CHAPTER 4

JOB COSTING

I.  LEARNING OBJECTIVES

1. Describe the building-block concepts of costing systems

2. Distinguish job costing from process costing

3. Outline the seven-step approach to job costing

4. Distinguish actual costing from normal costing

5. Track the flow of costs in a job-costing system

6. Dispose of under- or overallocated manufacturing overhead costs at the end of the fiscal year using alternative methods

7. Apply variations from normal costing

II.  CHAPTER SYNOPSIS

Chapter 4 outlines the basics of costing systems by illustrating the accounting for costs in a typical job-costing system. Two more key terms, cost pool and cost-allocation base, are introduced in this chapter.  A cost pool is any grouping of cost items.  A cost-allocation base is the allocation basis used to allocate the costs in the cost pool to the cost object.  For example, machine hours might be the cost-allocation base used to allocate equipment maintenance costs to the products produced since there is usually a cause-and-effect relationship between the number of machine hours and the level of maintenance required.

The chapter distinguishes job-costing systems from process-costing systems. Job-costing systems track costs to distinct jobs, while process-costing systems apply the average cost to each unit of a large batch of identical or similar products. The seven-step process to job-costing is outlined, and normal-costing systems using standard costs are compared to actual-costing systems which use actual costs. The total of actual indirect costs often differs from the total of indirect costs applied in standard-costing systems and the chapter illustrates how to account for any underallocation or overallocation of indirect costs at the end of the fiscal period.  Three common methods for allocating any indirect costs allocation variances are the adjusted allocation-rate approach, the proration approach, and the write-off to cost-of-goods-sold approach.

III.  CHAPTER OUTLINE


Costs assigned to a cost object are either fixed or variable, and direct or indirect.  Cost tracing is the term for assigning direct costs; cost allocation is the term for assigning indirect costs. Two more key terms, cost pool and cost-allocation base are introduced in this chapter.  A cost pool is any grouping of cost items.  A cost-allocation base is the allocation basis used to allocate the costs in the cost pool to the cost object.  For example, machine hours might be the cost-allocation base used to allocate equipment maintenance costs to the products produced since there is usually a cause-and-effect relationship between the number of machine hours and the level of maintenance required. These five terms form the building blocks used to design the costing systems discussed in this chapter.

Do Chapter Quiz #1.

Assign Exercise 4-21and Problems 4-31 and 4-32.



Two basic types of costing systems used by management accountants are job-costing systems and process-costing systems. Job-costing systems are typically used by companies producing small quantities of distinct products or services, for example a home builder or an automotive repair shop or an advertising agency.  Job-costing systems accumulate and track costs separately for each product or service.  Process-costing systems are typically used by companies producing large quantities of identical or similar products, for example an oil refinery or a dairy or a steel mill. Process-costing systems accumulate and track the costs of each batch and divide the total costs by the units produced to determine average unit cost.

(Exhibit 4-1 offers examples of job costing and process costing in different sectors.)
(Exhibits 4-2 and 4-3 display sample job-cost records.)

Do Chapter Quiz #2.

Assign Exercise 4-16 PHGA.

A general approach to assigning costs in a job-costing system involves seven steps:


Step 1
—
Identify the job that is the chosen cost object.


Step 2
—
Identify and compute the direct costs of the job.


Step 3
—
Select the cost-allocation bases to be used.


Step 4
—
Identify the indirect costs associated with each cost-allocation base.


Step 5
—
Compute the allocation rate per unit for each cost-allocation base.


Step 6
—
Compute the indirect costs allocated to the job.


Step 7
—
Compute the total costs of the job.

(Exhibit 4-4 displays an overview of a typical job-costing system.)

Do Chapter Quiz #3.

Assign Exercises 4-19, 4-20, and 4-23.

Ideally, all costs associated with a job would be known the instant they are incurred, thus allowing real-time cost reports that accurately depicted the exact costs-to-date for any job.  However, the difficulties associated with calculating indirect-cost rates on an interim basis prior to the close of the fiscal year necessitate the use of approximations to obtain an estimate of job costs, since managers need job-cost information prior to the end of the fiscal year. Managers typically use normal costing to allocate indirect costs on an interim basis by applying a budgeted or standard allocation rate to the jobs in production to compute the estimated indirect costs of that job.

(Exhibit 4-5 differentiates actual and normal costing.)

Do Chapter Quiz #4.

Assign Exercises 4-17 and 4-18 PHGA and Problem 4-34.
The accounting for costs in a job-costing system varies slightly depending on whether the costs are direct materials, direct labor, or allocated overhead. Sample entries for each type of cost are as follows:

Direct Materials:
Debit Materials Inventory when Purchased, Credit to Cash or Accounts Payable.




Debit Work-in-Process Inventory when used, Credit Materials Inventory.

Direct Labor:

Debit Work-in-Process Inventory as labor is used, Credit Wages Payable.




Debit Wages Payable and Credit Cash when paid.

Overhead:

Debit Manufacturing Overhead Control as used. Credit as appropriate.*




Debit Work-in-Process Inventory, Credit Manufacturing Overhead Allocated 




as allocated using the appropriate standard cost-allocation rate.

WHEN COMPLETED:
 Debit Finished Goods Inventory, Credit Work-in-Process Inventory.

WHEN SOLD:

 Debit Cost-of-Goods Sold, Credit Finished Goods Inventory

END-OF PERIOD:
 Adjustment for any differences between actual costs and allocated amount.




(See next section.)




*The credit may be applied to any number of different balance sheet or income




  statement accounts depending on the type of overhead.  

(Exhibits 4-6 through 4-8 display the flow of costs in a job-costing system.)

Do Chapter Quizzes #5-7.

Assign Exercises 4-24, 4-25, and 4-26; Problems 4-30, 4-36, and 4-37.

Using budgeted or standard indirect-cost rates instead of actual costing allows managers to obtain ongoing cost information in a timely manner, instead of waiting until the end of the fiscal year when actual costs are known and financial reports are prepared. However, standard overhead allocations are unlikely to exactly equal actual overhead costs since the standard rates are developed using budget estimates of overhead costs. At the end of the period if actual units or costs differ from budgeted units or costs there will be a difference between actual indirect costs and the allocated indirect costs amount.  Indirect costs are said to be underallocated or underapplied when the actual (incurred) indirect costs in a period are more than the allocated amount; indirect costs are said to be overallocated or overapplied when the actual indirect costs in a period are less than the allocated amount. At the end of the year, these differences between actual indirect costs and allocated indirect costs need to be reconciled since the Manufacturing Overhead Control account and the Manufacturing Overhead Allocated account are not in balance.

Three common approaches to accounting for any overallocated or underallocated amount are the adjusted-allocation rate approach, the proration approach, and the write-off to cost-of-goods-sold approach. 

Do Chapter Quizzes #8 and #9.

Assign Exercise 4-27 EXCEL and Problems 4-33 and 4-35 PHGA.

 Although we tend to think of manufacturing sectors when discussing job costing, service-sector companies can also benefit from the use of job-costing techniques. In some instances, these companies may have direct-labor expenses (like bonuses) that aren’t known until later in the year, perhaps not even until the end of the year. For that reason, a company may modify the traditional normal costing approach to also allocate direct labor during the job rather than use actual labor costs, in a manner similar to how indirect costs are allocated using the same normal costing techniques.
Do Chapter Quiz #10.

Assign Exercise 4-28 PHGA, EXCEL and 4-29 EXCEL
IV.
CHAPTER 4 QUIZ
1. A cost-allocation base may be any of the following except a
a. cost driver.

b. cost pool.

c. way to link indirect costs to a cost object.

d. nonfinancial quantity.

2.  A company that manufactures dentures for use by local dentists would use

a. process costing.

b. personal costing.

c. operations costing.

d. job costing.

3. The first step in the seven-step approach to job costing is to

a. select the cost-allocation base to use in assigning indirect costs to the job.

b. identify the direct costs of the job.

c. identify the job that is the chosen cost object.

d. identify the indirect-cost pools associated with the job.

4. Using normal costing rather than actual costing requires that the allocating of indirect manufacturing costs to work in process be

a. done on a more timely basis, such as every two weeks rather than every month.

b.  journalized only at year end when adjusting entries are normally made.

c. calculated by using the budgeted rate times actual quantity of allocation base.

d. calculated by using the budgeted rate times the budgeted quantity of allocation base.

5. What is the best design for costing systems?

a. To be tailored to the underlying operations of the company
b. In accordance with generally accepted accounting principles for financial accounting reporting
c. To be compatible with the latest technology for data collection regardless of the cost
d. According to guidelines established by the Institute of Management Accountants for aiding management decision making
6. Which of the following accounts is not classified as an asset?

a. Manufacturing Overhead Control 

b. Materials Control

c. Work-in-Process Control

d. Finished Goods Control

7. The costs incurred on jobs which are currently in production but are not yet complete would appear in the
a. Materials Control account.

b. Finished Goods Control account.

c. Manufacturing Overhead Control account.

d. Work-in-Process Control account. 

8. The Precision Widget Company had the following balances in their accounts at the end of the accounting period:

Work in Process
$   5,000

Finished Goods

   20,000

Cost of Goods Sold
 200,000

If their manufacturing overhead was overallocated by $8,000 and Precision Widget adjusts their accounts using a proration based on total ending balances, the revised ending balance for Cost of Goods Sold would be

a.  $192,880.

b.  $200,00.

c.  $207,120.

d.  $208,000.

9. Liberty Box Company calculated an indirect-cost rate of $12.50 per labor hour for fringe benefits for use in their normal costing system.  At the end of the year, the actual costs of fringe benefits was $105,000 more than the budgeted amount used to compute the indirect-cost rate.  The total of labor hours worked for the year was the same amount as budgeted, 70,000 hours.  If Job #640 required the use of 15 labor hours and the company used the adjusted allocation rate approach, by what amount would the cost of Job #640 change?

a. $560.00


b. $281.25

c. $22.50

d. $20.50

10. If each professional in a service company is paid on an annual salary basis, why might the firm want to use a predetermined or budgeted rate for direct or professional labor?

a. A predetermined or budgeted rate is easier to justify to a client who might question a billing rate.

b. Professional staff persons do not keep accurate records of the jobs on which they work.

c. Professional staff incurs more client costs, such as travel, lodging, and out-of-town meals, while working on a job.

d. Year-end bonuses paid to the professional staff are difficult to trace to individual jobs.

CHAPTER 4 QUIZ SOLUTIONS:  
1. B   2. D    3. C  4. C   5. A      

6. A   7. D   8. A   9. C   10. D   
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Distinguish job costing from process costing.


























LEARNING OBJECTIVE #3:





Outline the seven-step approach to job costing.
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LEARNING OBJECTIVE #4:





Distinguish actual costing from normal costing.























LEARNING OBJECTIVE #5:





Track the flow of costs in a job-costing system.





helps managers cope with uncertainty.


























LEARNING OBJECTIVE #6:





Account for underallocated or overallocated indirect costs at the end


of the fiscal year using alternative methods.




















LEARNING OBJECTIVE #7:





Apply variations from normal costing.


























4-3

