Process Costing Overview

Process costing is used when there is mass production of similar products, where the
costs associated with individual units of output cannot be differentiated from each other.
In other words, the cost of each product produced is assumed to be the same as the cost of
every other product. Under this concept, costs are accumulated over a fixed period of
time, summarized, and then allocated to all of the units produced during that petiod of
time on a consistent ba<;|s

- Examples of the industries where this type of production occurs include oil refining, food
production, and chemical processing. For example, how would you determine the precise
cost required to create one gallon of aviation fuel, when thousands of gallons of the same
fuel are gushing out of a refinery every hour? The cost accounting methodology used for
this scenario is process costing.

To illustrate process costing, let's assume that a product requires several processing
operations—each of which occurs in a separate department. The costs of Department One
for the month of June amount to $150,000 of direct materials and $120,000 of direct
labour. Indirect overhead is applied to Department 1 at a rate of 150% of direct labour
cost. The number of units processed in June in Department One is the equivalent of
100,000 units, the per unit cost of the products processed in Department One in June will
be $1.50 for direct materials and $1.20 for direct labour and €1.80 for indirect overhead.
These costs will then be transferred to Department Two and its processing costs will, in
turn, be added to the cost of production of these units.

PRODUCTION COST REPORT:
DEPARTMENT: Departwment 1
PROCESS COST RECORD — PERIOD June 20XX
THROUGHPUT OF UNITS 100,000 :

TYPE COST FOR MONTH | PER UNIT
Raw Material 150,000 1.50
Direct Labour | 120,000 1.20
Applied Overhead @ 150% of labour 180,000 1.80
TOTALS S 450,000 4.50




Job Order Cost System

The job order cost system is used when services are carried out based on specific
customer orders. Each service is considered a job and will have differing degrees of
labour and material inputs. It is particularly suited to Vehicle Servicing as each Job will
entail differing expenditures on materials required for the job and require differing
degrees of labour time and skill. '

Costs are tracked by job reference — each service having its own unique Job Number. The
job order cost system must capture and track by job number the related mix of costs of
carrying out each job, which includes materials, labor, and indirect overhead. To track
costs, the following documents are used:

Job cost sheet is a document used to record all costs directly attributable to a Job and is
prepared by companies that use job-order costing system to compute and allocate costs to
services.

The accounting department is responsible to record all manufacturing costs (direct
materials, direct labor, and manufacturing overhead) on the job cost sheet. A separate job
cost sheet is prepared for each individual job.

All necessary details about the job and costs incurred to complete the job are written on
the job cost sheet.

The information about a job or order that is shown on job cost sheet usually includes job
number, customer, vehicle type, siarting date, completing date etc.

The information about servicing costs that is shown on job cost sheet usually includes:

materials requisition number and cost of direct materials issued

e time clocked in, direct labor hours, direct labor rate per hour and total labour cost
applied indirect overhead either at a rate per direct labor or percentage of labour
cost.

Orice the cost of a job has been ascertained, it is then marked up so that a sales invoice is
prepared and the profit on the job is earned.



Example:

An example of a complete job cost sheet is given below:

Jdoh Cost Sheet
Job Number 2847 Do maieg March 2
Deparmer: g ggggm@@m Werch &
Kap Specislordsr caging Urite compisten B
_ For stock_
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Job No. 1321 for she Staycoo! Company was the instalintion of nir ¢on-
diioning i a new S0-umit apartmeni building. Work begin on RMarch 7,
and the job was compicted on March 18, Costs were incurred as ol
lows;

Mar., 8 Ductwork costing $2,500 was delivered i the job for instal-
ation,

10 Wiring and other clecirical items costing $750 were delivered
o the job for instaltation.

Jb Direct lubor on the Job for the first week was 250 hours at
L8 per hour,

i4  Fifty compressor and cooling coll units costing $400 each were

delivered to the job for ipstallation,

Direct labor on the job for'the second weck was 240 hours at

58 per hour.

s
77}

Overhend costs are assigned to jobs on the basis of 1 1Q percent of direct
lubor. ,

Required:

A. Prepare z jobcostrecord forJob No. {321,

B. If the Staycoo! Company agreed to do Job Neo. 1321 at manufac-
turing cost plus 10 percent, what price would it bill to the customer?

C. What would be the Staycool Company's gross margin on this job?

The Huandy Tool Compuny manufuctures various {0ols and purts for
small pusoline cagines, some for special order and some lor stock, At the
end of April a sumiry of job cost sheets refiects the following data:

a1

Ko, o

Customor or Total

Job No, stock No. cost
1002 i ien.. PartNo. 32 : $4,500
1100 ... ... Gustomer No. 45 7,800
1.205...... e Customer No, 82 7,200

During May two new jobs were started: §,206 for stock Part No, 8,
and L.207 for Customer Mo, 7¢. Job Nos. 1,062, 1,100, and 1,206 were
completed during May. Customer Mo, 45 paid $20.000 in full for his
order. None of the stock parts were sold, Total costs incurred in May are
shown below by job number:

WJob No. - Amount
1002 e, $4,300
100 e vaseenre 3,000
1,205 v geeres 500
1206 e beernnn 5.000
TRO7 VTR 3,100
Required:
A. Preduce a summary job cost sheel to show the jobs stil in process
May 31,

1 (o.nnumg Yool of poods completed (m;!m‘f‘aimad) for by,
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4-11. Accounting for Qverhead; Predetermined Rates. The Aaroa Company

required

raquired

uses a predetermined overhead rote in applyingoverhead to production orders
on & lubr-cost basis for Department A and on a machine-hour basis for
Depariment B, At the heginning of 19_1, the company made the foflowing
predictions: .

Capt. A Dapt B .

Direct-labor cost 5125,600 & 35,000
Factery overbead 144,600 150,000
Direci-labor howrs 16,000 5,000
Machine-hors 1,000 20,000

1. What is the predetermined overhead refe that should be used in Department
A? In Departrueat B? i .
During the month of January, the cost sheet for production order No,
200 shows the {ollowing:

Dept. & Dapt 3 R
Matarials requisitioned £20.00 240.00 .
Direct-labor cost 532.00 £21.00
irect-igbor hours 4 2 -
Machine-hours 1 13

2. What is the fotel overhead cost of production order No. 2009

3. Assuming that Job No. 200 consisted of 20 units of product, what is the
unit cost of Job No. 2007

4, Atthe end of 19.1, it was found thet actual factory-overhead costs amounied
to $160,000 in Departraent A and 3138043 in Department B
Cive the over- or underapplied overhead smount for each department and
for the factory as a whole. Assume that tobal actual direct-labor costs and

mechine-hours conformed with the eriginal predictions.
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