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Business Administration Discipline



LECTURE 11: AN INTRODUCTION TO COSTING AND COST BEHAVIOUR
CONTENT

· Definition and Scope of Cost Accounting
· Accounting for Manufacturing Operations

· Types of Cost and Cost Behaviour

LEARNING OBJECTIVES

After this lecture, you should be able to:

· Define cost accounting and understand the range of information the cost accounting system provides.
· Distinguish amongst fixed, variable, and semi-variable costs.

READING REFERENCE

Meigs, Chapter 16, pp. 702 – 710.

LECTURE 11 AN INTRODUCTION TO COSTING AND COST BEHAVIOUR
	A.
	Definition and Scope of Cost Accounting

	
	1.
	The traditional view - Cost accounting is concerned with the calculation of product costs for inventory valuation and income determination.

	
	2.
	The contemporary view - Cost accounting is concerned with:

	
	
	(a)
	ascertainment of costs and profit;

	
	
	(b)
	inventory valuation and inventory control;

	
	
	(c)
	preparation of budgets and forecasts;

	
	
	(d)
	analysis of variances and profitability;

	
	
	(e)
	ascertainment of costs and profit;

	
	
	(f)
	cost control and cost reduction;

	
	
	(g)
	provision of information for planning, control and decision-making.

	
	
	
	

	B.
	Accounting for Manufacturing Operations

	
	1.
	The manufacturing process of a typical manufacturing company involves the following steps:

	
	
	(a)
	Purchases raw materials;

	
	
	(b)
	Converts raw materials into finished goods;

	
	
	(c)
	Sells the finished goods.

	
	2.
	Classification of Manufacturing (or Production) Costs

	
	
	Manufacturing costs refer to the costs of producing the products and are classified into the following broad categories:



	
	
	(a)
	Direct materials – raw materials and component parts which can be traced directly and conveniently to the finished products manufactured.

	
	
	(b)
	Direct labour – wages paid to direct workers.

	
	
	(c)
	Direct expenses – costs, other than those of direct materials and direct labour, which can be traced directly and conveniently to the finished products manufactured, eg royalty charge.

	
	
	Direct materials + Direct labour + Direct expenses = Prime costs

	
	
	(d)
	Manufacturing (or production) overhead – indirect manufacturing costs which are not easily identifiable to a specific unit of product.

	
	
	
	

	
	3.
	Inventories of a Manufacturing Business

	
	
	(a)
	Materials inventory: direct and indirect materials/components on hand

	
	
	(b)
	Work in process inventory (WIP): partially completed goods on hand

	
	
	(c)
	Finished goods inventory: unsold finished goods available for sale.

	
	
	
	

	
	4.
	Recording Manufacturing Costs

	
	
	(a)
	Purchase of Materials Inventory

Dr. Materials Inventory
$x


Cr. Creditor/Cash

$x

	
	
	(b)
	Application of direct materials in the production

Dr. Work in process Inventory
$x


Cr. Materials Inventory

$x

	
	
	(c)
	Application of direct labour costs to the goods produced:

Dr. Work in process Inventory
$x


Cr. Direct Labour

$x

	
	
	(d)
	Payment of Direct Labour

Dr. Direct Labour
$x


Cr. Cash

$x

	
	
	(e)
	Incur Manufacturing Overhead

Dr. Manufacturing Overhead
$x


Cr.Cash/Creditor

$x

Dr Manufacturing Overhead
$x


Cr. Provision for Depreciation

$x

	
	
	(f)
	Application of Manufacturing Overhead

Dr Work in process Inventory
$x


Cr. Manufacturing Overhead

$x

	
	
	(g)
	Transfer of completed production to finished goods inventory

Dr. Finished Goods Inventory
$x


Cr. Work in process Inventory

$x


	
	
	(h)
	Sale of finished goods

Dr. Cost of Goods Sold
$x


Cr. Finished Goods Inventory

$x

	
	5.
	Example 1: 

Penguin Ltd. had $32,000 of inventory in direct materials inventory on 1 January 2004. During the year, additional direct materials of $306,000 were purchased.  At 31 December 2004, $68,000 of the direct materials were still on hand.
How much direct material was placed into the production process during 2004?

	
	
	Suggested Answer:
	$000

	
	
	Beginning materials inventory, at 1 January 2004
	32

	
	
	Add:  Materials purchased
	306

	
	
	
	338

	
	
	Less: Ending materials inventory, at 31 December 2004
	68

	
	
	Materials placed into production
	270

	
	
	Example 2: 

In addition to the information given in Example 1above, Penguin Ltd. incurred $211,000 of direct labour cost during 2004.   Manufacturing overhead for 2004 was $324,000.  On 1 January 2004, Penguin has $122,000 work in process inventory.  During 2004, units costing $880,000 were transferred to finished goods inventory.

How much was still in work in process inventory at 31 December 2004?

	

	
	
	Suggested Answer
	$000
	
	$000

	
	
	Beginning work in process inventory, at 1 January 2004
	
	
	122

	
	
	Direct materials
	270
	
	

	
	
	Direct labour
	211
	
	

	
	
	Manufacturing overhead
	324
	
	

	
	
	Total manufacturing costs added during the year
	
	
	805

	
	
	Total costs in process during the year
	
	
	927

	
	
	Less: Cost of goods completed during the year
	
	
	880

	
	
	Ending work in process inventory, at 31 December 2004
	
	
	47

	C.
	
	Summary of accounting entries for manufacturing processes:



	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	Material Inventory
	
	Work in Process Inventory

	
	Cash
	(a)
	WIP
	[image: image5.png](b)
	
	Material Inventory 
	(b)
	Finished
	(h)

	
	
	
	
	
	
	
	
	Goods
	

	
	
	
	
	
	
	
	
	
	

	
	Direct labour
	
	Direct Labour
	(c)
	
	

	
	Cash
	(d)
	WIP
	(c)
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	Manufacturing
	(f)
	
	

	
	
	
	
	
	
	Overhead
	
	
	

	
	Manufacturing Overhead
	
	
	
	
	

	
	Cash
	(e)
	WIP
	(f)
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	Finished Goods Inventory
	
	Cost of Goods Sold

	
	WIP
	(g)
	Cost of 
	(h)
	
	Finished Goods
	(h)
	
	

	
	
	
	Goods Sold
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


	E.
	Types of Costs and Cost Behaviour

	
	1.
	Fixed costs

	
	
	Within a range of activity levels, total fixed costs remain unchanged but fixed costs per unit decline as activity level increases, eg factory rental.
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	2.
	Variable costs

	
	
	Total variable costs change when activity level changes, but variable costs per unit remain constant, eg direct materials
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	3.
	Semi-variable costs

	
	
	Semi-variable costs contain both fixed and variable components and they change with activity levels but not in direct proportion, salesmen’s salaries.
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	D.
	Review Questions


1.
The following are the opening and closing balances in the books of Disney Garments Factory for 2004: 

	
	Start of year
	
	End of year

	Materials inventory
	$64,500
	
	$42,600

	Work-in-process inventory
	29,870
	
	27,650

	Finished goods inventory
	109,870
	
	?

	
	
	
	

	The amounts debited and credited during the year to the accounts used in recording manufacturing cots are as follows:

	
	Debit
	
	Credit

	Materials inventory
	$818,000
	
	$?

	Direct labour
	425,650
	
	493,125

	Manufacturing overhead
	1,056,000
	
	1,056,000

	Cost of goods sold
	2,370,000
	
	0

	Work-in-process inventory
	?
	
	?

	Finished goods inventory
	?
	
	?

	
	
	
	


Required:

(a) Compute the following for:

(i) Direct materials purchased

(ii) Direct materials used

(iii) Direct  labour paid 

(iv) Direct labour costs assigned to units being manufactured

(v) Direct wages payable at year end

(vi) Total manufacturing cots debited to the Work-in-process inventory account

(vii) Cost of finished goods manufactured

(viii) Ending inventory of finished goods
(b) Prepare a schedule of the cost of finished goods manufactured for the year.

2. The following are data for Grunda Toys Inc for 2004:

Purchase of direct materials
$349,670

Direct materials used
325,600

Direct labour paid during the year
171,730

Direct labour costs assigned to production
180,000

Manufacturing overhead incurred (excluding depreciation)
258,000

Plant depreciation
30,000

During the year 60,000 units of toys were manufactured and 62,100 units were sold.

Inventories during the year are as follows:



1 Jan 2004
31 Dec 2004
Materials
$18,400
?

Work-in-progress
3,950
5,550

Finished goods (3,000 units @ $13)
39,000
?

Required:

(a) Prepare a schedule of the cost of finished goods manufactured for Grunda Toys Inc in 2004.
(b) Show the journal entries to record the above transactions.
(c) Compute the average cost of Grunda toys produced in 2004.
(d) Compute the cost of goods for the year.

(e) Find the amount of inventory shown in the balance sheet at year end.

3. Stephanie started the business on 1 April 2004.   The following information related to the first year of operation: 

Net sales (10,000 units)
$610,653

Purchase of direct materials
191,342

Direct labour costs assigned to production
113,078

Manufacturing overhead applied to production
172,107

Selling expenses
70,530

Administrative expenses
131,650

Year-end inventory

Materials
$46,070

Work-in-process
27,457

Finished goods (3,000 units)
?

Required
(a) Prepare a schedule of the cost of finished goods manufactured for the year ended 31 March 2005.

(b) Compute the average cost per unit manufactured.

(c) Prepare the Income Statement for the year ended 31 March 2005.

4.
Classify the following into 


(a)
Fixed cost


(b)
Variable cost


(c)
Semi-variable cost

(i) Salaries of security guards in factory building who have to work overtime with pay.

(ii) Depreciation on raw materials warehouse.

(iii) Electricity used in factory operations.

(iv) Wages of assembly-line workers

(v) Salary of factory manager

(vi) Property tax on the factory building

(vii) Income tax on a profitable manufacturing operation

0





$





Units





Fixed Cost





0





Variable Cost





Units





$





0





Semi-Variable Cost





Units





$
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