signs a receipt for it.
The amount of income taxes withheld from employee gross pay is ay
expense to the employer. ‘

d Payroll and crediting Cash whep

An entry is made debiting Accrue ! _
Il checking account are issued,

payroll checks drawn against a payro

To better provide for a good division of labor, one individual .should be
in charge of time keeping and payroll record kceping and distribution
functions. ‘

To avoid congestion at the time clock, it is desirable that one employee
punch in or out for several other employees.

Remuneration for manual labor, both skilled and unskilled, is
commonly referred to as salaries. '

7. Total factory labor cost is composed of direct labor and indirect labor.

8. Direct labor cost is recorded by a debit to Work in Process account.

9. Payroll deductions are based on the gross earnings of the employe®

(regular earnings plus overtime pay).

10. The amount debited to the Work in Process account represents the total

amount of direct labor (at resular ¢ &8 S
, ate) ch . hs 1N
process. © ) charged to the different jo
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PROBLEMS

’

Problem 1

The Evergreen Company produces tools on a job order basis. During May, two jobs
were completed, and the following costs were incurred:

| | Job 401 Job 402
- Direct materials P 28.000 P 37,000
Direct labor - regular 118,000 23,000
overtime premium ' 6,000

Other factory costs for the month totaled P 16,800. Factory overhead costs are
allocated one-third to Job 401 and two-thirds to Job 402.
Required:

a) Describe two alternative methods of recording the overtime premium and explain
how the appropriate method affect the cost of each job.

b) Compute the cost of Job 401 and Job 402 under each of the two methods.

Problém 2

A weekly payroll summary made from time tickets shows the following data:
o Exemption Number of Hours

Employee Status’ Classification Rate/Hour Regular Overtime

Austria, B. 'S Direct P 36 40 2

Bautista, D. ME Direct 36 40 3

De Santos, M. ME -2  Direct 45 40 4

Motus, R. HF - 4  Indirect 30 40

Reyes, A. HF Indirect 30 40

Overtime is payable at one-and-a-half times the regular rate of pay for an eniploy:’:e.

Required '
a) Determine the net pay for each employee.
b) Prepare journal entries for:

1. recording the payroll.

2. payment of the payroll.

3. "distribution of the payroll..

4. the employer’s payroll taxes.
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Problem 3 . vorkers : :
The Norman Company recently adopted an incentive DI w080, T
P7.50 per unit with a guaranteed minimum Wage Of g 1‘\'1 / }1)9 2019. All empl;ye .
report on employees’ productivity for the week ending May 17 =S
worked the full 40-hour week.

UMMARY .
‘W"EE"I‘ELXL—ET__NITI‘-S PRODUCED

EMPLOYEE’S NAME

— 240
R Cruz 36
J.. Briones = 5
C. David . 2
A. Mendoze ' 240
F. Rivera 225
R. Tolentino 285

Required:
1. Compute each employee’s gross pay
2. What amount should be charged to work in process?
3. What amount should be charged to factory overhead control?

Problem 4
A rush order was accepted by the Ty-Nee Trailer Company for five trailers. The time
tickets and clock cards for the week ended March 27 show the following:

Time Tickets - Hour distribution

, Exemption Previous Trailer Trailer  Trailer Trailer Trailer
Employees Status Hours Earmings  #1 #2 #3 #4 #5
Castro S 42 P5,600 all time spent supervising
Ardina ME3 45 7,500 10 10 10 10 5
Briones ME 48 6,500 24 24
David S 48  6.200 24 24
Fajardo ME 45 5900 15 LS 15
Tomas MEI1 42 5,800 24 8
Villas ° ME 40 5,200 20 10

All employees are paid P40 per hour, except Ardina, who receives P50 per hour. All
overtime premium pay except Ardina’s is chargeable to the Job and all employees,
including Ardina, received time dnd a half for overtime hours. The previous earnings
were not subjected to deductions, such payroll deductions are madF; on the last pay
for the month

Required

1. Calculate the total payroll and total net earnin
on trailers are charged to factory overhead.

gs for the week. Hours not worked
2. Prepare entries to record, pay, and distribute ti\e payroll
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MULTIPLE CHOICE QUESTIONS

1. Employers are required to
the calendar year. These fo

W

oo

a

b
C.
d

prepare W-2 forms for every employee at the end for
'ms are used by the employee for:

filing for social security benefits when retired.

filing an income tax return every year

filing for unemployment benefits when unemployed.

determining how much income tax to withhold from an employee’s earnings

for each pay period next vear.

. The employer’s portion of $SS premiums is;

an expense for the employee.
an expense for the employer.
a revenue for the employee.
arevenue for the employer.

Income taxes withheld are levied on the
a.

b
C.
d

employee only.

employer only.

both employee and employer in equal amounts,
both employee and employer in unequal amounts.

“Take home pay” or net pay means
a'

oo

gross pay plus the amount paid for you by your employer for SSS premiums
and Medicare Contributions.

gross pay less all deductions.
the mount earned per hour times number of hours worked.

gross pay less only income tax withheld.

Which of the following deductions are not levied on the employer?
a. Income taxes withheld.

b. $SS premiums.

C. Medicare contributions.

d. none of the given.
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4 daf mployees for each ;
6. Which of the following is usually prepared daily by emP Job

worked on?
a. Labor time ticket
b. Time card

C.  Punch card
d. Cost control card

7. Factory workers fringe benefits are usually leafged to

Work in process account
Direct labor

Administrative expense

o6 o

Factory overhead control

8. Idle time of factory workers is usually charged to
a. Work in process account
b. Direct labor
C. Administrative expense
d. Factory overhead control

9. .Overtime premium , incurred on rush jobs as requested by the customer, who has
agreed to pa for the special service, may be charged to

Work in process account
Direct labor

Administrative expense

fo oW

Factory overhead control

10. Fringe benefits of sales personnel is usuall charged to
a.. Work in process account |
Administrative expense

b
C.. Selling expense
d.. Factory overhead control
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 orkers, paiC% at a wage rate of P10.50
Tw'enfy Job 1010 during the past week, Fj
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\ hpcr hour, worked 40 hours each%

Sy & ght other who are paid at a wage rate o

7.50 per hour, spent half of .tl.le“‘ 4,0'h°UI' week on Job 101'0I and the rerngainder of

Pl e on Job 101 1'1“ addition, Kyle Motus, a part-timer, worked on Job 1010 for

pours but was unable to work 4 hours because of the inefficiency of his fellow

qorkers in a prior St’;lge]. Kyle earns P9.25 per hour, Salaries for supervisors and
sintenance personnel related to Job 1010 and 101 amounted to P1,250.

i Assuming tl?at payroll withholdings are ignored and Jobs 1010 and 1011 are the .
onlyjobs being performed, what is the entry to record labor cost?

a. Work in process inventory- Job 1010 ‘ 10.373
Work in process inventory- Job 1011 1;825
Factory overhead control 17
Payroll payable ' 127235 .
--b. Work in process inventory- Job 1010 9,748
Work in process inventory- fob 1011 1,200
~ Factory overhead control 1,287
5 Payroll payable ] 12,235
¢. Work in process inventory- Job 1010 . 9,748
- Work in process inventory- Job 1011 1,200
- Factory overhead control 37
Loss , 1,250
~ Payroll payable ’ : 12,235
- d. Work in process inventory- Job 1010 10,998
Work in process inventory- Job 1011 1,200
Factory overhead control 37

Payroll payable 12,235

F&B Company pays time and a half for hours in excess of 40 hours per week. An
individual is paid P24.00 per hour and worked 44 hours a week.

12 The weekly earnings of the employee will amount to

= & P 960
b. P12
C. P 1,104

d

P 1,036
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M | : ing information
- - Escudero Manufacturing Co. has provided you with the following mlt;0 135,000
Raw materials purchased . 100,000
Beginning raw materials inventory 175,000
Ending raw materials inventory i
Factory overhead (including P85,000 of ',“d”eCt : 227,500
labor and P 20,000 of indirect materials) 9 60’000

" Total manufacturing cost
. 13. Direct labor cost for the year amounted to

a P 677,500

b. P 382,500 \
C.: P 642,500 4

_d. P 692,500 | o &

Ronald Factory provides for an incentive scheme for its factory workers which-
features a combined minimum guaranteed wage of P875 per week and piece rate of
P11.25. Production report for the week show.

Employee Units produced
R 67
O 78
L 80
3 A 82
N 72
D 75
14. The portion of the weekly payroll that should be charged to factory overhead is
- a. P5,325.00 .
‘b. P5,275.00 :
C. P5,217.50
d. P 21750

Litton Mfg. Co. pays their employees on a combined minjmum

rate plan. The minimum guaranteed daily wage is P420.

produces more than 10 shirts receives a bonus.

15 If Mr. Unson produced 14 shirts, what
overhead control?. :

rate and piecework
‘Any employee who

amount should be charged to factory

a. 0
b. P 88
c. P268
d.. P 168
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PROCESS COSTING
| EARNING OBJECTIVES

ypon completion of this chapter, you should be able to
» Define process costing and differentiate. from job order costing
o Define the characteristics of a process cost system
o Compute for the equivalent production
o Discuss and prepare a cost of production repor

t

The basic purpose of cost accounting is the accumulation of data designed to provide

management with accurate information on the cost of manufacturing a product. The
appropriate cost accounting system for a particular entity depends on the nature of
manufacturing cperations.

When a manufacturing process involves the continuous production of identical units

rather than distinguishable job lots, there can be no job orientation. When there is no

obvious start or finish (because the manufacturing process is endlessly repetitive), we
use a procéss—costiné system to accumulate and allocate manufacturing costs. In
using process costing, all manufacturing costs are allocated first to departments or
processes. Departmental or process costs are then allocated to units of product as
units are completed. Instead of using job-cost sheets, the costs associated with each
department are summarized on a cost-of-productions report, with one report per
department for a period of time. At the end of each period, the costs accumulated on
each such.report will be allocated between end-of-period work in process and units
transferred to the next process, of, in the case of the fi nal process, to finished goods.

A process cost system determines how manufacturing costs incurred during each

period will be allocated. The allocation of costs within a department is only an
information step, the ultimate goal is to compute total cost. per unit for income
determination. During a period some units will be started but will not be completed
by the end of the period. Consequently each department must determine how much of
the total costs incurred by the department is distributed to units still in process and

' ‘how mucl: is attributable to completed units.
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_ o :
, sED BY THE
PROCESS COSTING MELHODS ARE LS leumn, textiles; steel, rubber, cement

: : ro
1. Industries producing chemicals, pet sugar, and coal.
flour, pharmaceuticals, shoes, plastlcsi, s, bolts, an 4 small electrica]
2. Firms manufacturing items such a8 rivets, SCIEWS:
parts: - iters, automobil
3. ‘Assembly-type industry which manufactures typewrit es,
4

airplanes, and household electric appliances:
‘ d heat.

o : Y
Service industries such as gas, water af

L

CHARACTERISTICS OF A PROCESS COST SYSTEM

1. Costs are accumulated by department or cost center | |
, entory ac
2. Each department hasits own general ledger Work m }’r gcgsstll]zvde arrtymen?;sé
This account is debited with the processing costs incurred by p

credited with the cost of completed units transferred to another department or to

finished goods inventory. \ |
3. Equivalent units are used to restate — work in process In

completed units at the end of a period. |
4. Completed units and their corresponding costs are ransferred to the last

department or to finished goods inventory. By the time units leave the last
processing department, total costs for the period have been accumulated and can
be used to determine the unit cost of each and total finished goods.

5 “Total costs and unit costs for each department are periodically calculated and
analyzed with the use of department cost of production report.

ventory to terms of

COMPARISON OF JOB ORDER COSTING AND PROCESS COSTING

A job order cost accumulation system is most suitable when a single production of

batch or products is manufactured according to a customer’s specifications. A
process cost accumnulation system is used when products are mangféctured/b ‘6iﬂ1
mass production techniques or continuous processing. . Process costing is ~)iltable
when homogeneous products are manufactured in large voluﬁlé A costing 1s su o
manufacturer would use a job order cost system whereas a Sustornized 589 ce
jars of peanut butter would use a process cost system. manufacturer of §-oun

Under a job order cost accumu]ati.on S}'Steln the '
. ‘ . the thre; m oduct’
-, (direct materials, \d1rect labor, and factof}" 0\ft;rhead ar - ‘616 i a prod o o
€ accumulated according to

T ————
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. tifiable jobs. Individual work :
ident! ) ual work i process inventory subsidiary cost sheets are set

ach and are charged with ¢ .
up for each ged with the co 5t . .
ordered units. Upon completion of eSt B lon oo produstion of the specifically

: ach j i : ] ;
process 0 finished goods inventory. h job, its cost is transferred from work in

Under a process Cost system, the three basic elements of a
accumulated ac;:ordmg to department or éost center
inventory accounts are set up for each d .

incurred in the processing of the units that pass through them. Upon completion of

the process, the cost of work in process inventorv i i
: 8t ot in the rred
to finished goods inventory, Y sk deparment ® V’Wmee )

product’s cost are
_ Individual work in process
cpartment and are charged with the costs

As qnumer ated in ‘Chapter 1, there are four major differences between process costing

and job grder costing. Both require accumulating the costs of goods and services. But

a key shi?fgrence occurs in computing unit costs. The unit cost of a product results

from dividing }he accumulated cost by a measure of volume. The denominator under

job order costing is the actual units while under process costing, it is the equivalent

units of production. Equivalent unit refers to the amount of work actually performed

on products with varying degrees of completion, translated to that work required to

- complete an equal number of whole units. Another key difference is the time of”
computing the unit cost. Under job order costing the unit cost is computed upon the
completion of the job. The job may be completed on the first week of the month,
second week, third week. Or last week of the month. The total costs of the jobs
remaining uncompleted will be the work in process inventory, end. Under process
costing the unit cost is computed at the end of the month.

" JOB COSTING -
/ Job 101
Materials .
Labor Job 102 | FGoods | | CofGS

Factory OH

\ Job 103
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. A ds Sold-
- Work in Process E_ims.b.@d—(-’—@—@ y XX
XXX | XXx o XXX X
PROCESS COSTING
= Process A
Materials
Labor >|{ Process B
Factory OH
: 5> | ProcessC |y| FGoods | 5| CofGS

WP-Dept.A WP-Dept.B WP-Dept.C Finished Goods C of GS
XX | XX _y XX ’xx._;rxx‘xx% XX

XX 5 XX

In a process system, a product may flow through several

completion. Materials may be started in Dept. A, Both th
identified for Dept. A over a period of time, such as a mo
completed in Dept. A, the units with their costs are transfer
~ Dept. B. Additional costs will be incurred and accounte
completion of the operations in Dept. B, the units with thei
transferred to the next department. In each department, the

operations on its way to
e units and costs will be
nth. When the units are
red to the next operation,
d for in Dept. B. At the
r accumulated costs will be
unit cost will be computed
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by dividing costs incurred by the equivalent
order costing, the equivalent production is |
are completed at the time the yp; !
share in the cost equally. Under
end of the month and it wi]] not
as the completed.

production in the department. Under job
15 not being used because all units in the job
L cost is computed, so it is but proper that the units
Process costing, some units are still in process at the
be fair to charge these units in process the same cost -

PRODUCTION BY DEPARTMENT

[n a process cost system, when
transferred to the next processin
costs. A compete unit of one

units are completed in one department, they are
§ department accompanied by their corresponding
-OmE . department becomes the raw materials of the next
department U{Ttll the units reach finished goods. Thus the output of Department |
becomes the input of Department 2. Department 2 receives both the units produced
by Deparm.]ent ‘l and the costs carried by such units. When Department 2 completes
its processing, It transfers out the units and the costs it received from Department 1
plus any cost 1t incurred while working on the units. The costs of a unit grow larger as
it progresses along the assembly line from one department to the next. For example,
“Sunbloc manufactures chairs and uses three departments to produce one chair,
Department 1 cuts and cleans the wood at-an average cost of P 45.00 per unit. The
wood are then moved to Department 2, where they are assembled and put together at
an average cost of P 15.00. The next stop is Department 3, where they are painted at
an average cost of P 25.00 per unit. The completed chairs are transferred from
Department 3 to finished goods inventory. The total unit cost of one finished chair is
P 85.00, computed as follows: ’

Department | P 45.00
Department 2 15.00

Department 3 25.00
Total unit cost added P__85.00

Generally, the cost per unit increases as units flow through each department. The unit
cost can decrease when units pass through a department if volume is added to the
product.
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SYSTEM FLOW

Cost Accounﬁng

1 st
Units and costs flow together through a pr ocess €O
€quation summarizes the physical flow 0

system, The followmg

/

£ units in a department.

UNITS TO ACCOUNT FOR UNITS Aclf(zgl\tl;gnlﬂsg r1:@((;11
Beginning units in process M its complete -
. .

Units started in process or =

nits' completed and on hand

Received from previous dept. (-

4+
+

Increase in units due addition of )~ Units in process end

Naterials -

PRODUCT FLOW

A product can flow through a factory in three different ways. These product flow
formats associated with process costing are;

1.

Sequential product flow — in a sequential product flow, the initial raw
materials are placed into process in the first department and flow through
every. depapgment in the factory. Additional materials may or may ot be
added in the subsequent departments. All items purchased go through the
same processes in the same sequence. A flowchart presentation of sequential
product flow is presented below..
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2. Parallel product flow
~ time and then brought
transferred to finished g

- certain portions of the work are done at the. same

tOgether for the final process and upon completion
oods inventory.

Cabinet
. Components

es to different departments within the factory,

3. Selective - the product mov
Several products are produced

depending upon the desired final product.
from the same initial raw materials
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e Product Flow

" Selectiv

PROCEDURES - DIRECT MATERIALS, DIRECT LABOR AND
FACTORY OVERHEAD

The use of a process cost system does not alter the manner of accumulating direct
materials, direct labor and factory overhead costs. The normal procedures of cost
accounting are used to accumulate the three product cost elements. Process costing is

concerned  however with the assignment of these costs to the appropriate
departmental Work in Process Inventory account. .

DIRECT MATERIALS

The entry to record the issuance of dj :
' y | 5 irect materials t : i
ety o Department 1 during the p-eﬂod
Work in Process — Departieny |
- Materials ‘ : ' AXXXX
: XXXXX
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"pirect materials are always added in the firgt proceccd

direct m"“er“_‘l SOSL in later brocessing departments.  The accumﬁlation of direc%
material cost is much simpler in a process cost system than in a job order cost system
 Fewer journal entries are generally required under proce'ss cosi system., The gumbér
of departments using direct materials is usually less than the number of fobs requirin
direct materials in a job order cost accumulation system : ! :

pIRECT LABOR
The entry to distribute direct labor costs is as follows:
Work in process - Departmen; | XXXXX
Work in process - Department 2 XXXXX
Work in process - Department 3 XXXXX
Payroll XXXXX

The amounts to be charged to each department are determined by the gross earnings
of the employees assigned to each department. Assuming Maxine, in our preveious
examples, works in Department C. her gross salary is charged to Department B.
Under a job order cost system Maxine Garcia’s would have to be distributed among
all the jobs she worked. Process costing reduces the amount of paperwork needed to
assign labor costs. : '

FACTORY OVERHEAD

In a process cost system, factory overhead costs maybe applied using either of the
following two methods. The first method, which is similar to that used in job order
costing, applies factory overhead to work-in-process inventory at a predetermined
application rate. A predetermincd factory overhead application rate based on normal
capacity is appropriate when production volume or factory overhead costs fluctuate
substantially from month to month, as it eliminates distortion in monthly unit costs

caused by such fluctuations,

Work in process inventory — Department I - xxx
Work in process inventory — Department 2 xxx
Work in process inventory — Department 3 xxx
Factory overhead applied : XXX
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costs incurred to work in process inventgry,
ctory overhead costs remain re]aﬁvely
ity is appropriatc as the de,"ominator
production, Cithe

The second method charges actual factory
In the event that production volume and fa
constant from month to month, expected capac _ ]
activity level. In a process cost system, where there 18 continuous
method maybe used.

THE COST OF PRODUCTION REPORT

The cost of production report is an analysis of the activity in the department or cogt
center for the period. All costs chargeable to a department OF g Rl
according to cost elements.

Total and unit costs are determined and summarized on a cost o_f p.ro‘ductipn report.
Either each cost center or department makes such a report, or the individual reports of
several departments are summarized. There are a number of useful formats jp
preparing the cost of production report. However, only one format is illustrated in this
book Regardless of the format used, the important thing to emphasize is that process
costing requires arr orderly approach to assigning costs to products. The following
steps provide a uniform approach in preparing the cost of production report.

Step I — The Quantity Schedule _

This schiedule accounts for the physical flow of units into and out of departments. All
units started in the department must be accounted for and also the disposition of these
units, that is, whether they are transferred to the next department, lost, or remain in the
_ department (complete or incomﬁlete)«. This schedule is concerned only with whole
units, regardless of their stages of completion.

Step 2 — Calculate Equivalent Units and unit costs

The concept of equivalent production is basic to pracess costing. In most cases, not all
units are completed during the period. Thus, there are units stil] in process at varying
stages of completion at the end of the period. All units must be
completed units in order to determine unit costs. -E
units completed plus incomplete units restated in ter
units do not create a problem when equiv
are always 100% complete as to direct
The problem lies in the restatement of |
Incomplete units are accounted for in

expressed in terms of
quivalent production equals total
ms of completed units. Completed
alent production is computed because they
materials, direct labor, and factory overhead.
ncomplete units in terms of comﬁleted units.
work in process ventory
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until they are completed

compute equivalent produ
of work in process inve
factory overhead. For ex
produqtion," such as at th
added at the beginning,
cost. When direct ‘mate

aqd transferred to finished goods inventory. Therefore, to
ction, an analysis must be made of the stage of completion
ntory, subdivided into direct materials, direct labor, and
ample, direct materials maybe added at one specific point in
e beginning or at the end of the process. If direct materials are
E}ll work in process units will have complete direct material
_ erials are added at the end of the process, work in process
inventory will not have any direct materials from that department. Direct materials
may also be‘adde‘d continuously; in this case the work in process inventory will have
direct materials equal to the stage of completion of the work in process.The unit cost

in the department is computed by dividing the cost incurred in the department, for
gach element, by the equivalent production. The formula is:

FIRST-IN FIRST-OUT METHOD
Equivalent unit cost = Costs adde
this period)

d during the period/Equivalent Units (Work done

 WEIGHTED AVERAGE METHOD ,

Equivalent Unit Cost = (Cost last period plus cost added this period)/Equivalent Units
_ (Work done last period plus work done this period) -

Step 3 — Determine the costs to be accounted for (costs charged to the
department) '

The.cost that a department is responsible for may come from several sources. For one

thing, there maybe some units in beginning inventory that maybe partially complete;

and the costs of direct materials, direct labor, and factory overhead that were assigned

to these units last period will become the cost of the beginning inventory and must be

“accounted for. Also, if the department is not the first department in the production

process, it will receive costs from other departments when the units from these.
departments are received in its operations. In addition, each department will incur

direct materials, direct labor and factory overhead in its own processing. The total of
these costs must be determined so that they can be accounted for.

Step 4 — Account for all costs .

After the costs for which the department is responsible for are determined, an
accounting for the dis)position of these costs must be made. Some of the costs are
assigned to cost centers receiving units transferred out of the department. The
remaining costs are assigned to the units remaining in the department and, in some
Cases, to any units lost.

—
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METHODS OF COSTING UNDER PROCESS COSTING

1. FIFO Method - under this method there is an ass'umed .ﬂiw of gla?uﬂa(:turmg
operations and as such it is considered that those units whllc; are f,l].‘st placed in
process are presumed to be the first ones completed and those that are first completeq

are the ones transferred out. '

‘Characteristics: )

l. The. work in process beginnt :
separate computation for its equivalent pr oduction. .

2. The units started, completed and transferred will have Its own

computation for equivalent production.

ng in the department will ‘require 4

2. Weighted Average Method — under this method, there is no assumed flow of
manufacturing operations. It involves-the merging of the departmental costs, by
elements, of the initial work in process inventory with the costs incurred in the current
month and securing a representative average unit costs by dividing the total element of
costs by the equivalent production based upon the sum of the units in the initial work
in process inventory and the units placed into production during the period.

Characteristics:

1. In the computation of the equivalent production, the stage of
completion of the work in process beginning is ignored and. the total
units completed and transferred during the period is considered to have
100% completion.

METHODS OF APPLICATION OF ELEMENTS OF COST TO
PRODUCTION - _

1. Even application -'under tl']is method, it is considered that
process of production, the introduction of the three elemept
one another. Only one computation of equiv

at any stage during the
rents of cost are equal with
alent production should be made.

2. Uneven application - under this method, the introg
production varies at any stage of the
computations of equivalent as the elem

troduction of the elements of cost t0
process, hence, there should be as many
ents of cost that are unevenly applied.
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cOMPUTATION OF EQUIVALENT PRODUCTION

1. Units received from preceding department :
Units completed and transferred ’ ]g(o)(())g 3:‘:2

‘Units in process, end (60% completed) 2.000 units

Materials are added 100% at the beginning of
the process : ‘

D
'SOLUTION: _ Materials "~ Labor & Overhead -
e Actual Work done EP Work done ~ EP
Units received 10,000
— Unitscompleted 8,000 .  100% 8.000  100% = 8,000
Units in process 2,000 100% 2.000 60% 1,200
10,000 10,000 9,200

- Since ma:cerials are added at the beginning of process, then all units started during the
period will get 100% materials. The percentage of completion is always the work
done for labor and sometimes overhead.

2. Same data as in No. 1 except this time materials are added 100% at the end of the

“process in the department. | ’

. : Materials Labor & Overhead

: Actual Work done EP Work done EP
Units received 10,000 . '

~

Units completed” 8,000~ 100% 8,000 100% 8,000

Units in process 2.000 - - 60% 1.200
10,000 8,000 - 9.200

In*this départment, the units will get the materials upon reaching the end of the
process in the department. The units in process at the end are only 60%, hence no

materials were added to these units.




286 ' | Cost Accounting

3. Same data as in No. 1, except this time, materials are added 50% at the beginning

of the process and the remaining 50% when the units are 40% completed.
¥ AR Materials Labor & Overhead
Actual Work dore  EP Work done  EP

Units received 10,000

Units completed 8,000 . 100% 8,000 100% 8,900
Units in process 2,000 - 100% 2,000 60% - 1200

The units in process at the end are 60% completed, therefore the un.its have passed the
second addition of materials which is done at 40% stage of completion.

4. Same data as in No. | except this time, materials are added as follows:
50% at the begirning of the process
30% when the units are 20% complete

20% at the end of the process

Materials ~ Labor & Overhead
- Actual Work done  EP Work done  EP

" Units received 10,000

Units completed 8,000 100% 8,000 100% 8,000

Units in process 2,000 80% 1,600 60%  1.200

In this department, materials are added 50% at the beginning, so the in process end
will get the first 50%, the second addition is at 20% stage of completion and because
the units in process end are 60% it means they have passed the second addition of
materials and this will make their materials 80% complete.
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ILLUSTRATIVE PROBLEM 1

The following data were taken from the books of Michelle Co. for the month of June,
Department 1 Department 2

Units
Started
25,000
Completed & transferred 20.000 18,000
Stage of completion 540%. 50%
Costs ) : )
Materials . P 100.000 P 54,000
Labor 66,000 38,000
Overhead 44,000 19,000

In Department 1, materials are added at the beginning of the process while i
Department 2, materials are added at the end of the process

MICHELLE CO.
COST OF PRODUCTION REPORT
- for the month of June, 2019
(Department 1) :
2 S | . Materials ~ Labor & Overhead
Quantity Schedule “Actual WD EP - WD EP

Units started 25,000 , ‘

Units completed 20,000 [00% 20,000 100% 20,000

Units in process, end 5 5,000 - 100% 5.000 40% 2,000
000 25,000 22,000

Cost charged to the department
Cost added in the department

Materiais ) P 100,000 P 4.00
Labor” _ 66,000 3.00
" Overhead ) 44,000 2.00
. Total added - 210,000 -9.00
Total cost to be accounted for P 210,000 P 9.0
- Cost accourited for as follows:
- Completed & transferred (20,000 x 9) . P 180,000
In process, end - .
Materials (5,000 x 4) . P 20,000
Labor (2,000 x 3) 6,000
Overhead (2,000 x 2) ~ 4,000 30.000

Total costs as accounted for ' P 210,000
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(Department 2)
| Materials Labor & Overhead
, O P T EP wp EP
Quantity Schedule Actual wk o=
Units received 20,000 :
Units completed 18,060 100% 18,000 1(38‘;//0 1 ?gg{()}
Units in process -_2.000 — FUAR e
20,000 ' 18.000 - 19,000
Cost charged to the department
Cost from preceding department P 180000 P _9.00
Cost added in the department .
Materials- | 54,000 3.00
Labor ' 38,000 . 2.00
Overhead o _ 19,000 _1.00
Total added L 4 111.000 . __6.00
Total cost as accounted for P 291,000 P 15.00
‘A Cost accounted for as follows
Completed & transferred (18, 000 x 15) P 270,000
In process, end ‘
Cost from preceding (2, 000 X 9) ' I 18,000
Materials R
Labor (1,000 x 2) 2,000 .
‘Overhead (1,000 x 1) ‘ 1,000 21.000
Total cost as accounted for : P 291.000
Coﬁlputation of unit cost:
Department 1 : Department 2
Materials= 100, (208025 .000 Materials = 34 ,000/18,000
~ » = 3,00
- -
‘ , = 2.00
d— 44,000/22,00 =
“Ovithea 02 o0 Overhead= 19,000/19,000
= 1.00
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Journal entries:

a. Work g'n process - Dept, 1 - 100,000 ‘
Work in process - Dept, 2 54.000
Materials ' ; ’ 154,000
Materials issued.
b.  Work in process - Dept. | , 66,000
Work in process - Dept. 2 38,000
Payrp]l 104,000
~ Labor cost.
c. Work in process - Dept. [ - | 44,000
Work in process - Dept. 2 19,000
Factory overhead applied | B 63,000
Overhead applied to production. .
d. Work in process - Dept. 2 180,000
Work in process - Dept. - 180,000
Inter-dept. transfer of cost.
e. Finished goods - 270,000
Work in process - Dept. 2 270,000
MICHELLE CO.
Cost of Goods Manufactured Statement
for the month of June, 2019
Direct materials | - P 154,000 .
Direct labor 104,000 .
Factory overhead 64,000
Total manufacturing cost P 321,000
Less: Work in process, June 30 ‘ 51.000

Cost of goods manufactured IR P__270,000

289
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units in @ process cost syste.m i.s essentially the
rework defective units in a process cog
Control rather than to Work in Procesg

Accounting for scrap and defective
same as in a job order cost system. Cost to

are normally charged to Factory Overhead .
because defective units in a process cost systein are usually the result of an inter)

failure rather than customer’s speciﬁcation.«Thg units C‘?}SSlﬁed as lost in a PToce.ss
- cost system are actually the same as the spoiled .under .the job or 3‘3f .SYStem-ll The unitg
are still with the company, but due to imperfections discovered during quality contrg]
inspection, they were removed from the manufacturing pr 0CESS.

- NORMAI/ABNORMAL LOSSES )

- Normal losses are expected while abnormal losses are those in excess of what have
been predicted. The cost of normal lost units are reported as product cost, since
eventually they become part of the cost of good units The cost of a-bnormal los.t units
are recognized as period costs as charges for abnormal lost units are debited to
. Factory Overhead Control. '

A. The cost of normal lost units is charged to (a) completed units, and (b) units in
process at the end when - ‘ '
1) Discovered at the beginning of the process,
2) Discovered during the process and no quality control inspection is indicated,
'3) Discovered at the end of the process
B. The cost of the abnormal lost units is charged to a loss account or factory
overhead ]
1) Discovered at the beginning _
2) Discovered during the process with the point of discovery stated in the
- problem ‘ "
4) Discovered at the end of the process )
Suggested procedures in calculating the equivalent units of production for normal lost
units under: . .
1) A-land A2 : ,
a) Do not assign work done to the lost units, and
b) Adjust the unit cost from the preceding department due to the decreased
~ number of units _ :
.€) The above procedures automatically charge the cost of the normal lost
units to both completed units and units in process at the end '
2) A-3 : '
- a) Assign work done to the lost units |
b) No need to adjust the unit cost from the p
units.

receding department despite the lost
¢) Calculate the cost of the Jost units and add to cost of the co;npleied units
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3) B-1

a) Do not assign wark done to the Jogt units

b) Cost from the preceding depal“tment will be charged to factory overhead

'4) B-2and B-3
a) - Assign work done to the lost units
b) The cost of abnormal lost units is char

ed as an abnormal loss and debited to
Factory Overhead Control as a period cist. -

SuggCSted procedures in calculating the equivalent units of production abnormal lost
units. |
a ) If discovered at the beginning of the process, no need to assign work done.
Any cost from the preceding department is charged as an abnormal loss.
b) If discovered at any other points in the process, with or without indicated

inspection point, assign work done and the cost is charged to Factory
Overhead Control.

JLLUSTRATIVE PROBLEM 2 |

Woodrose Corporation produces a product in two departments - A and B. Data for
the month of August, 2019 are given as follows for Department B.

UNITS | ~
~ Received from Department A _ 50,000
Completed and transferred to warehouse 40,000
In process, Aug. 31 (60% completed) 5,000
Lost during the month ' 5,000
COSTS . »
.From Department A P 225,000
Added in Department B during the month
Materials 135,000
Labor 103,200
Factory overhead 103,200 .

In this department, materials are added 100% at the beginning of the process -

Requirements: Prepare cost of production report under the following assumptions:
1. Lost units classified as normal, discovered at the beginning of the process.

2. Lost units classified as normal, discovered at the end of the process.

3. Lost units classified as abnormal - discovered at the end of the process.



292
SOLUTION:

1. Lost units classified as normal, discovere

Cost counting

WOODROSE CORPORATION
‘Cost of Production Report

for the month ended Au

uantity Schedule Actual WD
_ Units received 50,000
- Units completed 40,000 100%
- Units in process 5,000 - 100%
. Units lost 5.000 =
| 20,000

Costs charged to the department
Costs from preceding department
Cost added in the department

Materials

Labor

Factory overhead

Total costs added
- Adjustment for lost units
Total costs to be accounted for

‘Cost accounted for as follows:
Completed & transferred
In process, end
Cost from preceding department
~ Materials
Labor
Overhead \
Total costs as accounted for

Computations: -
Unit.cost:  Materials | = 135
Labor =

Factory OH =

==
(8 ]
}N
o
o

]

gust 31, 2019

Materials e
e WP EP
10000 100% 40,000
5,000 60% 3,000
@ 43,000

P 225000  P_4.50
135,000 3.00
103.200 —2.40
341,400 7.80
50
P 512,000
P 25000
15,000
7.200
\7,& 549400 /
P 566,400

i

2.40

2.40

3.00

d at the beginning of the process (A-) ).

B
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Adjustment for lost units:

Method 1= Cost from preceding department - unit cost from

Total units less lost units preceding dept.

=" 225,000 - 450
45,000
=" 0.50

Method 2=" Units lost X unit cost from preceding dept.
; Total units less units lost
= 5.000x4.50
45,000
= 0.50
Cost of units completed = 40,000 x 12.80
In process at the end

Cost from preceding dept. - = 5,000x5.00

_ Materials | = 5,000x3.00
~ Labor = 3,000x2.40
Overhead = 3,000x2.40

The unit cost from the prececiing department was increased by P 0.50 representing the
adjustment for the lost units. Each unit at this point must absorb an additional cost of
P 0.50 as share in the cost of the lost units.

Journal entries

el Work in pmcess—Dépar{memB ‘ - 225,000

X Work in process — Department A | 225,000
2. Work in Process — Department B~ . 341,400
| Materials - 135,000
Payroll | 103,200
Factory Overhead Applied 103,200
3. Finished Goods 512,000

Work in Process — Department B : 5 ] 2.000
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3 | o das “ormal discovered at the end of the process (A3,
t units & =L |
| ctual wD A £P

Actug’ _
001 100% 40,000 100% 40,000
Units complete 5,000 100% - 5,000 60% 3,000
Units in process 5’000- 100% 3 000 100%  _5.000

| t .
Cost charged 10 the departmell ,
ceding department P 225.000 e

" Cost from preé

_ Cost added in the department
- Materials 135.000 -
- Labor 103,200 01t
25 ‘Factoryoverhead_ g 103.200 ks
Total cost added 341.400 T

Total costs t0 be accounted for

" Cost accounted for as follows :
‘Completed & transferred | P 517,500

[n process, end

| ~ Cost from preceding department . P 22,500
. Materials ' 13,500
Labor ~ 6‘:150

-~ Factory overhead 6450 48900

i T ofal oost; as accounted for B__#ﬁ_i!ﬁ@

: Computations:

Unit cost:
Materials‘ = 135.000 = 2.70
- ‘ 50,000 E
Labor ;
& i 103,200 = 2.15
48,000

. Overhead' '_
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No adjustment for lost units is necessary since the cost of the lost units will be addféd
to the cost °.f the completed units only. The computation for the cost of the units
completed will be as follows: '

Units completed (40,000 x 11.50) + (5,000 x 11.50) = 517,500
Units in process, end

Cost F.rm'n preceding dept. —= 5,000 x 4.50
Materials = 5,000x2.70
Labor — = 3,000x2.15
Overhead = 3,000x2.15
Journal entries
1. Work in process — Department B 225,000
Work in process — Department A 225,000
2.Work in Process — Department B 341,400
Muterials 135,000
Payroll 103,200
Factory Overhead Applied 103,200
3. Finished Goods 517,500
Work in Process — Department B : 517,500

Lost units classified as abnormal, discovered at the end -

3. The equivalent production will be the same as when the lost units are classified as
normal discovered at the end. It follows then that the unit cost will also be the
same. The total cost as accounted for will appear as follows:

Costs accounted for as follows:

Completed & transferred (40,000 x 11.50) 460,000
Factory overhead control (5,000 x 11.50) 57,500
In process, end

Cost from preceding (5,000 x 4.50) 22,500

Materials (5,000 x 2.70) | 13,500

Labor (3,000 x 2.15) 6,450

Overhead (3,000 x 2.15) | _6.450 48,900

Total costs as accounted for ' __ 266,400
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| - Journal entries 225,000
] 1. Work in process — Department B y 225.000
i Work in process — Departinent
i’ \
| 341,400
| 2. Work in Process — Department B 135,000
| Materials 103,200
Payroll 103,200

Factory Overhead Applied

‘ . 00
3. Finished Guods 4??,’ 20 0
Factory Overhead Control o 577500
Work in Process — Department B :

NOTE: If the department given in the previous problem is the iaspcepartment 1irihs
process and the spoiled units (lost units) are with a sales value P 7.00 each, the cost -
accounted for section will appear as follows:

Costs accounted for as follows;

Completed & transferred (40,000 x 11.50) S _ 460,000
Transferred to Spoiled Goods Inventory (5,000x 7) 35,000
Factory Overhead Control (5,000 x 11.50) 37,500
Less: Market value of spoiled units 35.000 22,500
In process, end \
Cost from preceding (5,000 x 4.50) 22,500
Materials (5,400 x 2.70) 13,500
Labor (3,000 x 2.15) 6.450
Overhead (3,000x 2.15) : 6,450  48.900
_ 266,400
Journal entries -
1. Work in process — Departiment B 225,000
Work in process — Department A 225,000
2. Work in Process — Department B 341 400
Materials ' 2
Payroll - 133,000
' , . 103,200
Facrory Overhead Applied | 103.200
3. Finished Goods | '
Spoiled Goods Inventory ' 46(3’ 000
Factory Overhead Control ‘ _ 33,000
~ Work in Process — Departmeny g i

317,500
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INCREASE IN UNITS DUE TO ADDITION OF MATERIALS

With some p.roduct‘s, the addition of materials in the subsequent departments may
cause Fhe units o increase. This require an adjustment in the unit cost from the
preceding department because the total cost will remain the same while the units to

absorb the >ame cost will increase and this will result in a decrease in the unit cost
from preceding department,

Computation of adjusted cost from preceding department

= L@MMEQ“ receding department
Units recejved + increase in units

If lost units are discovered in th

i € same department where we had an increase in units,
the adjusted cost w

ill be computed based on the following assumptions.

a. Lost unit§ normal, discovered at the beginning of the process
Adjusted cost =  Cost from preceding department

Total units received less lost units

b. Lost units normal, discovered at the end of the process
Adjusted cost = Cost from preceding department
Total units received

C. Lost units abnormal, discovered at the beginning, during or at the end
Adjusted cost =  Cost from preceding department
Total units received

ILLUSTRATIVE PROBLEM 3

Seashore Company produces a product which requires processing in the departments.
In the second department, materials are added at the beginning, increasing the units
received by 20%. The following data pertain to the operations of Dept. 2 for June

Units received from Dept.1 50,000 units
Units completed & transferred to Dept. 3 45,000 units
Units in process, end : . 15,000 units
Stage of completion 80%
Cost from Department | P 600,000
Cost added in the Department
Materials | ~ 240,000
Labor 171,000
Overhead 114,000

- Required: Cost of production report.
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Selution: SEASHORE COMPANY
Cost of Production Repor! 19
for the month ended J une 30, 20 Labor & OH
Materials e WP EP
uantity Schedule Actual wD = - T
Units received 50,000
Increase in units 10,000
Units completed 45,000 100% 45,000 lggg gggg
- Units in process 15,000 100%  15.000 0 5@
~ 60,000 60.000
Costs charged to the department
Cost from preceding department P 600,000 P___12.00
Cost added in the department
Materials 240,000 4.00
Labor 171,000 3.00
Overhead 114.000 200
Total cost added ' | 525,000 5.00
Adjusted cost from preceding department 10.00
Total cost to be accounted for P 1,125,000 P _19.00
Costs accounted as follows
. Completed & transferred ' P 855,000

- In process, end :
Cost from preceding department P 150,000

Materials » 60.000
Labor 36,000
Totaﬁ:\;zlswaasdaccounted fi 24.000 270.000
or
P 1,125,000
Computations:Unit cost: .
Materials = 240,000 = 4.00
60,000
Labor = 171000 = 3
| 57,000
Overhead = 114,000 = 2¢¢
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Adjusted cost from Preceding = 600000 = 10.00

60,000
Journal entries
1. Work in process — Department 2 600,000
Work in process ~ Department 1 600,000
2.Work in Process - Department 2 525;000
Materials 240,000
Payrol] 171,000
Factory Overhead A pplied 114,000
3. Finished Goods 855,000

Work in Process — Department B 855,000
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QUESTIONS _ o

1.

.l\)

What are the two basic systems of cost accounting and under what conditions may

each be used advantageously?

What documents constitute the supporting subsidiary ledger for work-in-procegs

inv entow when using a process costing system?

What do we mean by the term equivalent units of productton: How is such g
figure calculated?

How are the equivalent units of production figure used in connection with g
process costing system?

Explain why it is necessary to estimate the stage or degree of completion of work
in process at the end of the accounting period under the process costing system.

What would be the effect on the unit cost of finished goods if an inaccurate
estimate of the stage of completion of work in process is made?

What is a cost of production report?

‘What are the different divisions of a cost of production report?

What are spoiled units? In what way are they similar to spoiled units under job-
order costing?

10. How are spoiled units accounted for?
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TRUE OR FALSE QUESTIONS

Indicate whether the followin

: ; g statements are true of false by inserting in the blank
space provided a capital “T*

for true or “F” for false.

1. Process costing is used when identical units are produced through an
ongoing series of uniform steps.

o

A u.tility such as the water company would typically use a process
costing system.

3. If.processing departments are arranged in a parallel manner, all units
will go through all departments. ’

Costing is more difficult in a process costing system than it is in a job-
order costing system.

Ina process costing system, the cost of production report takes the place
of the job cost sheet.

- Process and job-order costing are similar in that costs are accumulated
(and unit costs are computed) for each separate customer order.

7. In a process costing system, a Work in Process account is maintained
for each department.

8. It is important to identify labor costs with each customer order in a
process costing system.,

9. Operation costing employs aspects of both job-order and process costing
systems.

10. Since costs are accumulated by department, there is no need for a
| Finished Goods inventory account in a process costing system.

11. In a process costing system, costs incurred in one department remain
there rather than being transferred on to the next department.

12. 0n a production report, labor and overhead costs are often added
together and called conversion costs. |

— 13, If materials are added 100% at the beginning of the process, then the
work in process, end will get 100%.

14. The purpose of the quantity schedule is to show the costs charged to the
department.

— 15.1f all units do go through all processing departments, then the
departments are probably arranged in a sequential pattern.




2. An equivalent unit of material or conversion co
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MULTIPLE CHOICE ' =

umes that normal spoilage occurs at the end of

1. In a process costing system that ass 2 spoilage should be assigned to:

‘a process, the costs attributable to norm
a. ending work in process inventory. '
b. cost of goods manufactured and ending work in

C. cost of goods completed. | o
ighlighting the inefficiencies.

process inventory.

d. “a specific loss account h

st is defined as:

a. the amount of material or conversion cost necessary to complete one unit of

production.

b. a unit of work in process inventory.

C. the amount of material of conversion cost necessary to start a unit or
production. , '

d. 50% of the material or conversion cost of a unit of finished goods inventory

Ty w0

assuming a linear production pattern.

3. In a process costing system, how is the unit cost affected in a cost of production
report when materials are added in a department subsequent to the first
department and the added materials result in additional units?

a. It causes an increase in the preceding department’s unit cost.

b. It causes a decrease in the preceding department’s unit cost that requires an
adjustment of the transferred-in cost. “

C. It causes an increase in the preceding department’s unit cost but does not
require an adjustment of the transfeired-in cost. |

d. 1t causes a Qecrease in the preceding department’s unit cost but does not
require an adjustment of the transferred-in unit cost

4. Which of the following does not occur with process costing?
a. Allocation of on a periodic basis.
b. Allocation of cost upon completion of job,
C. Allocation of cost with regards to stage of co;

: : mpletion.
d. Calculation of equivalent units, Gean
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5. Which of the following is true of abnormal spoilage?
a. Itis considered to be part of production.

b. It is normally treated ag a period cost,
C. Itis normally treated as 3 product cost.
d. Itis prorated between cost of goods sold and inventory.

6. Prior department costs are most similar to:
a. conversion costs that are added continuously throughout the process.
b. costsin beginning inventory.

C. materials added at the beginning of the period.
d. transferred-out cost.

7. Normal spoilage costs are most often classified as:
a. aproduct cost.

b. aperiod cost.
C. deferred charge.
d. extraordinary item.

8. Which of the following products would most likely be accounted for with a
process costing system? -

4. A public accounting firm.
b. A retailer.

C. Airplane manufacture.
d. Gasoline refinery.

9. Process costing should be used in assigning cost to products in which of the
following situations?

a, Ifthe product is composed of mass-produced homogeneous units.

b. If the product is manufactured individually based on an order received.

C. When the product is composed of heterogeneous units made in a job shop.
d. Whenever cost allocation is not used.
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Company n computing the percentage.of.
ling work in process inventory. The errq,
ave of completion to each COMponep
c * .

There was no beginning work i,

10. An error was made by RAGC
completion of the current year’s €nt
resulied in the assignment of a lower percent
of the inventory than actvally was the case. 5
process inventory. What is the effect on the following:

1. The computation of equivalent units in tora[.

2. The computation of costs per equivalent unit.

3. Cost assigned to cost of goods completed for th; period.
1 2

a. understated understated overstated

b. understated © overstated overstated

C. overstated understated understated

d understated

overstated overstated
11. Which of the following production operations would be most likely to employ a
process cost system? -
a. Shipbuilder
b. Aircraft manufacturer
¢. Bottler of mineral water
d. Homebuilder

12. The total amount in the Costs To Account For schedule must equal the total

amount on the

a. Quantities Schedule

b. Equivalent Production Schedule -
¢. Cost to Account For Schedule

d .Costs Accounted For Schedule

13. The system flow in which the initial raw materials are placed into process in the
first department and flow through every department in the factory is called a
a. Sequential product flow
b. Parallel product flow
c. Selective product flow
d.. Uniform product flow

lé‘a?hgizi‘t)its;srggggte activity in a department or cost center for a period is called a
b. Cost of production report
¢. Cost of goods manufactured report
d. Equivalent production report
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PROBLEMS
Problem 1
Compute the equivalent production foy the month for each of the following situations:
Units Completed Units in Process Stage of
During Month End of Month Completion
a) | -10,000 5,000 Vs
b) . 26,000 8.000 Yy
<) 12,000 2,000 Y%
d) 20,000 6,000 %
_ 4,000 %
¢) 45.000 2,000 1/5
3,000 Y

Problem 2
The Casper Corporation recorded costs for the month of P15,750 for materials, P
40,950 for labor, and P 25,200 for overhead. There was no beginning work in process
inventory, : 9,000 units were completed and transferred and 2,000 were in process at
the end of the period. 3/4 completed.
Required: 1. Compute the equivalent production for the month.

' 2. Compute the month’s unit cost for each element of cost.

“ Problem 3

“Compute the equivalent production for the month for each of the following cases:

‘Case | - Started in process 10,000 units; completed 8,000 units; work in process,

| end of period 2,000 units, 3/4 completed. All material are added at
the beginning of the process. |

Case 2 Received from preceding department - 40,000 units; completed 34,000,

| units; work in process, end of period, 6,000 units, 1/4 completed. All
materials are added at the end of the process.

Case 3 -Started in process 40,000 units; completed 34,000 units; closing inventory
goods in process 3,000 units, 1/3 completed, and 3,000 units, 1/5
completed. 75% of the materials are added at the beginning of the
process and 25% when the process is 1/2 completed.

D
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Problem 4 ‘ i :
' The following data appeared in the accounting records of T}'); (I)BOCS?;{E Company:
Started in process 10’500 units
Completed and transferred ]:500 units

Work in process, end of month

: omplete
Stage of completion 2/5 comp

Costs:

: 0
Materials j . P ’ég,ggo
Labor 4 4’ 400
Overhead P

One half of the materials are added at the beginning of the process and the balance
when the units are one-half completed. :

Required: Calculate the following:
1. Equivalent production for materials and conversion cost.
2. Cost of the units completed and transferred.
3. Cost of the units in process at the end of the month.

Probiem S
ABM Company uses two departments to produce a product. The following data were
taken from the books for the month of January, 2019.

Department | - Department 2

Units: . .

Started 60,000

Completed & transferred 40,000 30,800

In process, end 20,000 10,600

Stage of completion 5% 80%
Costs:

Materials P 480,000 P 245,000

Labor 330,000 190,000

Factory overhead 220,000 1 14:00()

Department 1 - all materials added at the beginnin
Department 2 - 50% of the materials are add
remaining 50% added at the end of the process,

g of the process.
ed at the beginning of the process

Required: Cost of production report.

|
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Problem 6

Ten-Ten Corporation manufact

sing two d ures a chocolate covered strawberry-filled candy bar
u

epartments, Processing and Packaging.

The first step in the Procegsing Department is to add strawberry. The strawberry is
then cooked and seasoned. Conversion costs are assumed to be incurred evenly

throughout.the. process. The last step in the Processing Department before going on
the Packaging is the covering of the strawberry with chocolate.

For the month of July, 2019, 90,000 units were completed and at the end of the
month, 10,000 remains in process and are 70% completed. Materials cost incurred,
strawberry - P180,000; chocolate ~ P 135,000, and conversion costs, P 116,400.

Required: 1. Eq_u.ivalent production for strawberry, chocolate and conversion cost
2 .Unit cost for strawberry, chocolate and conversion cost

3. Total costs of units completed and transferred to the next department
4 Total costs of the units in process, end

Problem 7

Lenlen Corporation produces a product through a continuous process in two
departments. Materials in this department are added at the beginning of the process.

The production and cost data were taken from Department B during September, 2019.
Production data:

Received from Department A 80,000 units
Completed and transferred 60,000 units
In process, end (50% complete) 10,000 units
Lost 10,000 units
Cost data:

Received from Department A P 560,000
Materials 175,000
Labor ' - 121,875

4 Overhead 243,750

Required: Cost of production report under the following assumptions:

Lost units - normal, discovered at the beginning
Lost units - normal, discovered at the end
Lost units - abnormal, discovered when 60% completed

. Lost units - abnormal, discovered at the end. The estimated value of the
spoiled units P 12.00 each.

2o oR
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Problem 8

ing in its tWO producing departments. The
n

The JBri , uses process cost
ones Company uses prc %) for November.

following information pertain to Departinen

fion and identification of spoilage take place

ded after inspection.

¢ a cost of P280,000.
Department 2 received 28,000 units from Depamﬂ-eni)()lo ?Of COTVErsion costs,
Department 2 costs were P24.000 for materials and P130,

Normal spoilage is 5% of output; inspec
at the end of the process; materials are ad

ansferred to finished goods. At the end

A total of 16,000 units were. completed and tr - imated to be 60% complete as to

of the month, 10,000 units were still in process, €
CONVErsion costs.
Required: Cost of production report for Department 2.

Problem 9

The EDSA Corporation manufactures a product in two departments. Materials are
added in each department, increasing the number of units manufactured. A summary
of the cost for the company’s first month of operations (January) is as follows:

Department | Department 2
- Materials P 180,000 P 135,000
Labor 78,000 32.800
. Factory Overhead 15,600 41,400

The production supervisor reports that 60,000 units were put into production in
Department 1, Of this quantity, 15,000, a normal number, were lost in production;
and 36,000 were completed and transferred to Department 2. For the balance in
process at the end of the month, all materials had been added, but only one third of the
labor and factory overhead had been applied.

In Department 2, 9,000 units of materials were purchased outside and added to the
units received from Department 1; 39,000 were completed and transferred to finished

goods inventory. The remainder were in process at the -
materials added, but only 40% complete for labor and factoi;dox?;‘r}tx:z&nomhf with of

Required: Cost of production report.
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problem 10

iper Compan . .
-::lil::i;)hing. Usits};;nangfacmres a single product in two departments, Cutting and
b the Finishing D ;?ro UCt are started {n the Cutting Department and then transferred
(f dhe pro dtlét?On p‘?rtme"t_: Where they are completed. Units are inspected at the end
fransferred to Spoilz ]dOCGeSSd‘“ the Finishing Goods Inventory, and spoiled units are

S 00ds Invento ' ] i ied at their salvage
value of P15.00 each, ang i ry. Spoiled units are inventoried a g

~ 1€ unre ' ilage i d to Facto
Overhead Control. ecoverable cost of spoilage is charge ry

During July, 5.000 units we

Finishing D re transferred from the Cutting Department to the

e cpartment and 3,800 were transferred from the Finishing Department to
"“?:5 ed Goods Inventory. At the end of July, the Finishing Department still had 800
units in pr ;

C ouess, 40% complete as to materials and 20% complete as to conversion
costs. Cost data related to July operations in the Finishing Department are:

Cost from preceding department P 60,000
Materials 22,600
Labor 17,440

Overhead 13,080
Required: ,
1. Cost of production report for the F inishing Department.

2. Prepare the appropriate general journal entry to record the transfer of cost out
of the Finishing Department this period.

Probiem 11

Data presented below were taken from the books of the Diamond Company for the
month of September, 2019.

Units transferred in 55,000
Units added to production 5,000
Units transferred out 48,000
Units in process, end 12,000

Materials 100% complete, conversion costs
70% complete

Costs transferred in P 24,750
Cost added in the department
Direct materials 7,200
Conversion cost 53,580

Required: ’ . ‘

1. Determine the equivalent production for materials and conversion costs
2. Determine the cost of the units transferred out

3. Determine the cost of the units in process, end
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ULTIPLE CHOICE | ' —

e following were taken frop,
ity control inspection is dope

Glendale Company is using process costing Systerm: Th

the books for Department 2 for the month of Jupe. Qual

when the units are 80% completed and materials are added 100% after inspection,
Units received . 20000
Units completed and transferred 40’0(())8
Units in process, end (60% compIeted) “ g,gOO

Units lost (normal)
1. Equivalent production for materials is:
a. 50,000
b. 45,000
C. 40,000
d. 43,000

2. Equivalent production for conversion costs is:
a. 43,000 |
b. 44,000
c. 47,000
d. 45,000

Same data as in 1 & 2, this time we assume that the units in process, end are 90%
completed.

3. Equivalent production for materials is:
50,000
45,000
40,000
43,000

8.0 o

4. Equivalent production for conversion costs is:

a. 43,000
b. 44,000
c. 44,500

d. 48,500
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Same data as in
abnormal.

5, Equivalent production fop materials is:
a. 50,000
b. 45,000
C. 40,000
d. 48,000

I & 2, this time we assume that the lost units are classified as

A company’s records show the following information for August:
A. Started this month, 38,000 units

'B. Ending inventory, 12,000 units. 15% complete as to materials and 10%
complete as to conversion costs.

6. How many units were transferred out during the month?
a. 22,000 units

b. 26,000 units
C. 18,000 units
d. 42,000 units

7. How many units were started and completed during the month?
a. 18,000 units

b. 22,000 units
C. 26,000 units
d. 30,000 units

8. For materials, how many equivalent units were produced?
a. 25,800 EU
b. 26,000 EU
c. 27,800 EU
d. 50,000 EU

9. For conversion costs, how many equivalent units were produced?
a. 24,000 EU
b. 27,200 EU
¢. 27,800 EU
d. 50,000 EU
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000 units. Spoilage is discovered at the eng o

Goods [nventory: it is not spread over oo
t were: Prior department P 3.00; Materia]s b

Normal spoilage was computed to be 2,
the process and is debited to Finished
units produced. Costs per equivalent uni
2.00; Conversion costs P4.00.

10. The journal entry to remove all the costs of spoiling the 2,000 units from work iy
process is as folll:;)g;?t:  Credit
a. Finished Goods Inventory ‘Work in Process Inventory
for P6,000 for 6.000
b. WP Inventory for P6,000 ~ FG Inventory for P6.000
c. FG Inventory for P12,000 WP Inventory for P12,000
d. FG Inventory for P18,000 WP Inventory for P18,000

Stockton Company adds materials at the beginning of the process in Department M,
Data concerning materials used in March production are as follows:
Started during March - 50,000 units
Completed and transferred 36,000 units
Normal spoilage 4,000 units
Work in process at March 31 10,000 units
11. The equivalent units for materials are:
a. 50,000
b. 34.000
c. 40,000
d. 46,000

Materials are added at the start of the process in Cesar company’s blending

department, the first stage of the production cycle. The units started during the month
" were 210,000, Completed and transferred, 110,000 and in process, end (50% comp)
were 70,000.Under Cesar’s cost accounting system, the costs incu;re,d on the lost units
are absorbed by the.completed units only.

12. What are the equivalent units for materials?

120,000
145,000
180,000
210,000

2.0 FR
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Eilery Company instituted
units were started in Depart
in the process, 7,000 weic

a new process in October, 2016, During October 10,000
ment A. Of the units started, 1,000 were lost by shrinkage

transferred {o Dept. B, and 2,000 remained in work in
process at October 31, The work in process at Oct. 31 was 100% complete as to
materials and 50% complete as to conversion cost, Materials costs of P27.000 and

conVefSifm costs of P 40,000 were charged to Department A in October.
13. What were the total costs transferred to Dept. B?

a. P 53,900
b. P 56,000
c. P61,600
d. P 62,000
14. What were the costs of the units in process, October 317
a. P 10,400 :
b. P 11,000
c. P 15,000
d. P 18,100

A sporting goods manufacturer buys wood as a direct material for baseball bats. The
Forming department processes the baseball bats, and transfers the bats to the Finishing
department where additional work is applied. The Forming department began
- manufacturing 10,000 bats during the month of May. There was no beginning
inventory. Costs for The Forming department for the month of May follows:
Direct materials P 33,000
Conversion costs 17,600
A total of 8,000 bats were completed and transferred to the Finishing department, the
remaining 2,000 bats were still in process at the end of the month. All of the Forming
department’s direct materials were placed in process, but on average, only 25% of the
conversion cost was applied to the ending work in process inventory.
15. The cost allocated to units transferred to the Finishing department

a. P 50,000
b. P 40,000
- ¢. P53.000
d. P 42,400
16. The cost aliocated to the units in process at the end of the month
a. P2,200
b. P 4,000
¢. P4,800
d. P 7,600
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tem to accumulate COSts relateqd 1,

i ing sys !
Alonzo Manufacturing uses a process costing sy ower. Matetial costs any

the production of “Supergrow” an industrial strength hair gr
conversion costs for last quarter are provided below:

Materials Conversion Costs
05
Current cost for the quarter P 281,650 P 323’3700 ‘
Equivalent production 262,000 :

All materials are added at the beginning of the production process. 2
17. If the number of bottles coripleted during the quarter is 255,200, what is the tota]
cost that should be assigned to these bottles?
a. P 618,860
b. P 629,922
c. P 629,200
-d. P 638,000

18. The cost allocated to the bottles in process at the end of the month
a. P31,036 -
b. P 20,798
c. P 20,620
d. P 11,495

Materials are added at the start of the process of Calvin Company’s Blending
Department, the first stage of the production cycle. The following information is
available for the month of July. Units started — 210,000, completed and transferred -
110,000, units in process, end — 70,000 (50% complete). Under Calvin’s cost

accounting system, the costs incurred on the lost units are absorbed by the remaining
good units.

19. The equivalent units for materials
a. 120,000
b. 145,000
c. 180,000
d. 210,000

20. The equivalent units for conversion costs
a. 120,000
b. 145,000
c. 180,000
d. 210,000
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M Company has two producing departments - Departments A and B. Department A
works on raw matenal XYZ and then transfers it to Department B . After Dept. B
puts on its finishing touches, it transfers the product to Finished Goods Inventory.

21. If De'pt. A had put 95,000 units into process, during the period and had ending
work ‘in process of 21,000 units, what is the number of units transferred to

ﬁnislllgi %ggds inventory, if Dept. B’s ending units in process are 12,0007
a. , ~

b. 85,000
c. 74,000
d. 62,000

22.M Company adds direct materials at the beginning of the production process in
Department A. If Department A’s ending units in process are 60% complete as to

conversion costs, what is Department A’s equivalent units for materials?
a. 80,000 ‘

b. 86,600
¢c. 95,000
d. 102,400

The following information for Dept. B of Kitkat Company for the month of May

Received from Dept. A 600,000 units
Completed and transferred to Dept C 500,000 units

Additional information

a. Ending work in process is 75% complete
b. May’s production costs total P2,760,000

23. Dépt B’s unit cost of production for May 2019 is

a. P4.60
b. P4.80
c. P5.02

d. P5.52
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£ product A and has 10,000_ units whigy,
rect materials, which were introduceq

Virgo Company completed 280,000 units 0
on cost amounted to P 142,500,

were 50% complete as to conversion cost. D o
the start of processing, cost P435,000 while conve

There were no beginning inventories.
24, The cquivalent units as to conversion cost were

a. 142,500
b. 280,000
c. 285,000
d. 290,000

re and uses process costing system. Products
ad Packaging. During the month of
for the Mixing Department

Units started 160,000
Units completed and transferred 140,000
Units in process, end (25% complete) 20,000

Materials are added at two points in the process. Material A is added at the beginning
of the process and Material B when the units are 50% completed. Conversion costs
are incurred uniformly throughout the mixing process.

25. The equivalent production for Material A
a. 140,000
b. 145,000
¢. 150,000

d. 160,000

A company produces piastic kitchenwa
go through three departments — Mixing, Molding,
August, the following information is made available
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AVERAGE AND FIFO COSTING
LEARNING OBJECTIVES

Upon the <.:0111pletion of this chapter, you should be able to
e - Discuss the effect of beginning work in process inventories

Disc ' -
! Zcuss thef d]ffergncgs between the weighted average and fifo methods used
0 account for beginning work in process inventories.

) is 4 b v ]
giszﬁzs i‘OW to deal with spoiled units in a process cost systen.
3 oW scrap and waste materials are handled in a process cost system

®

.The, QX?T“PIGS n Fhe previous chapter are without beginning work in process
!_1!?1?‘?}9}1?‘_3,;, -This situation would probably exist only in the first month of a new
bqsmess OF In & new production process because its usually continuous and some units
will therefore still be in process at the end of the period. The ending work in process

1nventory of the previous period will become this period’s beginning work in process
inventory.

The existence of beginning work in process inventories creates a problem in process
costing because of the following questions that must be considered.

1. Should a distinction be made between completed units from beginning work in-

process inventory and completed units from the current period?

Should all the units completed during the current period be included at 100% in

equivalent production regardless of the stage of completion of beginning work in

process inventory? :

3.  Should the cost of the beginning work in process inventory be added to costs
which have been added to production during the current period to arrive at “Costs
added during the period? |

[

The answers to these questions will depend on the method chosen to account for
beginning work in process inventory - weighted average costing, or first-in, first-out
(FIFO) costing. Under the weighted average method no distinction is made between
completed units from beginning work in process and completed units from the current
period. It is as if all completed units were started and completed during the period.
Under fifo method, units in the beginning work in process inventory are reported
separately from units of the current period. ' |
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COSTING

METHODS OF COSTING UNDER PROCESS

ssumed flow of manufactyry,
nits which are first placed inte
leted and those that are firg

1. FIFO method - under this method, there is an &
operations and as such it is considered that those U
process are presumed to be the first ones comp
‘completed are the M@ﬁgﬂ?@@

Characteristics:

1. The work in process beginning in the department will require separate
— e AN/

Pe
T~

‘computations for its equivalent production. © | |
2. The units started, completed and transferred will have its own computation
for the equivalent production.

AN

2. AVERAGE method - under this method, there is no assumed flow of
manufacturing operation. It involves the merging of the departmental costs, by
elements, of the initial work in process inventory with the costs incurred in the
current month and securing a representative average unit cost by dividing the total
element of costs by the equivalent production based upon the sum of units in the
initial work in process inventory and the units placed into production during the

period.

Characteristics: |
1. In the computation of the equivalent production, the stage of completion of
the work in process beginning is ignored and the total units completed and
. transferred during the period is considered to have 100% completion.

DIFFERENCES BETWEEN FIFO AND AVERAGE

A. Computatidn of equivalent production:

1. FIFQ-.- worrk done last month on the unijts in process, beginning I
considered. The work done needed to make the work in process 100% is the
work done assigned for the current month. (100, . work done last month).

2. AVERAGE - work done !_ast month on the units in process, beginning IS
ignored and not considered in the computation of the equivalen'; production.
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B. Computation of unj¢ cost:

1. FIFO -
= Current period costs
Equivalent units of current work done
2. AVERAGE = Costs in beg. Invty. + Current period cost - TEAY Y

Equivalent units in beg. Invty. + Equivalent -,
units of current work done

C. Fomputation of the cost of goods transferred out and the cost of ending
inventory.

E{Jsing FIFO, the cost of goods transferred out equals the sum of the following three
items.

a. The costs already in the beginning inventory at the beginning of the period. -
- b. The current period casts to complete beginning inventory, which equals the

eql'livalent units to complete beginning inventory times the current period
unit cost computed for FIFO.

C. The costs to start and complete units, calculated by multiplying the number
times the current units cost computed.

Using FIFO, the cost of goods in ending inventory equals the equivalent units in
ending inventory times the unit current cost.

Using weighted average, the cost of goods transferred out equals the total units
transferred out times the weighted average unit cost.

Using weighted average, the cost of goods in ending inventory equals the equivalent
units in ending inventory times the weighted average unit cost.

" STEPS FOR ASSIGNING PROCESS COSTS TO UNITS

1. Summarize the flow of physical units.

2. Compute the equivalent units produced.
Using FIFO, this means adding the equivalent units of work done to:

a. Complete units in beginning inventory.

b. Start and complete units.
© ¢. Work on units stil] in ending inventory.
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: : i its of w :
Using weighted average. this means adding the equivalent units .of ork dfm? in
g i : k already done in the beginni
the current period to the equivalent units of work already ng

ventory from the previous period.

-

J. Summarize the total costs to be accounted for. ' o K
The total costs to be accounted for are the costs in the beginning work in procegg

inventory and current period costs.

4.. Compute costs per equivalent unit.

ILLUSTRATIVE PROBLEM 1
COMPUTATION OF EQUIVALENT PRODUCTION

Units in process, beg. (40% complete) 5,000
Units started 20.000
Units completed 18,000
Units in process, end (80% complete) 7,000
Materials in this department are added 100% at the beginning of the process.
' , Materials Labor & OH

a) Average method Actual WD EP WD EP
Units completed 18,000 100% 18,000 100% 18,000
Units IP, end 1,000 100%  7.000 80%  5.600

25,000 25,000 23,600

Take note that under average method, the work done on the work in process,
beginning is not considered in the computation of the equivalent production.

b) FIFO method Actual WD EP WD EP
Units eompieted R i
- IP, beg. 5,000 - - 60% 3,000
Started & comp. 13,000 100% 13,000 ' 100% 13,000
Units IP, end _7.000 100%  _7.000 80% 5.600
235,000 S 20.000 | 21,600

No material was added to the units in process, be

. ginning during the month because as
of the end of last month, the units were already

100% complete as tg materials.
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ILLUSTRATIVE PROBLEM 1

The fO“O\\"ing infol-nlation I'Q]'lleq ! ) ; % . - h
ates 1o the v N Company for the mont
of August, 2019. operations of LMN Company
Units

In process, Aug, 1 (40% complete) 1,000
Received from Dept. 1

8,000

Completed & transferred 8,200

In process, Aug. 31 (20% complete) 800

Costs

| _ In Process 8/1 Cost-Aug,
Cost from preceding dept. P 13,500 P 81,000
Materials 9,000 72,000
Conversion costs 5.036 83,580

Materials in this department are added 100% at the beginning of the process.
SOLUTION - Average Method
LMN COMPANY

Cost of Production Report
for the month ended August 31, 2019

Materials Labor & OH

Quantity Schedule

Actual WD EP WD EP
Units in process, beg. 1,000
Units received 8.000
9,000
Units completed 8,200 100% 8,200 100% 8,200
Units in process. end __800 100%  _800 20% 160
2,000 2,000 8,360

Costs charged to the department
Cost from preceding department

In process, August 1 P 13,500
Transferred-in during the month 81.000

P 94500 P_ 10.50

Cost added in the department
In process, August |

Materials " 9,000
Labor & overhead 5,036
Added during the month
Materials - : 72,000 9.00
Labor & overhead 83.580 10.60
‘Total cost added in the dept. 169.616 19.60

Total costs to be accounted for - P 264116 P_ 30.10
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Costs accounted for as follows: , P 246,820
Completed & transferred ,
In process, August 31 p 8,400
Cost from preceding department 2200
e e
_ : 116
Total costs as accounted for fast
Computations: - Units cost '
' ‘ = 10,50
- Cost from preceding department = Jii%%%giﬂ-go—g 19,
Materials = w = 900
‘ 9,000
Labor & overhead - 5036+ 83,580 = 10.60
| 8,360 ]
Journal entries — Weighted Average
1. Work in process — Department 2 81,000
Work in process — Department 1 81,000
2. Work in Process — Department 2 : 155,580
Materials : 72,000
Payroll/Factory Overhead Applied 83.550
3. Finished Goods 7 246,820
Work in Process — Department B 246 920
b. FIFO method
LMN COMPANY
Cost of Production Report
for the month ended August 31,2019
Materials Labor & OH
Quantity Actual WD Ep WD = EP
Units in process, beg. 1,000 - - =
Units received 8.000
- 2,000
Units completed
IP, beg. 1.000 " ] :
Rec’d & comp. 7,200 100%  7.200 60% 600
Units in process, end 800 100% 200 100% 7,200
, YW _800  20% 160

2.000 * 8,000 ‘ 7,960
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Costs char ed to the department

* Cost-in process, beg. :
e P 27536
Cost from preceding department 81,000 P __ 10,125
Cost added in the department . |
Materials ’
72,000 9.00
Labor & Overhead 83.580 10.50
Total cost added in the department 155.580 19.50
Total costs to be accounted for P 264,116 P__29,625

Costs accounted for as follows:
Completed & transferred

From IP, beg. |
Cost last month P 27,536
Cost added this month
Materials ' -
Labor & overhead __ 6300 P 33,836

_213.300 P 247,136
In process, end ,

Cost from preceding department 8,100

Materials 7,200

Labor & overhead 1.680 16.980
Total costs as accounted for P 264,116

Computations: - Unit cost

Cost from preceding department = 81,000 = 10.125
8,000

72.000 = 9.00
3,000

i

M.ateriais

= . 83,580 =10.50

Labor & overhead
) 7,960
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Journal entries — FIFO 81,000
1. Work in process — DepartnDzem ¢ il 81,000
Work in process - epartint
' 155,580
2. Work in Process — Departmen? 2 72 000
Materials d 83,580-
Payroll/Factory Overhead Applie
' 246,820 '
3, Finished GOOdS . 246 920

Work in Process — Deparmment B

ILLUSTRATIVE PROBLEM 3

The following data were taken from the books of Denve}a§8:~1ilfa]]}; o:;;mh
manufactures a single product through a two-department manu g P S -

machining and finishing. In the production process, materials are addc?d to the‘pr'od'uct
] spoilage occurs 1n the finishing

at the beginning in both departments. Norma : :
. department, and the spoiled units are not detected until units are completed and
inspected. -
Machining Finishing
Units: Department Departmernt
Beginning inventory 0 20,000
Stage of completion 50%
Transferred in 0 60,000
Started in production 80,000 0
Transferred out - 60,000 60,000
Ending inventory 20,000 18,000
‘Stage of completion 25% 70%
Spoiled (lost) units 0 2,000
Beginning inventory costs:
Direct materials 0 P 28.000
Conversion costs 0 27 500
Prior department costs 0 118000
Current costs: ’
Direct mgterials . P 320,000 " 90.000
Conversion costs | 130.000 193.800

Requirements: Prepare cost of production report for Apri :
I. FIFO method | pril, 2019 using:
2. Average method
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SOLUTION
1. FIFO METHOD

DENVER COMPANY
| Cost of Production Report
for the month ended April 30, 2019
Machining Department

Quantity Schedule  Actua] wpmergs:  [LaborC U
Units started 80,000 === = AL =
Units completed
From IP beg. -
 Started & comp. 60,000 100% 60,000 100% 60,000
Units IP, en 20,000 100% 20,000 25% _5.000
30,000 80,000 65.000
Costs charged to the department
Cost - in process, beg,. p - P d
Costs added in the department
Materials 320,000 4.00
Conversion costs 130.000 2.00
Total costs added 450,000 6.00
Total costs to be accounted for P__ 450,000 P 6.00
Costs accounted for as follows:
Completed & transferred
From IP, be. P -
Started & completed 360,000 P 360,000
In process, end
Materials 80,000
Conversion costs 10,000 90.000
Total costs as accounted for P 450,000
Computations: - Unit cost
Materials = 320,000 = 4.00
80,000
Conversion costs = 130,000 = 2.00

325
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Finishing Department Materials Labor & OH
. : ~ wD  EP WD gp
Quantity Schedule Actual === \
Units IP, beg. 20,000
Units received 60,000
80,000
Umtslgogggemd 20,000 - X 50% 10000 |
Rec’d & comp. 20000 100% 40000 100% 40000
Units IP, end . 18,000 100% 18,000 700 o 12,600
Units lost ~ 2:000 100% ~ _2.000 100%%  2.000
80.000 60,000 64,600
Costs charged to the department
Cost - in process, beg. P__173.500
Cost from preceding department: 360.000 4 600
Cost added in the department
Materials 90,000 1.50
Conversion costs 193,800 —3.00
Total costs added 283,300 t1.2.4:50
Total costs to be accounted for P 817,300 P_10.50
Costs accounted for as follows: ‘
Completed & transferred
From IP, beg.
Cost last month P 173,500
Cost added this month
Converston cost 30.000 P 203.500
Received & completed 441,000 P 644,500
In process, end .
Cost from preceding dept. 108,000
Materials 27.000
Conversion costs ___37.800 172.800
Total costs as accounted for P 817.300
Computations: - Unit cost 4
Materials 90.000 = 15
60,000
Conversion costs 193.000 = 3.00
64,600

- Completed & transferred = (40,000 x 10.50) + (2,000x 10 50)
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Journal entries — FIFQ

1. Work in Process — Machining D
=Sy L 000
Work in Process — & Lep 320,

Finishing Dept. 0
Materials b cep #000

400,000

2. Work ir.z Process- Machin ing Dept 130,000.

Work in Process — Finishing Dept, 193,800
Payroll/Factory Overhead Applied 323,800-

3. Work in Process — F nishing Dept, 360,000
Work in Process — Machining Dept. 360,000

4. Finished Goods 644,500
Work in Process — F inishing Dept, 644,500

2. AVERAGE METHOD
DENVER COMPANY

Cost of Production Report
for the month ended April 30, 2019
Machining Department

Materials Labor & OH
Quantity Schedule - Actual WD EP WD EP
Units in process, beg. -
Units started 80,000
80,000
Units completed 60,000 100% 60,000 100% 60,000
Units in process, end 20.000 100% 20,000 25% 5.000
| 80,000 80,000 65,000
Costs charged to the department
Cost added in the department
Materials P 320,000 P 4.00
Labor & overhead : . 130,000 __2.00
Total cost added 450,000 6.0

Total costs to be accounted for P 450,000 _‘ P__6.00
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Costs accounted for as follows: P 360.000
Completed & transferred
In process, end 000
" Materials P ?8’000 90.000
—_— P 450,000

Labor & overhead
Total costs as accounted for

Finishing Department Materials L?BOY & ?g

= - W ;

Quantity Schedule Actual WD EP - —

Units in process. beg. 20,000

Units received : 60,000

Units completed 60.000 100% 60,000 1 gngo ?2‘280

Units in process, end {8,000 100% 18,000 0"’ ; 0

Units lost 2,000 100% _2.000 100% 2000
. 80,000 80.000 74,600

Cosis charged to the departinent
Cost from preceding department

iP, beginning P 118,000
Transferred in during the mouth 360.000
, o 478.000 P 59750
Cost added in the department
IP, beginning
Materials ' 28,000
Labor & overhead 27.500
Added during the month '
Materials 90,000 1.4750
Labor & overhead 195.800 2.9665
Total cost added 339.300 14415
Total costs to be accounted for P 817,300 P 10 ‘4] 55
Costs accounted for as follows:
Completed & transferred P 645.823
45,825

In process, end
Cost from preceding départment P 107,550

‘Materials
Labor & overhead §§,§50
Total costs as accounted for ——=27.377 . 71,477
P__817,300
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Computations: - Units cost .
Cost from preceding dept. 478,000

= 5.9750
80,000
Materials 28,000 + 90,000 = 1.4750
80,000
Labor & overhead 27.500 + 193.800 = 2.9665
' 74,600
Journal entries — Average
1. Work in Process — Machining Dept. 320,000
Work in Process —F inishing Dept. 90,000
Materials 400,000
2. Work in Process- Machining Dept 130,000.
‘Work in Process — Finishing Dept. 193,800
Payroll/Factory Overhead Applied 323,800-
3. Work in Process — Finishing Dept. 360.000
Work in Process — Machining Dept. 360,000
4. Finished Goods 645,823
Work in Process — Finishing Dept, 645,823

Cmﬁpleted & transferred = (60.000 x 10.4165) + (2,000 x 10.4165)

For the machining department, the cost of production report using FIFO and
weighted-average are the same because there are no beginning inventories. The
equivalent -production and the allocation for costs to units transferred out and to
ending inventory are identical whether FIFO or weighted-average is used. (Recall that
- these methods are different only because the weighted-average method computes unit

costs usmg a weighted average of beginning inventory and current period amounts.)

If there is no beginning inventory, then the weighted-average amounts are just the
current period amounts.
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330 for the finishing department is
The weighted-average cost of production fepO;IFCC)) because there are beginning

e g : ng . :
different from cost of proguesel g t;lstlhe:n the current penod unit costs). The

‘inventories (which have different unit C(t)S e ssigning total costs to good units
differences are in computing unit costs S
transferred out, and to ending inventory-.

SAME DATA AS DENVER COMPAR
DISCOVERED AT THE BEGINNING

A. FIFO METHOD

y-LOST CLASSIFIED AS NORMAL

Finishing Departmgnt | : Materials L%O—[—&—%;
© . Quantity Schedule Actual wD EP Wb T
Units in process, beg. 20,000
Units received . 60.000
80,000
Units completed , :
In process, beg. 20,000 . - 50% }0’000
Rec’d & completed 40,000 100% 40,000 100% 49.000
Units in process, end 18,000 100% 18,000  70% 12.600
Units lost . 2.000 - - - -
Costs charged to the department
Cost - in process, beg. P_173.500
Cost from preceding dept. 360.000 P 6.000000
Cost added in the department
Materials, . 90.000 1.551724
Labor & overhead ﬁ 193.800 3.095846
Total cost added ‘ 283.800 4 647570
Adjustments for lost units \ 206896
Total costs to be accounted for P_ 817300 P_10.854466

Costs accounted for as follows:
Completed & transferred
In process, beg.

Cost last month P 173.500
Cost this month 30’959 P2
Received & completed . 04,459
In process, end —434.178 P 638,637
Cost from preceding department '
Materials . 11,724
Labor & overhead | 27,931 '
Total costs as accounted for —39.008 178.6632
P 817,300
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Computations: - Unit cost .

Cost from preceding 360,000 = 6.00

| 60,000
Materials 90.000 = 1.551724
58,000 '
Labor & overhead 193.800 = 3.095846
s ' 62,600
Adjustment for lost units:
- a. COSF from preceding dept. 360,000 - 6.00
Units received less lost 58,000
= 6.206896 - 6.00
= 0.206896
b. Cost of lost units = 2,000 x6.00
Units received less lost 58,000
- = 0.206896

Under the assumption that units lost were discovered at the beginning or during the
processing, the cost of the lost unit will be absorbed by the units received less units
lost (58,000) which is represented by the units received & completed and the units in
“process, end (40,000 + 18,000). It is assumed further that the lost units are from the
units received only. However, if it is assumed that the lost units are from the in
process, beginning and the received, then the denominator will include the 20,000 in.
process, beg. (20,000 + 60,000 less 2,000 = 78,000). Just like in the previous example
where the units lost were discovered at the end, the lost units are assumed to be
coming only from the received and it is for this reason why the cost of the lost units is
absorbed only by the received and completed. If it is assumed that the l‘ost units are
from the in process, beg., and the units received: during the period, then the in process,
beg. will share in the absorption of the cost of the lost units. The in process, end will
not share in the cost of the lost units discovered at the end.

Under the average method, the in process, beginning will share in the absorption of
the cost of the lost units. The in process, end will share in the cost of the lost units if
the lost units are discovered at the beginning or during the process. If the lost units

are discovered at the end of the process, the cost will be absorbed by the completed
only, |
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B. AVERAGE METHOD
DENVER COMPANY
Cost of Production l.{eportSZO] 9
for the month ended Apr il 3?’
Finishing Departmeft
|  © Materials {;53‘” & %‘;
Quangity Schedule Actual wD EP TN T
Units in process, beg. 20,000 :
Units received 60.000
~ 80,000
Units completed 60,000 100% 60,000 1033/’0 ?g,ggg
Units in process, end 18,000 100%. 18,000  70% o3
Units lost 2,000 - P
Costs cﬁat:ggi to the department
“Cost from preceding department
In process, beg. P 118,000
Transferred during the month ' 360.000
: 478.000 P 5975
Cost added in the department
In process, beg. ,
Materials 28,000
Labor & overhead ‘ - 27.500
Added during the month
Materials ¥ 90,000 1.512821
Labor & overhead 193.800 3.048209
Total cost added 283,800 m
Adjustment for lost units , 0' 153205
?‘otal costs to be accounted for P_817300 E—M
Cost accounted for as follows:
Completed & transferred .
In process, end L P 641,354
Cost from preceding department P 11g 308
Materials : 4 27’23 1
Labor & overhead ] ™S
| —— 38,407 175,946

P__ 817,300
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Computations: - Unit cost

Cost from preceding 478,000 = 5.975

80,000

Materials

28,000 + 90,000

1512821
78,000 ‘

Labor & OH 27.500 + 193.800 = 3.048209

72,600

Adju’s\tment for lost units 478.000 - 5.975

= 0.153205

333



334

TRUE OF FALSE

Indicate whether the
 space provided a capital

e re———

1.

9.

" Using the FIFO method:

ending WIP inventory wi

" pqumber of units started and ¢

g

-
=

ents are true of false by inserting in the
“F” for false ) ank

following statem
«1 for true of

If, for any period, the beginning Finig,

e average ending unit cost in Finished
ber between the unit cost iy tgd
t period unit costs, or it is equa?

Using the FIFO method:
Goods Inventory i§ ZeT0; then th
Gonds Inventory is. gither a num
beginning WIP-inventory and the curren

to the current period unit cost.
[f the units transferred out exceeds the

P beginning inventory then the unit cost of the
[1 equal the current period unit cost.

e beginning WIP inventory is zero, they
will always equal the unit costs of

equivalent units in W1

Using the FIFO method: If th
the unit cost of units transferred out
the units in ending WIP inventory.
Using the FIF O method: The number of units transferred out equals the
ompleted plus the equivalent units in the
beginning inventory times one minus the degree of completion.

Wejghteq average costing combines COSIS and equivalent units of a
period with the costs and equivalent units in beginning inventory for

product costing purposes.
When using the weighted-average method, the unit cost assigned to the

_units transferred out equals the unit costs assigned to the equivalent

units in ending inventory.
Using the weighted-average method: If the current period nit cost is-

greater than the unit cost of the units in the beginning inventory, then

the average uni
age unit cost of the goods transferred out will exceed the current

"' period unit cost.
. Irre i
spective of whether the FIFO method or the weighted-average

method is used, the tot
) , otal
particular period. al costs to be accounted for are equal for any

With inni i
zero beginning WIP inventory, the FIFO and weighted-averas®

- methods will assi
' gn equal peso amounts to the units transferred out &

the units in ending inventory

10. With zero ending W
in i ‘
g WIP inventory, the FIFO and we:ighted-average

methods will assi
1gn equal peso amounts to the units transferred out:
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LTIPLE CHOICE -THEORIES

order costing? acteristics applies in process costing but not to job

Ao oe

Identifiable batches of production,
Equivalent units of production
Averaging process

Use of standard cost

2. An equivalent unit of material or conversion cost is equal to -

a.

The amount of material or co

product nversion cost necessary to complete one unit of
uction. |

- A unit of work in process inventory.

The amount of material or conv

ersion cost necessary to start a unit of
production into work in process

Fifty percent of the material or conversion cost of a unit of finished goods
inventory

Assummg that there was no begmnmg In process inventory and the ending work

in process inventory is 100% complete as to material costs, the number of
equivalent units as to materials costs would be

a.
b.
£.
d.

a.

b.

The same as the units placed in process
The same as the units completed

Less than the units placed in process
Less than the units completed

What are transferred-in costs as used in a process costing system?

Labor that is transferred from another department within the same plant
instead of hmng temporary wotkers from the outside.

Cost of the production of a prev1ous internal process that is subsequently
used in a succeeding internal process.

Supervisory salaries that are transferred from an overhead cost center to a
production cost center. -

Ending work in process inventory of a prev1ous process that will be used in a
succeedmg process
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s was discovered during an inSPGCtion
stem, the cost of the spoilage wqy) d}:
d if the spoilage is :

5. Spoilage from a manufacturing proces ,
ocess costing Sy

work in process. In a pr ‘ e
added to the cost of the good units produ

i Abnormal N_le@l
a.. No Yes
b.. No No
C.. " Yes - Yes
d.. Yes - No

6. In the computation of manufacturing cost per equivalent unit, the weighted.

average method of process costing cons
a. Current costs only
b. Current costs plus cost of ending

C. Current costs plus cost of beginnin
d. Current costs less cost of beginning work-in-process inventory

iders’

work-in-process inventory
g work-in-process inventory

7. When using the first-in-first-out method of process costing, the total equivalent
units of production for a given period of time is equal to the number of units

a. In work in process at the beginning of the period times the percent of work
necessary to complete the items, plus the number of units started during the
period, less the number of units remaining in work in process at the end of

- the period times + the percent of work necessary to complete the items.

b. Ix:' wciirkdm.process at Fhe beginning of the period, plus the number of units
g:;zzss ;;”Si Thedpell;lold, plus the number of units remaining in work in

S a end of the period time ’ .
complete the items s the percent of work necessary t0

C. Started into process duﬁ :
- ng the pe s
the beginning of the period, period, plus the number of units in process &

d Transferred out duri
. ut durt 5 )
ng the period, plus the number of units remaining

work in process at the ¢
nd of the period . .
to complete the item. ¢ period times the percent of work necess®”
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8. The m;lts tcriaflst‘erred in from the first department to the second department should
be mc]: }lhe n the computation of the equivalent units for the second department
for w 1e of the fol lowing methods of process costing

EIFO ~ AVERAGE
a.. Yes Yes
b.. Yes No
Q. No Vet
. d.. No No

9. In c?leveloping a predetermined overhead rate for use in a process costing system, -
which of the following could be used as the base in computing the rate?

Actual factory overhead. . ‘
Estimated factory overhead.

Actual direct labor hours.

Estimated direct labor hours.

Any of the above could be used as a base. -

o a0 o

-

10. Which of the following statements are true?

I. The weighted-average method of process costing is computationally
- simpler than the FIFO method of process costing, i

- II. Manufacturing companies that use process costing would usually have
more products than manufacturing companies that use job-order costing.

I11. The production report prepared by companies using process costing will
indicate the cost and quantity of materials purchased during the period.

[ only

‘11 only

[ and 111 only
Il and 1] only
I, 1, and 111

®© a0 o
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" II1. The only difference betweer

12.

i

o o

e po o
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s are FALSE? .

thod of process costing and al| Materig,
duction process. Whep compugiy
als, total equivalent units wi]] &Qua]

Which of the following statement
I. A firm uses the weighted-average me
are added at the beginning of‘ the pt:;l
equivalent units of production for ma
total physical units,

Unit costs under the weighted-a

# , FO method. '
unitpagtsmaerthe | weighted-average and FIFO methods o

t of beginning work in process.

verage method will always be greater than

1.

process costing is in the treatmen
none are false,
I only
IT only
“Il'and Ml only -
L Il and III

Which of the following are needed to calculate the cost assigned to ending work
n process under the FIFO method of process _costmg?

_ UnitCost  Equivalent Units Cost-IP beg.
. No - . No Yes
Yes- No No
Yes Yes No
";Ye_s ~ Yes Yes

. Which of the following statements are FALSE?

I.  The final step in a process costing production report is the calculation of the
unit costs.

1. For cost control, the FIFO method of process costing is better than the

oo ow

. weighted-average method.

III. The weighted-average method of process costing will always assign more
cost to units _co‘mpleted & transferred than the FIFQ METHOD.
Tonly- e, ' |
I1 only
TandIII
LILand NI
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14. Beo,'m:gﬁ CWOIF is 45% complete, and ending WIP is 10% complete as to.
con\erz se S kgaterlals are added at the beginning of the process. If 2
013;;:8 ‘ s weighted-average, the total equivalent units for materials will
eq

a. EU to complete beginning inventory
b. ' Units started into the process this period.

¢. Units started into the process thlS period plus units in beginning inventory.
d. Units transferred out.

15. In comparing the FIFO and weighted average methods for calculating equivalent
units.

a T»he FIFO method tends to smooth out costs more over time than weighted
average method.

b.. The weighted average method is more precise than the FIFO mehod because

the weighted average method is based only on the work completed in the
current period. -

C.. The two methods will-give snmllar results even if physical inventory levels

- and production costs (materials and conversion ¢osts) ﬂuctuate greatl from
period to period.

d The FIFO method is better than the weighted average method for judging the

performance in a penod mdependent]y from performance in preceding.
periods.
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'PROBLEMS | R

rmation concerning the work in oo,

Problem 1 | . e
A company’s records show the following info

ina cheml;cal. Prll?::t‘ ventory - 10,000 units (materials are 80% complete; cOmver,
) c:sgt;nare %O% complete).
b. Transferred out - 50,000 units
¢. Ending inventory - (materials are 5
complete). | "
d. Started this month - 45,000 units.

0% complete, conversion costs aye 40,

“Requirements:
1. Compute the equivalent units for materials and conversion costs using FIFQ,

2. Compute the equivalent units for materials and conversion costs using
Average.

Problem 2 -
A company’s records show the followmg information concerning the work in process

at an assembly plant: _
a.. Beginning inventory - (materials are 60% complete; conversion costs are
75% complete). ‘ "
b Transferred out - 50,000 units. :
C. Ending mventoxy - 10,000 units (materials are 60% complete; conversion
costs are 80% complete.
d. Started this month - 45,000 units.

Requirements:
1. Compute the equivalent units

2. Compute the e
Average,’

for mdtenals and conversion costs using FIFO
quivalent units for materlals and conversion costs USI"8
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to account for |

: ) ts work i i ies. The
account records show the followmg information: ” n process inventories

Beginning work in process in

. ventory
Materials ;
Conversion costs P ?gg
Debits to work in process inventory this period:
Materials ’ P 3714
Conversion costs 2’2 58
Units: ’
Beginning inventory 300 units
Percent of completion (materials, 60%, conversion cost, 30%)
Started this period 2,000 units
Ending inventory

. 600 units
Percent of completion:(materiats, 40%, conversion cost, 20%)

Requirements:

1. Compute the equivalgnt units for materials and conversion costs.
2. Compute the unit cost for materials and conversion costs.

3. Compute the cost of goods transferred out.

4. Compute the cost of the ending inventory.

Problem 4

The beginning work in process inventory showed a balance of P48,240. Of this
amount, P16,440 is the cost of direct materials, and P31,800 are conversion costs.

There were §,000 units in the beginning inventory that were 30% complete with
respect to both direct materials and conversion costs.’ .

During the period, 17,000 units were transferred out and 5,000 remained in thc‘ending‘
i'nventory. The units in the ending inventory were 80% complete with respect to
direct material§ and 40% complete with respect to conversion costs.

CGS;[S iﬁcurred during the period -amounted to P126,852 for direct materials and
P219,120 for conversion costs. |
Requirements: Compute for the following using FIFO anfi ,'kjrerage

1. Equivalent production for materials and ‘conversm? costs.

2. Cost per equivalent unit for materials and conversion costs.
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Problem 5 e all rabot that can be moved around by ,

. ufactures a Sm ; " emoy
o Novli 0, eS8 T nd ks o s, '
COntW:. r!tt :ﬁﬁlent it can vacuum. the carpet. The l':?anc) Labor a dadded at the
Z‘;Z?;{:\ini ?)f the Assembly Operation (the first operation). N Overheaq 4,

a .
added uniformly during the month..
Operation are given as follow

Units . | | 15,000
' Work in process, July 1 , 7 550,000
. Units started in process , i ,
Costs : 1 o B
Work in process, July T L : '
Materials | : P 210,000
" Laborand overhead T S 60,000
July costs: - , L ¥
‘Materials - - i R 3,500,000
SR 1,458,000

Labor and overhead _ , ;
The inventory of work in process on July-1 was complete as to materials but only 2/3

complete as to labor and overhead. On July 31, the inventory consisted of 20,000
units that were 40% complete with respect to labor and overhead.
Required: Using average method and FIFO method compute for
1. Equivalent production for materials, labor and overhead
"~ 2 Unit cost for materials, labor and overhead -
3. Total costs of units completed ad transferred
4. Total costs of units in process, end

Problemé6 =~ - . ; _
: .9; Vtsk;)eobegmnmg. of September, the Ellery Company had P 27,950 (direct materials -
invento ‘Con?;sm-n cost ~ P 20,150) in Department A’s beginning work inprocess

e égo/‘“"f"",“”yz consisted of 15,500 units which had 100% of direct

i proc:s: 2 Co Stp Ot conversion cost. ‘During September, 36,000 units were started

conversion costs spm;;lggg dugl;g t;he ;T;O(I)l(t)l(; o iy naerale S oA L

. s ; ’ g [¥] 4 ) . ;

immediately tr ; ‘ Tt units were completed, they wer

ediately transferred to Department B, At the end of 'Septembgr, 3.500 wzre otill

in process and are 100% complete 3
. - st als :
Required: Using average method and P?[ggtg:::lsé dal:idt45% converted.
. e

1. Eq_uivalent production for materia

Data for the month of July in the Assembly
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Problem 7

GDL COII\pany uses three departments to produce o detergent.  The finishing
department is the third stop before {he pruduct‘is; iransferred to storage..All materials
needed to give the detergent its final composition are added at the beginning of the
process n the Finishing Department.  Any lost units occur only at this point and are

considered to be normal. The following data for the Finishing Department for October
have been made available.

Production data:

Tn process, Oct. 1 (labor & overhead, 3/4 comp) 10,000 units
Transferred in from preceding department 40,000 units
Finished and transferred to storage 35,000 units
-Ip process, Oct 31 (labor & overhead, 1/2 comp) 10,000 units
Additional data:
Work in process inventory, October 1
Cost from preceding department P 40,000
Cost from this department
Materials 20,000
Labor 39,000
Overhead 42,000
Transferred in during October 140,000
Cost added in this department
Materials 70,000
Labor 162,500
Overhead 130,000
Requirements

1. Costof production report using average method.
2. Cost of production report using FIFO method

Problem 8

Nofat Company produces a product in three departments. The product is cut out of
sheet metal in the Cutting Department, then transferred to the Forming Department,
where it is bent to shape and certain parts purchased from outside vendors are added
to the unit. Finally, the product is transferred to the Finishing Department where it is
painted and packaged. The company uses a process costing system with an average
cost flow assumption to account for its work in process inventories. Materials are
added at two different stages in the Forming Department. Material A is added at the
beginning of the process, and Material B is added at the end of the process. At the
end of May, there were 600 units in process in the Forming Department, 50%
complete as to labor and overhead. During June, 3,900 units were received from the
cutting Department, and 4,100 units were completed and transferred to the Finishing
Department. At the end of June, there were 400 units still in process in the Forming



Cost Accoynys
344

ost data relate
lete as to labor and overhead. C 410 Jyp
Department, 30% complete ¢

: ment o , - .
operations in the Forming Departme Beginning Invty. Aﬂﬂﬁﬂh&m

Costs charged to the d;parlment 5 0,090 P 67410
Cost from preceding dept. 4,000 2] 16%1%%
Material A .
Material B 1340 17.650

——T—

Conversion cost P14,430 P.122,660

1 i €= 5 l A Materla S [4

: d
2 Total costs of the units completed and transferre
3. Total costs of the units in process, end

Problem 9 .

Alonzo Manufacturing uses a process costing system to accumulate cos.ts related to
the production of "Supergrow" an industrial strength hair grower. Material costs ang
conversion costs for last quarter are provided below:

Materials Conversion
Costs in beginning work in process P 6,544 P 16,803
Current costs for the quarter 281,656 344,817

The equivalent bottles of production under the weighted average method are 262,000
for materials and 258,300 for conversion costs.  All materials are added at the

beginning of the production process. Beginning work in process was composed of

3,600 bottles that were 80% complete with respect to conversion costs

i
Required: ‘
1. If the number of bottles completed during
=

total cost that should be assigned tq these
method?

the quarter is 255,200, what is the
bottles under the weighted average

2. 1f Alonzo had us " ‘
i W(}J‘jfduﬁ:‘iietl;: FH;O method, total ¢ost assigned to ending work it
are 255,200, what jg th: ]}totall ]Lj 9{7-] If bottles completed during the quarter
bottles under the FiFe) ol Stthat should pe assigned to the completed
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Problem 10
The addition of water

Al the start of the process in Dept. B of Nicole Mfg. Co.
increases the

quantity by 5%. The following data pertain to its production for March,

2019
Quantity data: .
In process, March | (3/4 incomplete) 12,000 units
Transferred in ' 80,000 units
ln process, March 31 (2/5 complete) 10,000 units
Cost data

In Process, beg.  Added during the month

Cost from Dept. A

! P 11.800 P 86,120
Cost in Dept. B
Materials 3,125 21,835
Labor 1,490 43,510
Overhead 1,320 34,680

Materials are added at the start of the process while conversion costs are applied
evenly. The company is using the weighted average method

Requirements

L Equivalent production for materials, labor and overhead
2. Total costs of the units completed and transferred
3. Total cost of the units still in process at the end of March

Problem 11

During February, the Assembly Department received 60,000 units from the Cutting
Department at a unit cost of P3.54, Costs added in the Assembly Department were:
materials, P 84,370; conversion costs, P 129,710, Of the 60,000 units received;
50,000 were transferred out; 9,000 units were in process at the end of the month (all
materials, ¥ converted. The entire loss is considered abnormal and is to be charged to
factory overhead. Inspection is done at the beginning of the process. -

Required:

1. Equivalent production for materials and conversion costs.
2. Total costs charged to factory overhead for the lost units.
3. Costs of the units completed and transferred

4,

Costs of the units in process, end |



Cost Accounting
346

Problem 12 _ o A unit of product passes throygy,
icole Company employs a process costing systc?n‘.] o pefore it is completed. Ty
three departments — h-'iolclillg, Assembly, f‘nd. s qgu;qent during May:  Work i,
following activity took place in the Finishing D]Cp‘Asscmblf/ Department — 14,00,
process, May 1 — 1,400 units; transferred in from the hed goods inventory — 11,200,.
spoilage - 700; éompleted and mmeerr?d to ﬁms rocessing in the F’inishing
Direct material is added at the beginning .Of i rocessed. Conversion costs
Department without changing the number of units being p rocess inventory was 70%
are added evenly throughout the process. The work 1n p

complete as to conversion costs in May 1 and 49% CO"‘“PIete,]a?C;? c?g:grirsi:z]:ncezsi;;c
May 31. All spoilage is discovered at final inspection, “d] e within the T
after the units are completed: 560 of the units gponle v B e s
considered normal. Nicole Company employs the Welghted‘a‘;ler B :cranzferred d.
The costs per equivalent unit of production in May are as follows: : -In

costs — P5.00; materials — P1.00 and conversion costs — P 3.00

Required:

1. Cost of the units completed and transferred
2. Cost charged to factory overhead control
3. Cost of the units in process, end

Problem 13

Samahan, Inc. manufactures a highly sensitive smoke alarm and uses the FIFO
method. In costing finished goods, the unit costs for units completed from the work-
in-process at the beginning of the period is kept separate from the unit cost of those

started and completed during the period. The total manufacturing costs for the month
of June, 2016 is P264,000 and 2,750 units are completed during the month.

The inventories at the beginning pf June are::
Smoke alarm in process (80% complete) 1,250 units
~ Smoke alarms on hand (complete) 600 units
The inventories at the end of June are:
Smoke alarm in process (50% complete) 500 units
Smoke alarms on hand (complete) 700 units

P128,000
76,800

Required ,
1. Total cost of the units in process, end
2. Cost of finished goods inventory at the end
3. Total costs of the units sold |
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Problem 14

The fg:)l;?;*llzlgi w?re taken from the books of Michelle Company for the month of
June, + 1€ company uses FIFQ in costing finished goods and goods sold

Inventories, June ] Materials P 50,000
Finished goods ( 5,000 wnits ) 75,000

The transactions for the month of June are as follows:
1. Purchased materials on account, P 180,000
2. .Issued materials - Dept. 1 P 90,000, Dept. 2—P 112,500
3. The total payroll for the month amounted to P 135,600 distributed as follows:
Dept. 1-P 64,800, Dept. 2P 61,600 and the balance - indirect labor
4. Factory overhead applied amounted to Dept | — P 59,400; Dept. 2 — P 50,600

3. Units completed and transferred to finished goods — 40,000
6. Sold 25,000 units at P 400,000

QUANTITY DATA .DEPT. | DEPT. 2
Units started 60,000
Units completed 45,000 40,000
Stage of completion 60% 80%

Materials, in both departments, are added 100% at the beginning

Requirements: .
Journal entries to record the above transactions

Cost of units completed and transferred — Dept. 1
Cost of units completed and transferred — Dept, 2
Cost of goods sold statement

R T R
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TIPLE CHOICE -

n. The following data are available for e
.

Highland, Inc. uses a process costing syste
department for October, 201 9.

pERCENT COMPLETE
UKITS W CONVERSION COST
Uhdlo 0 4 30%
Work in process, beg. 10,000 gg"/ﬂi 70%
Work in process,end 5,000 ‘
The department started 45,000 units into production during the month and completeq

and transferred 50,000 units to the next department. -

1. Assuming a weighted-average method of accounting
equivalent units for material for October would be

a. 54,000 units
b. 50,000‘units
C. 48,000 units

d. 44,000 units
2. Assuming a FIFO method of accounting for units and costs, the equivalent units
for conversion costs for October would be

50,500 units
.46,500 units
44,500 units
48.000 units

for units and costs, the

Ao o

The following information pertains to the month of July for Stanley Company:

Beginning work m process inventory - P17,500 (10,000 units: 100% complete
for materials, and 60% complete for'labor and overhéad) )
Units completed - 60,000 units '

Cost per equivalent unit: Materials - P2.50; Labor and overhead, P2.00)

3. Given the data above, the cost of uni
. ; units transferred out during is:
A P 260,000 . g the month 1s:

b. P 242,500
c. P 254,500
d. P250,500
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The Pink Company has a py wei
. e S & process cost syst - d-average method,
he following inform t system and uses the weighte g

Unhe ation is applicable for the month of September.
I“' process, beginning
U‘DO% complete as to materials, 30%
complete as to labor & overhead)
Un!ts started in September 25,000
Units completed in September . 22,000
In process, end 8,000
(100% complete as to materials, 50%
- complete as to labor & overhead)

5,000

Costs

In process, beginning
Materials P 10,000

Labor and overhead 4,500
Added during the month

Materials P 47,000
Labor and overhead 73,500

4. Based on this information, the cost of the units completed is:
~a. P 135,000

b. P 113,600
c. P 107.800
d. P 120,250
5. The cost of the ending Work in Process inventory is:
P 27,200
P 39,200
P 21,400
P 32,400

.0 o

Department A is the first stage of Lovely Company’s production cycle. The following
information is available for conversion costs for the month of May, 20169

Work in process, beginning (25% complete) | 8,000 units
Started in May . 40,000 units
Completed in May and transferred to Dept. B 38,000 units

Work in process, ending (60% complete) 10,000 units
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6. Using the FIFO method, the equivalent units for copversion costs for the monk
a. 42,000 units
b. 38,000 units
C. 44,000 units
d. 36,000 units
I tem in operation and uses the weightey.

The following information for ¢,
ting records for September Gl

Minnesota Company has a process costing sys
average method to account for cost flows.
assembly department was obtained from the accoun

i i s).
materials are added at the beginning of the process): NUMBER OF UNITS
Work in process inventory, Sept. 1 (25% converted) 138’838
Transferred in during the month 5 O’ 000
Work in process inventory, Sépt. 30 (50% converted) | )
September costs: Transferred Labor &
. in . Materials Overhead
Beginning WP invty P 80,000 P37,600 P 5,000
Cost added - Sept. 251,000 122,400 66,500

7. The “Total cost to be accounted for” section of the Production Report for the
month will show an amount equal to:
a. P 562,500
b. P 231,500
C. P 439,900
d. P 520,000 | ‘
8. The equivalent units for material for the month is:
a. 100,000 units
b. 120,000 units
C. 140,000 units
d. 160,000 units
9. The unit cost for labor and overhead for the mbnth is:
a. P0.50
b. P0.125
- ¢, P0.52
d. P0.55

1

!
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. The equivale o
10 in\'exxtgxlwl:l\glot:“~ units for conversion costs equaled 47,500 units. The beginning
consisted Oflglgted Qf 15,000 units, 60% complete. The ending inventory
squIvalent un: 000 units, 75% complete. Assuming a FIFO basis of computing
quive ) units, the number of units started during the month was -
a. 41,500 units
b. 31,000 units
C. 44,000 units

d. 34,000 units

Charlene Casuals, Inc. yges

. A a process costing system to accumulate costs related to
silk scarf production.

Selected data for scarf production for last quarter is provided

below:
. Materials Conversion Cost
Units cost, FIFO method 9 P 225
FIF O_equivalent units 4,200 4,500
Cost in beginning work in process P 630 P 270
Total cost to be accounted for P24,780 27
11. What are the unknown amounts above?
? 0
a. P 5.75 P 2,270
b. P 575 P 10,395
C. P 5.90 P 2000
d. P 590 P 10,395

Use the following information for questions 12 to 15
Beginning inventory:

Prior department costs P 4,800 3,000 units

Materials 1,080 . 20% complete

Conversion costs 1600 25% complete
Current work: ‘

Prior department costs | P 9,600 8,000 units

Materials 20,460

Conversion costs 7,640

8,000 units were started this period

The ending inventory has 2,000 units, which are 45% complete as to materials, 65%
complete with respect to conversion costs. FIFO costing is used
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12. What are the total units to be accounted for?
a, 8,000 units
b. 10,000 units
C. 11,000 units
d. 13,000 units
13. How many units were started and comple
a. 6,000 units,
b. 8,000 units
C. 10,000 units
d. 11,000 units
14, What are the equivalent units produced form
a. 6,000 units
b. 8,000 units
C. 9,300 units
d. 9,900 units
15. What are the equivalent units produced for conversion costs?
a. 8,000 units
b. 9,300 units
C. 9,550 units
d. 10,300 units

ted this period?

aterials?

For the month just ended, the following data were generated by Alonzo Corporation.
Physical units "
Units in process, beg. : 4,000 gallons
Materials, chemicals (? complete) '
Materials, cans (0% complete)
Labor and Overhead (25% converted)
Started in process | | 21,000 gallons
Transferred to shipping _ - 20.000 gallons
In process, end [ S
Materials, chemicals (100% complete)
Materials, cans (? complete)

Labor and overhead (80% complete)
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Cost for the monch |
Work in process, beg,

Materials, chemicals

456,000

Labor (P100 per hour) 62,500
Overhead 18,750

The month’s cost added |

Materials, ‘chemicals 2,284,000
Materials, cang 70,000

Labor 350,000
Overhead 105,000

The co.rnpany manufactures high quality paints. Production begins with the blending of
the various chemicals, which are added at the beginning of the process and ends with the
canning of the paint. Canning occurs when the mixture reaches the 90% stage of
completion. The gallon cans are then transferred to the Shipping Department for crating
and shipment. Direct labor and overhead are added continuously throughout the process.
Overhead is allocated on the basis of direct labor hour at the rates of P30 per hour.

16.  Using the weighted average method, the cost per equivalent unit for direct marerials,
cans amountéd to

a. P3.50
b. P3.33
c. P2.80
d. P2.92

17. Using the weighted average method, the cost of overhead in the work in process,
end amounted to
~a. P20,625.00
b. P24,516.00
¢, P23,125.70
d. P25,781.26

18.  Using the weighted method, the cost per equivalent unit for direct materials,
chemicals amounted to

a. P109.60
b. P 91.36
c. P108.76

d. P130.48
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. that passes through three
The Alecks Company manufactures ¢ P ot of July, P 46,500 of direq;
departments in a continuous process. For t_l . " ed in Department A
materials were issued and P85,600 of direct labo o The work i Bfocass ©
The factory overhead rate is 75% of direct 80O 508, Fo 4 22,400 at the eng
Department A was P26,200 at the beginning of the |

of the process. ,
> +ment B 18
19. The cost of the units transferred to Departin®

a. P200,100
b. P192,300
c. P196,300

d. P222,500

During March., 2019, Blanche Company’s Department equivalent units costs were

computed as follows
Materials P1.00

Conversion costs ‘ 3.00 ) :
Materials are introduced at the end of the process I Department Y. There were

4,000 units (40% complete as to conversion cost) in process at March 3 l2 2016,
20. The total costs assigned to the March 31, 2016 work in process inventory

should

a. P4,800

b. P8,800

c. P7,200

d. None of the given

Marvin Company’s production process starts in the Compounding Department.
The following information for the month is provided. ‘

Work in process, beginning (50% complete) 40,000 units
Started during the month 240,000 units
Work in process, ending (60% complete) 25,000 units

Direct materials are added at the beginning of the process in the Compounding

Department. ,

21. Using the average method, the equivalent units of production’ (direct
materials and conversion costs) for the month is

280,000 and 270,000

270,000 and 280,000

240,000 and 250,000

255,000 and 255,000

b e
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Motus ??“gef D"“}% Ct‘mpz}ny manufactures “Milagro” from the following successive
processes: t Xtracung, Mixing and Packaging. Materials are added in the Mixing
Department in the form of additives, Motus uses the average cost method in

accounting tor work-in-process. Pertinent information from the Mixing Department
during May, 2019 show:

Cost charged to Mixing SRl lnventoryl Added in Mey
Cost from Extracting P29,120 P251,680
Direct materials 4,940 41,860
Direct labor 1,560 40,560
Factory overhead 3,120 81,120

Also during .the month, Mixing had units in beginning inventory of 1,000; transfers
from Extracting of 2,000 units added to process in the Mixing Department of 6,000;
transfers to Packaging of 7,800; and units in ending inventory (100% materials and
50% labor and overhead) of 1,200. |
22.  What are the total equivalent units for (1) materials , (2) labor and (3) overhead
in the Mixing Department?

a. (1)7,800 (2)7,800 (3)7,800

b. (1)7,800 (2)7,500 (3)7,500

c. (1)1,200 (2) 300 (3) 300

d. (1)9,000 (2)8,400 (3)8.400

. The Extracting Department is the first stage of Norman’s manufacturing cycle. Here,
materials are added at the beginning of the process. Pertinent data on Extracting
Department for May, 2016 show: work in process, beginning (60% complete) of
100,000 units; production started during the month of 600,000 units; work in process,
ending (70% complete) of 52,500 units. Norman uses the weighted average method.
23. What are the equivalent units of production for (1) materials and (2) conversion
costs, respectively, for May, 20197 :
a. (1)637,500 (2) 446,250 units
b. (1)600,000 (2)420,000 units
"¢, (1)700,000 (2) 684,250 units
d. (1) 62,500 (2) 43,750 units
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h 60 was considered normal and 4

Production in July resulted in 100 lost units of whic 80 v etals but only 40 percen
abnormal. The 100 units were complete with respe®

. materials, labor g
complete with respect to labor and overhead. Unit _‘:"isf: rhfl\"’f been determinzg
overhead were P10, P15 and P9 respe‘:ﬁ"e'?" he mt" lv in the computation of totg)
after including normal and abnormal lost units separately ‘

equivalent units.
24, The cost of lost units charged to factory overhe
a. P2,040
b. P1,176
c. P1,360
d P 784

ad would be:

Gardenia Company uses the weighted-average method. It had P8,000 of conversion

cost in the beginning Work in Process Inventory and added P(J{l,OOO of conversion cost
during 2019. The company completed 40,000 equivalent units for conversion costs
during the year. The company had 10,000 units in the ending Work I Process
Inventory that were 30% complete as to conversion.
25. The amount of conversion cost assigned to the unit in°process.

a. P12,600 |

b. P 5,400

c. P11,200

d. P 4,300

‘Ten-ten Company produces a small standard component in a process operation. There
is a quality control check at the end of the processing. Items which fail this check are
sold off as scrap for P1.80 per unit. The expected rate of rejection is 10%. Normal loss
is not given a cost except that whatever scrap value it has is credited to the process
account, The cost/value of the abnormal loss or gain, net of scrap, is written off to the
profit and loss account. | | :
Data for July are as follows:

Materials input | 1,000 units P5,100
Conversion cost P3.000
Output to finished goods ’

. | 800 units
26. What w:s:, ,t(l;zofull cost of the ﬁl’flbhed output that passed the quality control check?
P7,920 e
P7,200
P8,100

e o
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g‘;";glzt;::‘:uﬁotlslo\:ing process account of Lei Manufacturing Company by supplying
Of'(A) and (B) on the credit side of the account.

. Process Y.
Mag,(l)OO units P4.800 M81y6 1(;35 units com l;:tcd (A)
1/3 completed ’ , P
May 1-31
May 31
Mat. 12,000 @ P0.50 6,000 2,000 units- ¥z completed
Labor 3.600
Overhead 5 400
27. The peso amount of the 16,000 units completed (A) is
a. P17,800
b. P18,200
c. P17,600
d. P16,400 .
28. The peso amount of the 2,000 units % completed (B) is
a. P2,200
b. P1,600
c. P2,000
d.. P1,400

Krish Company has a Mixing Department and a Refining Department. Its process-
costing system in the Mixing Department has two direct materials cost categories
(material AA and material BB) and one conversion cost pool. The company uses first-
in-first-out cost flow method. The following data pertain to the Mixing Department for

October, 2019.
Units o
Work-in-process, October 1: 50% completed . 30,000
Work-in-process, October 31, 70% completed 50,000
Units started , - 120,000
Completed and transferred | 100,000
Costs \
Work-in-process, October 1 . P . 436,000
Material AA : 1,440,000
Material BB 1,500,000

Conversion costs : - 600,000
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‘ b Mixing Department
Material AA is introduced at the start of operations in the hf:lmllo]:%ed ig the ;\ld’ix?nd
Material BB is added when the product is three-fourths comp ng

' : rocess.
Department. Conversion costs are added uniformly during the p

: ial BB in the Mixi
29 The respective equivalent units for Material AA and Material BB in the Mixing

Department for October 2016, are: '
a. Both 100,000 units
b. 150,000 units and 120,000 units
¢. 120,000 units and 100,000 units
d. 120,000 units and 150,000 units

30.The cost of goods completed and transferred out to the Refining Department was:
a. P3,861,500
b. P3,201,000
c. P2,700,000
d. P3,101,000

Hannibal Co. processes its product in three consecutive departmcjnts, A, B, and C.
The following data are given on the third department's production for June of the

current.

Quantity data:
In process, June 1 (4/5 complete) 5,000 units
Transferred in 22,000 units
In process, June 30 (3/4 complete) ' 8,000 units
Cost data:
In process, June 1 P 30,610
Transferred in ‘ 110,000
Cost added in June |
‘Materials 15,750
Labor ‘ 8,400
Overhead " 6,300

31. What is the unit cost of the units completed and transferred?
a. P645
b. P145
c. P6.44
d. P6.50
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Summer Company makes g

S. [ H & M s . ;
Department B for 2019 fo) ingle product in two departments. The production data for

ows:

Units

In process, August 1 (40% completed) 4,000 units
‘Received from Department 1

30,000 units
Completed and transferred 25,000 units
In process, August 31 (60% completed) 6,000 units
Costs . In DFOCBSSLMaY_l Added durinﬂ May
Received from Dept, | P 14.400 P 97,200
Materials 3’800 67,500
Conversion costs 1:94() 81,000

Materials are added at the start of the process and losses normally occur during the
early stages of the operation.

32. Cost of goods manufactured using FIFO method
a. P 195,250

b. P 193,040
c. P211,040
d. P218,440

33. Cost of the ending work in process inventory using average costini
a. P 44,640
b. P 45,840
C. P46,362
d. P 46,800

The Antipolo Company operates three successive departments. Product costs are
tracked by department and assigned using process costing system. Overhead is applied
1o production in each department at a rate of 80 percent of the department’s direct
labor cost.

The T-accounts infonﬁation, on the next page, pertains to departmental operations for
June
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Work in process — Stripi

Beg. 20,000 [ C&T

DM 90,000

DL 80,000

FO % Ending 17,000
Beg. 150,000 | CofGM ?
Trans. In  ?

DM ?

DL ?

FO 00.000 | Ending 40.000

Cost Accounting

i in process — Adhesion
———%”2;,"” 70,000 [C& T 480,000
Trans. In 7
?
1135 o  |Ending 20,600
Finished Goods .
Beg. 185,000 [CofGS 770,000
CofGM 880,000 Ending 2

34. The cost of goods transferred out from the Striping 1s

a. P 173.000
b. P 227,000
c. P237.000
d. P 273,000

35. The direct labor cost incurred in the Adhesion Dept. is

a. P 76,000
b. P 95,000
c. P 96,000
d. P 171,000
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JOINT PRODUCTS AND BY-PRODUCTS
LEARNING OBJECTIVES

Upon completion of this chapter, you should be able to

¢ Define joints costs and distinguish them from common costs.

Discuss the appropriate methods for the allocation of joint costs to joint
products.

Discuss the appropriate methods for the costing of by-products.

Prepare the different income statements showing the revenue/net revenue from
by-products.

Discuss the effects of joint allocation upon decision making.

Jomt products are individual products, each with significant sales values, which are
produces simultaneously from the same raw materials and same manufacturing
process. For example, soy bean oil and soy bean meat are joint products which result
from the processing of soy beans. Joint products also occur in the meat packaging

industry and in many natural resource refining industry. The characteristics of Jomt
products are:

1.

Joint products have a physical relationship that requlres simultaneous common
processing. Processing of one of the joint products results in the processing of the
other joint products. When additional qualities of one joint product are produced,
the quantities of the other joint products will increase proportionately.
Manufacturing of joint products always has a split-off point at which separate
products emerge to be sold as is or processed further. Costs incurred after the split-
off point do not generally cause allocation problems because they can be identified
with the specific products.

None of the joint products is significantly greater in valué than the other joint

products this is the characteristic that distinguishes joint products from by-
products. |

Joint costs and the Split-Off Points

Joints costs should not be thought of as a “new” type of product costs in that day
consist of direct materials, direct labor and factory overhead. A major dnfﬁculty
inherent to joint costs is that they are indivisible because joint costs are not
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oducts being simultaneously produces,
separable costs, are incurred by
lled the split-off point) from the
facturing process. Additiong|

specifically identifiable with any of the pr
Additional processing costs, sometimes called
individual products after they have emerged (c2 X
common raw materials and/or the common man ) )
processing costs simply consists of the additional direct matena}.st,_ :flﬁit clgr?torr and
factory overhead incurred for the identifiable products after the split . ast to
the joint costs which are incurred for the benefit of all products priof to the split-off

point,

Outputs of a Joint Process

A joint process produces more than one product line.
resulting from a joint process is classified as (1) a join
scrap. Joint products are the primary outputs of 2 joint p
substantial revenue generating ability. Joint products '
company enters into the production process. These products are also called 'the' main
products. On the other hand, by-product and scrap are those that come out incidental
o the joint process. Both are salable, but their sales value alone would not be sufficient
for management to justify under taking the joint process. For example, Dunkin’
Donuts will never under take doughnut manufacturing to-generate the doughnut holes
(munchkins) sold to customers. Bacolod Sugar Mills would never undertake sugar

. cane processing simply to generate molasses.

A product that has a sales value
t product, (2) 2 by-product or (3)
rocess, each joint product has
are the main reason why a

Overtime a company can change a product classification because of changes in
technology, consumer demand, or ecological factors. Some products originally
classified as by-products may be reclassified as main products. For example, chicken
wings are sold before at a lower price compared to legs and breast, but now they are
sold at a price similar to other parts of a chicken. Some products originally classified
as scrap may be reclassified as by-product. For example, chicken entrails, feet, blood
and head may be classified as by-products while before they were classified as scrap.

CHARACTERISTICS OF MAIN PRODUCTS
1. The products must be the primary objective of the manufacturing operations
2. Sales value must be relatively high if compared witl ] esulting
same time period. . , ‘ the products resulting at the

3. In case of joint products, the manufacturer my
’ st pr
through a common process. produce all of the products
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- CHARACTERISITCS OF BY-PRODUCTS

1. The product is not the primary objective of the manufacturing operations.

2. Sales value of the by-product is comparatively low as compared with the sales -
value of the main product,

ACCOUNTING FOR JOINT PRODUCTS

Joint product costs must be allocated to jndividual products in order to determine the
ending work in process and finished goods inventories, costs of goods manufactured
and sold, and gross profit. Ag mentioned earlier, specific identification is not possible.
Therefore, an appropriate method must be used to allocate a portion of the joint costs
to individual joint products. Three.methods are commonly used to allocate joint costs.
The physical output method is bases on volume; the other two on market values the
market value at split-off method and the net realizable value method.

ACCOUNTING METHODS FOR MAIN PRODUCTS
1. Physical output method/ Average unit cost method
2. Market value at split-off method

3. Net realizable value method (approximated market value at split-off)

Problem to illustrate the accounting methods for main products

The following information is available for the Guifler Company. Joint Costs amounted
to P 164,000.

Units Disposal MV at Additional Final

Products Produced Costs Split-off  Processing Costs MV
A 28000 P 4,000 P 800 . P 50000 P 11.50
B 34,000 1,000 7.00 30,000 10.00
C 20,000 5,000 9.50 35,000 14.00

ACCOUNTING METHODS FOR MAIN PRODUCTS DISTINGUISHED

Physical Output/ Average unit cost method

Under this method,_the quantity of output is the basis for allocating joint costs. The
quantity of output is expressed in units, which may be tons, gallons, or any other
appropriate measurement. The quantity of output for all the joint products must be
stated in the same scale.

Joint cost is allocated to each product by a ratio of output per product over total joint
product multiplied by total joint cost.
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‘ Jlowing joint cost 3
Using the information from the illustrative problem, the following joint cost allocatiy,,

" 1s made.
Product A=28000 x 164,000 = P 56,000
82,000
Product B=43,000 x 164,000 = 68,000
82,000
Product C=20,000 x 164,000 = 40.000
82,000 . P 164,000
The total production costs of a product are computed as follows:
Units - Costs Share in Additional TotProduction
Product Produced Per Unit Joint Cost  Processing Cost Costs
A 28.000 2 P 56,000 P 50,000 P 106,000
B 34,000 68,000 30,000 9§,OOO
C 20.000 40,000 __35.000 75.000
82,000 " P_164,000 P_115,000 P 279.000

Under this method it is assumed that all products produced by a common production
should be charged a proportionate share of the joint cost based of the number of the
units produced. The most appealing characteristic of this method is its simplicity, not
its accuracy. The major disadvantage of allocating joint costs on the basis of quantity
produced is that the revenue producing ability of ine product is not considered.

Market Value at sj:lit-oﬂ' method
This is the most popular allocation method. An argument for this method is that the

selling prices of products are determined primarily by the costs involved in producing
the products. Therefore, joint product costs should be allocated. on the basis of the
market value of the individual products,

When the market value is known at the split-off point, the total joint costs is allocated
among the joint products by dividing the total market value of the joint product by the
total market value of all joint products to arrive at a ratio of individual market values 10
total market values, This ratio is then multiplied by the joint costs to arrive at the joint
cost allocation to each product, ,
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Formula

Joint cost allocation= Totg] market value of each product X joint costs
Total market value of all products

The formula is applied to d

oint product etermine the amount of joint cost to be allocated to each
Jo :

164,000 = 56,344
652,000

Product B = 238.000 « 164,000 = 59,865
652,000

Product C = 190,000 « 164,000 = 47,791

652,000

The total production costs of a product are computed as follows:
Total
Units MV at Total MV  Share in Additional Production
Prod. Produced Split-off atSO  Joint Cost Processing Cost  Costs
A 28,000 P 8.00 P224,000 56,344 P 50,000 P 106,344

B 34,000 . 7.00 238,000 59,865 30,000 89,865
C 20,000 9.50 160,000 47,791 35,000 82,791
- 82,000 P652,000 P 164000 P115000 P__ 279,000

* Net realizable value method (approximated market value at split-off)

When the market value is known at the point it should be used to allocate the joint
costs, as illustrated in the previous example. However, some or all of the products are
not salable at the split-off point. To be salable, additional processing cost must be
incurred. When this situation exists, the next best approach is to allocate joint costs
using the bet realizable method (approximated market value at split-off). Under this
method, any estimated additional processing and disposal costs are deducted from the
final sales value. The joint cost allocation to each product is computed based on the
formula on the next page.

Formula - ‘
Joint cost allocated = Total NRV of each product x Joint cost
to each product Total NRYV of all products
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ol st to be allocated to eaq)
The formula is applied to determine the amount of joint gy ) g

Jjoint product.
Product A = 263,000 x 164000 = 353797 '
817,000 ‘
Product B = 309.000 x 164,000 = 62, 027
817,000
" Product C = 240,000 x 164,000 = 48,176
817,000

The total production costs of a product are computed as follows:

1 2 3 4 5 6 7 Shsre T9t 1
‘Units  Final  Total Add’l D@sposal ‘ ?C Coa
Prod. Produced MV MV Cost Cost NRV inJC 0Sts

A 28.000 11.50 322,000 50,000 4,000 268.000 53,797 103,797
B 34,000 10.00 340,000 30,000 1,000 309,000 62,027 92,027
& 20,000 14.00 280000 35.000 5,000 240.000 48,176  83.176

84,000 942,000 115,000 10,000 817,000 164,000 279,000
2x3 4-(5+6) 5+38

ILLUSTRATIVE PROBLEM 1- (no additional processing cost) Allocation of
joint cost to joint products

Francis manufactures three joint products from a joint process. The following data
pertains to operations of September.

Products  Units Produced MYV at Split-off

A 5,000 P 8.40
B 3,000 6.00
C 2,000 5.00

Required: Allocate the joint cost of P 42 000 using:
1. Market value method
2. Average unit cost method
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SOLUTION
1. Market value method
MV
Product Units SO . Total MV Percentage  Share in Joint Cost
A 5000 840 42,000 60 P 25,200
B 3,000 600 18000 60% | 10,800
C 2,000 500 30000 60% - - 6,000
70,000 P___42,000

The computation of the percentage may be done using different methods. The first
method is to divide the market value of each product by the total market value: 42/70;
18/70; 10/70. If this method results in a percentage that are not exact, then the other
method may be used- 42/70 = 60%. The resulting percentage under the second method

isﬂi‘/“t“a“y the cost rate, therefore, the gross profit rate for all the products is the same,
40%.

2. Average unit cost method

Product Units Produced  Average Unit Cost ~ Share in Joint Cost
« A .5,000 P 4.20 P 21,000
B 3,000 4.20 12,600
.C 2,000 4.20 8.400
10,000 P 42,000

The average unit cost is computed by dividing the total joint costs by the total units
produced: 42,000/10,000 = 4.20

For this problein, in as much as the products are salable at the splii-off point, we will
not use the net realizable value method. ¥

ACCOUNTING FOR BY-PRODUCTS

As mentioned before, by-products, like main products, are produced from a common
raw material and/or common manufacturing process. Joint costs are not directly
~traceable to either main products or by-products. Since by-products are produced

incidental to the processing of the main products, allocation methods differ from those
used for main products. The methods of costing by-products fall into two categories;
category 1, in which by-products are recognized when sold and category2, in which .

by-products are recognized when produced.



Cost Accounting

368
Catgg ory 1

to the processing of the raw materials t,
portance and therefore ng
ue from the by-product ig
processing costs ang

By-products are produced incidental only S
produce the main products. They are considered of minor im
income is recorded from them until they are sold. Net reven
computed by deducting from actual sales the actual additional | o
marketing and administrative expenses. The net revenue may be presented on the
income statement as: |

a. Other income _

b. Additional sales revenue

¢. A deduction from the cost of goods sold of the main product

Under this method, a By-Product Inventory account is not setup. Addltior?al processing
costs are expensed when incurred and disposal costs are expensed at the time of sale.

Category 2 | . _
When the net by-product income is significant and therefore considered important,

management may consider allocating joint cost to the by-product. The expected value
of the by-product produced is shown on the income statement as a deduction from the
~ total production cost of the main products produced. The unit cost of the main product
is therefore reduced by the expected value of the by-product produced. The two

methods to compute the peso amount of the by-product to be deducted from the

production costs are:
.- 1. Net realizable value method

2. Reversal cost method

Net realizable value method — under this method, the expected sales value of the by-
product produced is reduced by the cxpected additional processing costs and marketing
and administrative expenses. The resulting net realizable value of the by-product is
deducted from the total production costs of the main product.

Reversal cost method — under this method, the expected value of the by-product
produced is reduced by the expected additional processing costs, selling and
- administrative expenses and normal gross profit of the by-product. Thi; is called the
reversal cost method because one must work backward from the gross revente 10
arrive ‘at the estimated joint cost of the by-product at the split-off point. When
. - additional processing costs and normal gross profit of the by-product are deducted

from gross revenue, the remaining portion is the estimated cost of producing the by-
product up to the split-off point. | ~ '.
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The joir}t cost allocated to the production of the by-product is deducted from the total
production cost of the main product and charge to a By-Product Inventory account.

ILLUSTRATIVE PROBLEM 32

e e ————

- Green Spring Company produces product XY from a process that also yields a by-
pro@uct, Z. The bY-Prqduct requires P 4,000 additional processing cost. The company
decided to charge the joint cost to XY. The by-product will require selling and

administrative expenses of p 1,000. Information concerning a batch produced in
January 2019 follows: '

Product Units Produced MV at SO Units sold
XY 50,000 P 10.00 40,000
- Z 20,000 1.00 15,000
The costs incurred up to the split off point are;
Direct materials P 120,000
Direct labor 100,000
Factory overhead 80,000
" Required:

1. Income statements showing the net revenue of the by-product using the
different methods. '

a. Additional sales revenue
b. Deduction from the cost of goods sold of XY
c. Other income

2. Income statement showing the net realizable value of the by-product as
deduction from the total manufacturing cost of XY

SOLUTION
Sales , :
Main product ‘ P 400,000 . ,
By-product 10,000 P 410,000.
Less: Cost of Goods Sold.
Direct materials 120,000
Direct labor 100,000
Factory overhead | 80,000
Total manufacturing cost 300,000 G
Less: Inventory, January 31 60,000 240.000
Gross Profit 170,000

Less: Selling and administrative expenses 80,000 -

Net Income . P__ 90,000
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: wSs!
The net revenue from the by-product is computed 85 follq P 15,000

Sales
Less: Add’l Processing Cost P 4,000 " 5,000
Selling and administrative _1,000 p____10.000
Net revenue of by-product
Inventory, January 31 | 300,000 x 10,000 = 60,000
50,000

'b. Net revenue from by-product shown as deduction from cost of goods sold of

main product.

Sales P 400,000
Less: Cost of Goods Sold '

Direct materials P 120,000

Direct labor 100,000

Factory overhead 80,000

Total manufacturing costs 300,000

Less: Inventory, January 31 ___ 60,000

Costs of goods sold 240,000

Less: Revenue from by-product____10,000 230.000
Gross profit | 170,000
Less: Selling & Administrative 80.000
Net Income - P__90,000

c. Net revenue from by-product is shown as other income:
Sales _ P 400,000
Less: Cost of Goods Sold

Direct materials P 120,000

Direct labor " 100,000

Factory overhead 80.000

Total manufacturing cost 300,000 . '

Less: Inventory, January 3] 60.000 240.000
Gross Profit 1 60'000
Less: Selling and administrative 20.000
Net operating income 80, 000

Add; Revenue from by-product 10,000

Net Income
: P__ 90,000
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All three presentations under Method 1 resulted in the same amount of net income.
The presentation on the incoms statement will not affect the amount of net income. It
is only under Method 2 that the net income is affected because the total manufacturing

costs was decreased and as a result, the cost of the inventory of the main product was
affected and this caused the net income to decrease.

2. Net revenue trom by- product shown as deductlon from total manufacturing
cost of the main product.

Sales P 400,000
Less: Cost of Goods Sold

Direct materials P 120,000

Direct labor 100,000

Factory Overhead 80.000

Total manufacturing cost 300,000

Less: Revenue from by-product 10.000

Net manufacturing cost 290,000

Less: Inventory, January 31 58,000 232.000
Gross profit 168,000
Less: Selling and Administrative 80.000
Net income _ . P 88.000

ILLUSTRATIVE PROBLEM 3

Monique Company manufactures product MN from a process that also produces by-
product J and by-product K. The following pertains to operations for March, 2016

MN J K TOTAL
Units produced 10,000 6,000 4,000 20,000
Sales price/unit P 2000 P 3.00 P 275
Units sold - - 8,000 6,000 4,000 18,000
Subsequent cost P62,300  P5,700 P4,300 P 72300
Selling & adm. 32,000 2,500 1,000 35,500
Desired profit 2,000 1,200
Required:
1. Share of the by-products in the joint cost of P50,000 using re\ersal cost
methed.

2. Tncome statement for the main product, MN and the by-product J and K.
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SOLUTION: hod:
1. Share of the by-products in the joint cost using reversal cost meit) Od- -
" , By-Product J By-troquct 4, .
-~ Sales P 18,000 P 11,000
Less: ..
Subsequentcost P 5,700 p 4300
Selling & adm. 2,500 1,000 500
Desired profit 2,000 __ 10.200 _ 1200 —;61"—
Share in joint cost 'p___7.800 P 4.0
MONIQUE COMPANY
Income Statement
for the month ended March 31, 2019
| MN BP-J BP-K Total
Sales P160.000 P 18,000 P 11.000 P _189.000
Less: Cost of Goods Sold
~Sh. In Joint cost 37,700 7,800 4,500 50,000
Subsequent cost 62.300 5,700 4.300 _72.300
Total mfg. cost 100,000 13,500 - 8,800 122,300
Less: Inventory 20,000 - - 20,000
Cost of goods sold 80,000 13,500 8.800 102,300
Gross profit 80,000 4,500 2,200 86,700
Less: Selling & Adm. 32.000 2,500 1.000 35,500
Net income ] P_48000 P 2000 P 1,000 P 51,200
Supporting computations: |
Cost/unit ~ MN = 100,000
10,000
= P 10.00/unit’
Inventory = 2,000 units x P 10.00/unit

For the by-products, the total manufacturing cost is the same as the cost of goods sold
* because all units produced during the period were also sold during the period. If the
units produced for the period were not all sold then the inventory will be computed by
dividing the total manufacturing cost by the total units produced and the resulIt)in unit
cost will be multiplied by the units remaining in the inventory, ' 1
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Allocation of joint cogts using market value method

Subsequent  Realizable ~ Share in

Product &Lles—\la]_ug cost Value Fractions Joint Cost
MN 200,000 62,300 137,700  1377/1567 43,937
BP-J 18,000 5700 12,300 123/1567 3,925
BP-K  _11.000_ 4,300 6,700 67/1567 2,138
189,000 72300 156,700 50,000

EFFECTS OF JOINT COST ALLOCATION UPON DECISION MAKING
The allocatpn of joint cost is done mainly for the purpose of product costing and
shopl.d not mfluence management in its planning and control of joint costs and
decxsloq maku:xg. Decision making generally involves output decisions, further
processing decision and pricing decision. In each of ehses, joint cost allocation is not
“relevant information. The very nature of main products and by-products limits the
flexibility of decisions. When the products manufactured are proportionately fixed in
quantities relative to each other, a decision to produce more or less of one product will
result inproportionately more or less of the other product. Therefore, more useful
information is obtained by comparing total input costs with the potential revenue
generated from total output. When the products can be produced in alternative ratios or
“mixes”, the decision is based on which mix obtains the most profit. In this case,
income increments are analyzed. Total joint cost allocation has no influence on the
decision whether to sell at the split-off point or process further. A decision to process
further depends on whether the increase in the sales value is greater that the additional
cost to process further. Management decisions should therefore be based on
opportunity costs rather than on the allocation of joint costs (which may be considered
sunk costs for decision making purposes).



3‘7 4 Cost Accounting

QUESTIONS ' =

hat - -product?
1. What s the difference between a joint product and 2 by-produc

| o 10 joint products?
2. What are the different methods of allocating joint costs to joint p

3. What are the different methods of costing by-preducts?

4. If no costs are allocated to by-products as they are remOVe]‘zi ,f"o_'m, thte Jéim‘
processing center, what value will be assigned to by-products held In inven ory?

5. What method is most commonly used for allocatingjoing-processing costs to joint

products? Explain.

6. What method of allocating joint processing will give the same gross profit rate to

all products?
7. What procedures are followed when using the relative-sales-value method of

allocating joint costs if the joint products require further processing before it can
be sold?

8. What will justify the treatment of a product as joint product? By-product?

9. What method of allocating joint processing will give the same units cost for all
products? ' e

" 10. If the by-product will not share in the joint cost, how do we present on the income
statement the revenue from sale of by-product?
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TRUE-FALSE QUESTIONS

Indicate whether the following statements are true or false by inserting in the blank
space provided a capital “T” for true or “F” for false.

1.

LS

The split-off in a joint product situation refers to the stage of processing
where the two or more products are separated.

Under generally accepted accounting principles, joint costs are treated as

period costs as they cannot be exactly identified with the units of the
different outputs.

Under the net realizable value method, joint costs are allocated based on
the final selling prices of the joint products.

When using the net realizable value method, if there are no fur_ther
processing costs, then the gross margin as a percent of sales will be equal
for all joint products with common joint costs.

When using the net realizable value, method, if the further processing
costs are equal percentages of the final sales values for all the joint
products, then the gross margin as a percent of sales will be equal for all
the joint products with common joint costs.

When using the average unit cost method the joint product with the
highest number of units is allocated the highest peso value of the joint
costs.

All other things being equal, raising the number of units of one joint
product will reduce the joint cost allocation to all the remaining joint -
products when using the physical quantities method

_In a sell-or-process-further decision, it is sufficient to compare total

revenue without the additional processing to total revenue without the
additional processing to total revenue without the additional processing
to total revenue with further processing.

If all by-products produces during a period are sold during the period
then net income for the period is unaffected by the choice of deducting
the net realizable value of the by-products from the cost of the main
product or showing the proceeds from the sales of the by-products as
other income-
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13.

14,

. When using the replacement meth
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od, the final result is an unchangeg

hile the unit
: at has decreased, w unit cog
unit cost for the product whose outp increased could move in either

for the product whose -output has !
direction.

. By-product can ;)ccur before the split-off point, at the split-off point ¢

after the split-off point.

To record the allocation of joint cOsts, the WIP accounts of the join
products are debited and Purchases credited.

In a sell-or-process further decision, joint costs are irrelevant.
When using the physical quantities, method the joint product with the

highest number of units is allocated the highest peso value of the joint
costs.

___15. Net realizable value at split-off is used to allocate separable costs.
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PROBLEMS
Problem 1
Owen Company produces four jojnt products, which have a manufacturing cost of P
434,000 at the split-off point. Data pertaining to these products are as follows:
Market value ‘ Weight

Product - at split-off Units produced factor

A P 4.00 20,000 . 3.0

B 1.75 32,000 5.5

C 3.00 36,000 5.0

D 2.75 24,000 6.0

Required: Allocate the Joint cost using
1. Market value method

2. Average unit cost method
3. Weighted average method

Problem 2

The _Meadqws Company produced three joint products at a joint cost of P 264,000,
Additional information for a recent period is as follows: '

Sales value and Additional

Units Sales Value Processing if processed
Product Produced at split-off Sales Value Add’l costs
A 13,200 P 88,000 P 121,000 P 19,800
B 8,800 77,000 99,000 15,400
C 4,400 55,000 66,000 11,000

Required: Allocate joint costs using:
1 Sales value at split-off '
2. Physical units

Problem 3 o
- Anchor Company manufactures three main products, A, B, and C, from a joint process.

Joint costs are allocated on the basis of market value at split-off. Additional
information for June production follows:

A B ©C Total
Units produced 50,000 40,000 10,000 100,000
Joint costs P450,000
Sales value at SO P420,000 P270,000 P 60,000 750,000
Add’l costs if processed 88,000 - 30,000 12,000 130,000

Sales value if processed 538,000 320,000 78,000 936,000
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Required:  Compute for the total costs of each product using:
1. Market value method
2. Average unit cost method

Problem 4 “Choco” f _

The Laguna Chemical Company produces a product known as TECO r 0?1 Wh}ch
by-product results.. This by-product can be sold at Pl .OQ a pound. ‘ e m?nu ;Ctunng
costs of the main product and by-product up to the point of separation for the three

month period ending March 31, 2019 follows:

Materials P 30,000
Labor 17,400
Qverhead : 17,400

The units processed were 20,000 pounds of the main product and 2,000 pounds of the
by-product. During the period 18,000 pounds of the main product were sold at P10.00
a pound and 1,000 pounds of the by-product. Selling and administrative expenses
applicable to the main product is 30% of sales.
Required: , _
1. Income statements assuming that the sales of the by-product is treated as
income, using the different methods.

2. Income statement assuming that the sales of the by-product is treated as
reduction of the production cost of the main product.

Problem 5

Fisher Company manufactures one main product and two by-products, A and B. For
April, the following data are available.

: BY-PRODUCT
| | Main Product A B

Sales P75000  P6,000  P3500
Manufacturing cost after ’

separation 11,500 1,100 900
Marketing & adm. exp. ’ 6,000 750 500
Manufacturing cost before ~

separation 37.500

Profit allowed for A and B is 15% and ]2% respectively.
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Required:

L. Ca.lculate the manufacturing cost before separation for by-products A and B
using the market value (reversal cost) method.

2. Prepare income statement (showing details for sales and costs for each
product).

Problem 6

Eternity 'Con}ptcmy manufactures joint products X and Y as well as by-product Z.
* Cumulative Jomt cost data for the period show P204,000, representing 20,000
completed units processed through the Refining Department at an average unit cost of
P10.00. Costs are assigned to X and Y by the market value method, which considers
further processing costs in subsequent operations. To determine the cost allocation to
Z, the market value (reversal cost) method is used. Additional data:

| z X Y
Quantity processed 2,000 8,000 10,000
Sales price per unit " P 6.00 P 20.00 P 25.00
Further processing cost per unit 2.00 5.00 7.00
Marketing and administrative

expense per unit 1.00 - -
Operating profit per unit 1.00 - -
Required:

1. Compute the joint cost allocated to Z.
2. Allocate the remaining joint cost to X and Y,

Problem 7

The North Avenue Products Company manufactures two products, “East” and “West”,
incident to the production of which a by-product, “South” results. Material is started in
Process 1 at the end of which three products emerge. “East” is further processed in
Process 2 while “West” and “South are sold without additional processing,

For the month of September, 2019, the following data are available:
Materials entered in Process] . P 6,250.00
Processing costs:  Process 1 4,000.00

Process 2 . 3,000.00
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s. Production and saleg

: 5
o ; . . rk n prOCG
There are no beginning or ending inventories of wo

. data are as follows:

Sales price
Product Oty. Produced Qﬂf§91g P 7.00
East - 3,000 2,500 5.00
West - 2,000 1,700 0.40
South 500 - 500

| ! “East” and “West” and
Selling and administrative expenses constitute 20% of sgles for

10% of sales for “South”

1 relative sales values except that the sales
cess 2 for the purpose. The
enue Is deducted

Joint costs are allocated to joint products o :
value of “East” should be reduced by its unit cost 10 Pro :
by-product is not charged with any share of joint cost. By-product rev
from joint costs.

Required:

1. Income statement for “East” and “West.”
2. Schedule allocating the joint cost to “East” and “West.”

Problem 8 :

A company manufactures three products in a joint production process. The three
products X, Y, and Z . No by-product is produced in the process. Additional
information follows

Product
X Y Z TOTAL
Units produced . 10,000 6,000 4,000 10,000
Joint costs P 99,000 a b P 180,000
Sales value at split-off ~ v d P 50,000 P 250,000
Add’l cost to process further 16,000 P 12,000 6.000 P 40,000
Sales value if processed further 160,000 P 80,000 60,000 P 300.000

The company allocates joint cost using the net realizable value method

Required: Fill in the missing information as indicated by the letters.
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Problem 9

The Cherry Blossoms Company uses a process cost system to account for the
production of three different products: A, B, C. The prc;ducts are considered joint
products in the first department (Dept. 1). The products are separated at the end of
processing in Department 1. Product A needs no further processing after the split-off
point while product B and C are sent to Department 2 and Department 3, respectively,

for further processing, The following revenue and cost information is available:
Units Market Value Additional Processing
Produet Produced  at Split-off (per unit) cost
A 80,000 P 20.00
B 70,000 30.00 P 560,000
C 90,000 25.00 540,000

Cost @ncurred in Department 1 amounted to P 2,880,000
Required: Allocate the cost of Department 1 using the net realizable value method.

Problem 10

Comely Products manufactures three products, R ,S and T, in a joint process. For
every ten kilos of raw materials input, the output is five kilos of R, three kilos of S, and
. two kilos of T. During August, 50,000 kilos of raw materials costing P120,000 were
processed and completed, with joint conversion costs of P200,000. Conversion costs
are to be allocated to the products on the basis of market values. To make the products
saleable, further processing which does not required additional raw materials was done
at the following costs:

S Further Processing Cost ~ Selling Price
Product R P30,000 P10.00

Product S 20,000 12.00
Product T . g 30,000 15.00
Requirements:

1. The unit cost of Product R is: .

2. Assuming that all units are sold, the gross margin on sales.for Product R is:

3.. Assuming that all units are sold, the gross margin on sales for Product S is

4. 1f all units of Product T are sold, and selling and administrative expenses are
20% of sale, the net income from the sale of Product T is:
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Sy int costs amounted

Below are production and sales data for three products. Jomn to

P35,000. ' e o

Product Qty. produced  Selling price Cost d;ie’{')(s)om 9 Qlﬁ’ 23%1d

M 1,500 P10.00 5’000 e
N 2,500 12.00 B o
O 1,000 15.00 5

Requirements: ‘

1. Compute the cost of goods sold of M
2. Compute the gross profit of N
3. Compute the value of ending inventory of O

Problem 12 . .

Ferguson Company purchases cocoa beans and processes them into cocoa butter,
cocoa powder and cocoa shells. The standard yield from each 100 pound sack of
unprocessed cocoa beans is 20 pounds of butter, 45 pounds of powder, and 35 pounds
.of shells. The butter must be molded and packed before it can be sold. The further
processing costs is P1.50 per pound, but the resulting processed butter can be sold for
* P12.50 per pounds. The powder can be sold for P9.00 per pound at the split-otf point.
The shells, which are considered a by-product, sell for P0.40 per pound. The company
estimates net realizable value at the split-off point if no market price is available at that
point. The costs of the cocoa beans is P1,500 per hundred pounds. It costs P3,700 in
labor and overhead to process each 100 pounds of beans up to the split-off point.

Requirements 4

1. Assuming that the shells are recorded as other income at the time they are sold,
compute: the allocated joint costs of the butter and powder produced from 100
pounds of cocoa beans, using the net realizable value method.

- 2. Assuming that the shells are recorded as other income at the time they are sold,
compute the allocated joint cost of the butter and powder produced from each 100
pounds of cocoa beans, using the physical quantities (pounds) method.

3. If the net realizable value of the shells
manufacturing costs at the time the shells
value method is used for joint cost allocati
joint cost to the main products.

Is entered as a credit to the primary
are recovered and if the net realizable
on, what would be the allocation of the
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- MULTIPLE CHOICE - THEORIES ‘

1.

E\)

W

e

194}

(\;Vhen two products are produced during a common process, what is the factor that
etermines whether the products are joint products or one principal product and a

by-product? .

a. Potential marketability for each product.

b. Amm‘mt of work expended in the production of each product.
¢. Relative total sales valye.

~d. Management policy.

A by-product is best described as
a. A product that is produced from materials that would otherwise be considered
scrap.
b. A product that has a lower selling price than the main product.
¢. A product manufactured along with the main product, a sales value that does
not cover its cost of production.
d. A product that usually yields a small amount of revenue when compared to
the revenue from the main product.

Which of the following components of production re allocable as joint costs when
a single manufacturing process produce several salable products?

a. Materials, labor, overhead.

b. Materials and labor only.

¢. Labor and overhead only.

d. Overhead and materials only.

Relative sales value at split-off is used to
a. Allocate separable costs.
b. Determine relevant costs.
¢. Determine the break-even point in sales pesos.
d

. Allocate joint costs.

For purposes of 'alnlocating joint costs to joint products, the relative sales value at
split-off is equal to

a. Sales price at point of sale reduced by cost to complete after split-off.

b. Total sales value less joint costs at point of split-off,

c. Separable product cost plus a riormal profit margin.
d. Sales price at ultimate point plus cost to complete after split-off
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10.

At the split-off point, products may be salable or may require ful:ta};zig:.);?ssi"g In
order to be salable. Which of the following have both of these ¢ 1stics?

BY-PRODUCTS JOINT PRODUCTS

a. ‘ NO NO
b. No YeS
C. Yes No
d. Yes Yes

One of the accepted methods of accounting for by-product 1s o recognize the
value of the by-product as it is produced. Under this method, inventory costs for
the by-product would be based on

a. An allocation of some portion of joint costs but not any subsequent costs.

b. Neither an allocation of some portion of joint costs nor any subsequent

processing costs. P
¢. Subsequent processing costs less an allocation of some portion of joint costs,
d. An allocation of some portion of joint costs plus any subsequent costs.

‘An inventory valuation procedure which is particularly adaptable in accounting for

by-products is
a  First-in, first-out
b. Last-in, first-out
¢. Market price of the products, less cost of disposition
d.  Common costs.

In accounting for by-products, the value of the by-product 