A LOOK BACK

Chapter | described the three
major activities of managers and
compared and contrasted
financial and managerial
accounting. We also defined many
of the terms that are used to
classify costs in business. VWe will
use many of these terms in
Chapter 2. Now would be a
good time to check your
understanding of those terms by
referring to the glossary at the
end of Chapter |.

A LOOK AT THIS

CHAPTER

Chapter 2 distinguishes between
two costing systems, job-order
and process costing, and then
provides an in-depth look at a
job-order costing system. We
describe how direct material
and direct labor costs are
accumulated on jobs. Then, we
address manufacturing overhead,
an indirect cost that must be
allocated (or applied) to jobs.
Finally, we take a more detailed
look at the flow of costs through
a company’s accounting system
using journal entries.

A LOOK AHEAD

Chapter 3 continues the
discussion of the allocation of
manufacturing overhead costs,
showing how these costs can be
more accurately assigned using
activity-based costing. Ve cover
process costing in Chapter 4.
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DECISION FEATURE

Managing a Successful Furniture Company

Bush Industries, Inc., was included on Forbes’ list of the 200 Best Small Companies in America. The
company is now the 8th largest and the fastest-growing furniture manufacturer in the United States.
The company’s products include ready-to-assemble home-entertainment, bedroom, home office, and
business furniture. Potential customers can view the company’s online furniture showroom via a link
from its home page at www.bushfurniture.com.

Now headquartered in Jamestown, New York, the company employs 3,500. Its manufacturing and
distribution centers are located in New York, North Carolina, Pennsylvania, Florida, California, and
Mexico. Bush’s furniture is shipped to retailers, mass merchandisers, and dealers throughout the
United States and in over 40 countries throughout the world.

The popularity of the company’s products can be attributed to price and quality. The accuracy
of information relating to the costs of the company’s various products is critical to the company’s
continued success. Product costs impact a wide assortment of management decisions—from pricing
and profitability to adding and dropping product lines.

Sources: Bush Industries, Inc., website, June 2000; “Ranking the 200 Best Small Companies in
America,” Forbes, November 3, 1997, p. 276; Tom Hartley, “Sales Growing Piece-by-Piece at
Jamestown Furniture Maker,” Business First of Buffalo—Western New York, September 23, 1996,
p- 1; Stephanie Burdo, “Bush Industries: Doin’ It Right,” Business First of Buffalo—Western New
York, December 12, 1994, p. 12.

LEARNING
OBJECTIVES

After studying Chapter 2,
you should be able to:

LOI Distinguish between
process costing and job-order
costing and identify companies
that would use each costing
method.

LO2 Identify the documents
used in a job-order costing
system.

LO3 Compute predetermined
overhead rates and explain why
estimated overhead costs (rather
than actual overhead costs) are
used in the costing process.

LO4 Prepare journal entries to
record costs in a job-order
costing system.

LO5 Apply overhead cost
to Work in Process using a
predetermined overhead rate.

LO6 Prepare schedules of cost
of goods manufactured and cost
of goods sold.

LO7 Prepare T-accounts to
show the flow of costs in a
job-order costing system.

LO8 Compute under- or
overapplied overhead cost and
prepare the journal entry

to close the balance in
Manufacturing Overhead to the
appropriate accounts.



s discussed in the previous chapter, product costing is the process of assigning

costs to the products and services provided by a company. An understanding of

this costing process is vital to managers, since the way in which a product or ser-
vice is costed can have a substantial impact on reported profits, as well as on key man-
agement decisions.

The essential purpose of any managerial costing system should be to provide cost
data to help managers plan, control, direct, and make decisions. Nevertheless, external
financial reporting and tax reporting requirements often heavily influence how costs are
accumulated and summarized on managerial reports. This is true of product costing.

In this chapter, we use an absorption costing approach to determine product costs.
This was also the method that was used in the previous chapter. In absorption costing,
all manufacturing costs, fixed and variable, are assigned to units of product—units are
said to fully absorb manufacturing costs. The absorption costing approach is also known
as the full cost approach. In a later chapter, we look at product costing from a different
point of view called variable costing, which is often advocated as an alternative to ab-
sorption costing.

In one form or another, most countries—including the United States—require ab-
sorption costing for both external financial reporting and for tax reporting. In addition, the
vast majority of companies throughout the world also use absorption costing for manage-
rial accounting purposes. Since absorption costing is the most common approach to prod-
uct costing, we discuss it first and then deal with alternatives in subsequent chapters.

PROCESS AND JOB-ORDER COSTING

Distinguish between process
costing and job-order costing
and identify companies that
would use each costing
method.
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In computing the cost of a product or a service, managers are faced with a difficult prob-
lem. Many costs (such as rent) do not change much from month to month, whereas pro-
duction may change frequently, with production going up in one month and then down in
another. In addition to variations in the level of production, several different products or
services may be produced in a given period in the same facility. Under these conditions,
how is it possible to accurately determine the cost of a product or service? In practice, as-
signing costs to products and services involves an averaging of some type across time pe-
riods and across products. The way in which this averaging is carried out depends heavily
on the type of production process involved. Two costing systems are commonly used in
manufacturing and in many service companies; these two systems are known as process
costing and job-order costing.

Process Costing

A process costing system is used in situations where the company produces many units
of a single product (such as frozen orange juice concentrate) for long periods. Exam-
ples include producing paper at Weyerhaeuser, refining aluminum ingots at Reynolds
Aluminum, mixing and bottling beverages at Coca-Cola, and making wieners at Oscar
Meyer. All of these industries are characterized by an essentially homogeneous product
that flows through the production process on a continuous basis.

The basic approach in process costing is to accumulate costs in a particular operation
or department for an entire period (month, quarter, year) and then to divide this total cost
by the number of units produced during the period. The basic formula for process cost-
ing is:

Unit product cost Total manufacturing cost

(per gallon, pound, bottle) — Total units produced (gallons, pounds, bottles)

Since one unit of product (gallon, pound, bottle) is indistinguishable from any other
unit of product, each unit is assigned the same average cost as any other unit produced
during the period. This costing technique results in a broad, average unit cost figure that
















































































































































