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Systems Design:
Process Costing

A LOOK BACK
We described a basic job-order
costing system in Chapter 2 that
used a single plantwide overhead
rate. Then, in Chapter 3, we
looked at activity-based costing, a
more sophisticated technique
that uses a variety of allocation
bases to assign overhead costs
to products.

A LOOK AT THIS
CHAPTER
Chapter 4 covers process
costing, which is an important
alternative to job-order costing.
In process costing, departmental
costs are applied uniformly to the
products processed through the
department during the period.

A LOOK AHEAD
After discussing how costs
respond to changes in the level
of business activity, we will
introduce the contribution
format income statement in
Chapter 5.

S U P P L E M E N T : F I F O M E T H O D

( AVA I L A B L E O N T H E W E B AT

W W W. M H H E . C O M / B G N 2 E )
Equivalent Units—FIFO Method

Comparison of Equivalent Units of
Production under the Weighted-Average
and FIFO Methods

Production Report—FIFO Method

� Step 1: Prepare a Quantity Schedule
and Compute the Equivalent Units

� Step 2: Compute the Costs per Equivalent
Unit

� Step 3: Prepare a Cost Reconciliation

A Comparison of Costing Methods
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D E C I S I O N F E AT U R E

Costing Cream Soda
Megan Harris started a company that produces cream soda from an old family recipe. At first the
company struggled, but as sales increased, the company expanded rapidly. Megan soon realized that to
expand any further, it would be necessary to borrow money.The investment in additional equipment
was too large for her to finance out of the company’s current cash flows.

Megan was disappointed to find that few banks were willing to make a loan to such a small
company, but she finally found a bank that would consider her loan application. However, Megan was
informed that she would have to supply up-to-date financial statements with her loan application.

Megan had never bothered with financial statements before—she felt that as long as the balance
in the company’s checkbook kept increasing, the company was doing fine. She was puzzled about how
she was going to determine the value of the cream soda in the Work in Process and Finished Goods
inventories.The valuation of the cream soda would affect both the cost of goods sold and the inven-
tory balances of her company. Megan thought of perhaps using job-order costing, which had been
used at her previous employer, but her company produces only one product. Raw ingredients are con-
tinually being mixed to make more cream soda, and more bottled cream soda is always coming off the
end of the bottling line. Megan didn’t see how she could use a job-order costing system since the job
never really ended. Perhaps there was another way to account for the costs of producing the cream
soda.

Would you like to produce your own brand of soda pop? Visit www.brewpubmag.com/98jul/
feature2.html on the Internet for a detailed discussion of the ins and outs of brewing sodas.

LEARNING
OBJECTIVES
After studying Chapter 4,
you should be able to:

LO1 Record the flow of
materials, labor, and overhead
through a process costing
system.

LO2 Compute the equivalent
units of production using the
weighted-average method.

LO3 Prepare a quantity
schedule using the weighted-
average method.

LO4 Compute the costs per
equivalent unit using the
weighted-average method.

LO5 Prepare a cost
reconciliation using the weighted-
average method.
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As explained in Chapter 2, either job-order costing or process costing can be used
to determine unit product costs. A job-order costing system is used in situations
where many different jobs or products are worked on each period. Examples

of industries that would typically use job-order costing include furniture manufacture,
special-order printing, shipbuilding, and many types of service organizations.

By contrast, process costing is most commonly used in industries that produce es-
sentially homogenous (i.e., uniform) products on a continuous basis, such as bricks, corn
flakes, or paper. Process costing is particularly used in companies that convert basic raw
materials into homogenous products, such as Reynolds Aluminum (aluminum ingots),
Scott Paper (toilet paper), General Mills (flour), Exxon (gasoline and lubricating oils),
Coppertone (sunscreens), and Kellogg (breakfast cereals). In addition, process costing is
often used in companies with assembly operations, such as Panasonic (video monitors),
Compaq (personal computers), General Electric (refrigerators), Toyota (automobiles),
Amana (washing machines), and Sony (CD players). A form of process costing may also
be used in utilities that produce gas, water, and electricity. As suggested by the length of
this list, process costing is in very wide use.

Our purpose in this chapter is to explain how product costing works in a process cost-
ing system.

170

COMPARISON OF JOB-ORDER AND PROCESS COSTING

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

Similarities between Job-Order and Process Costing
Much of what was learned in Chapter 2 about costing and cost flows applies equally well
to process costing in this chapter. That is, we are not throwing out all that we have learned
about costing and starting from “scratch” with a whole new system. The similarities be-
tween job-order and process costing can be summarized as follows:

1. Both systems have the same basic purposes—to assign material, labor, and over-
head cost to products and to provide a mechanism for computing unit product costs.

2. Both systems use the same basic manufacturing accounts, including Manufacturing
Overhead, Raw Materials, Work in Process, and Finished Goods.

3. The flow of costs through the manufacturing accounts is basically the same in both
systems.

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

Differences between Job-Order and Process Costing
The differences between job-order and process costing arise from two factors. The first is
that the flow of units in a process costing system is more or less continuous, and the sec-
ond is that these units are indistinguishable from one another. Under process costing, it
makes no sense to try to identify materials, labor, and overhead costs with a particular
order from a customer (as we did with job-order costing), since each order is just one of
many that are filled from a continuous flow of virtually identical units from the produc-
tion line. Under process costing, we accumulate costs by department, rather than by or-
der, and assign these costs uniformly to all units that pass through the department during
a period.

A further difference between the two costing systems is that the job cost sheet is not
used in process costing, since the focal point of process costing is on departments. Instead
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A Perspective of Process Cost Flows 171

IN BUSINESS

of using job cost sheets, a production report is prepared for each production department.
The production report serves several functions. It provides a summary of the number of
units moving through a department during a period, and it also provides a computation of
unit product costs. In addition, it shows what costs were charged to the department and
what disposition was made of these costs. The department production report is the key
document in a process costing system.

The major differences between job-order and process costing are summarized in
Exhibit 4–1.

A Hybrid Approach
Managers of successful pharmacies understand product costs. Some pharmacies use a hy-
brid approach to costing drugs. For example, a hospital pharmacy may use process cost-
ing to develop the cost of formulating the base solution for parenterals (that is, drugs
delivered by injection or through the blood stream), and then use job-order costing to ac-
cumulate the additional costs incurred to create specific parenteral solutions. These addi-
tional costs include the ingredients added to the base solution and the time spent by the
pharmacist to prepare the specific prescribed drug solution.

Source: “Pharmaceutical Care: Cost Estimation and Cost Management,” Drug Store News,
February 16, 1998, p. CP21 (5 pages).

Job-Order Costing Process Costing

1. Many different jobs are worked on 1. A single product is produced either on 
during each period, with each job a continuous basis or for long periods 
having different production of time. All units of product are 
requirements. identical.

2. Costs are accumulated by individual job. 2. Costs are accumulated by department.
3. The job cost sheet is the key document 3. The department production report is 

controlling the accumulation of costs by the key document showing the 
a job. accumulation and disposition of costs

by a department.
4. Unit costs are computed by job on the 4. Unit costs are computed by 

job cost sheet. department on the department
production report.

EXHIBIT 4–1

Differences between Job-Order
and Process Costing

A PERSPECTIVE OF PROCESS COST FLOWS

Before going through a detailed example of process costing, it will be helpful to see how
manufacturing costs flow through a process costing system.

Processing Departments
A processing department is any part of an organization where work is performed on
a product and where materials, labor, or overhead costs are added to the product. For ex-
ample, a potato chip factory operated by Nalley’s might have three processing depart-
ments—one for preparing potatoes, one for cooking, and one for inspecting and
packaging. A brick factory might have two processing departments—one for mixing and
molding clay into brick form and one for firing the molded brick. A company can have as
many or as few processing departments as are needed to complete a product or service.
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