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Chapter 4 - Flexible beget and Overhead costs variances

py ID 20,000 (ID 210,000 - ID 190,000). The standard fixed overhead is
more than the actual fixed overhead by ID 5,000 (ID 105,000 - ID
100’000). Then the total difference is ID 25,000 (U) (1D 20,000 + 'ID 5,000).

volume variance

The volume variance is the difference between the flexible budget
allowance for star\dard hours and the total standard overhead allocated.
it measures the difference between the budgeted fixed overhead and the

fixed overhead applied to work in process. The formula for the volume
variance is as below.

Volume Flexible budget Standard overhead
Vaﬁance = a"owance for 4 costs a"ocated for
standard hours actual production

M

for Alhylal Company, This variance is computed as under:

Volume variance
= [Budgeted fixed OH + (Standard hours x VOHR)] - [Standard hours x SOHR]

= |D 290,000 -ID 285,000

=D 5,000 (U)
The budget for the December anticipated that the fixed overhead cost of
ID 100,000 would be spread over 2,000 direct labor hours and would be
used to produce 1,000 units of product. Because only 950 units were
produced, only ID 95,000 of fixed cost (1,900 standard DLHs x ID 50 fixed
cost per hour) was allocated to actual production. The result was an
unfavorable variance of ID 5,000. This means that the unfavorable
volume variance arise because the standard fixed overhead rate of ID 50
included in the total standard overhead rate of ID 150 was based on the
assumption that 2,000 hours would be worked during the month, while
only the 1,900 hours allowed for the 950 units produced were actually
| charged to production. There is an underallocated.

Checking:
Total overhead variance = Controllable variance + Volume variance
D 30,000 (U) = ID 25,000 (U) + ID 5,000 (V)
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Chapter 4 - Flexible beget and Overhead costs Variance, ‘

- varlance method
Three va‘rl ce method also illustrates that the total overhe, d "
The 3-vaf|3: d into three variances: spending, efficiency, ang VOIUMQ
is §ub- divide ther words, the controllable variance of the two. vafiamQ
van:‘n;e;'r:;& down into spending and efﬁciency variances, The VOluk
\Ziitar?ce of the three- variance method is the same that is of My

variance method.

Spending variance

The spending variance is the difference between thed f!exible budge
allowance for actual hours and the actual overhead incurreq Th
variance compares the budgeted amount allgwed for actual Outpyy
achieved. The formula for the spending variance is as follows:

—

i i verhead
Spending Flexible budfget Actual? S
variance =  allowance for % costs incu

actual hours

PR il

If the actual overhead is more than the flexible budget allowance for
actual hours, the variance an unfavorable, and if the actual overhead js
less the flexible budget allowance for actual hours, the variance s 3
favorable. For Alhylal Company, the spending variance is:
Spending variance

= [Budgeted fixed overhead + (Actual hours x St. VOHR)] - Actual overhead

=[ID 100,000 + (2,050 DLH x ID 100 per hr)-ID 315,000

=[ID 100,000 + ID 205,000] - ID 315,000

=1D 305,000- 1D 315,000

=1D 10,000 (v)

The ID 10,000 (V) favorable s i
have arise because the purch
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iency variance
ien variance is the differenc

effic for actual hours and the :Iezfgxeiz;::t ﬂelfib'e oy
rs. In other words, this variance compares athzw;n;e e
o fof acttll‘alw P;(;Ufrs \:J:rked with the budgeted amountufogre:;(e’
standa d hou(S ;, ooverh:r . e actual production. It shows the effect on
e and yaria eI i ad costs when the actual hours worked are
Cer more Of ejs ; fan standard hours allowed for the actual
produdion achieved. Un avorable variances results when the flexible
budset Jllowance for actual hours is more than the flexible budget
oo nce for standard h9urs. Favorable variance indicates the flexible

for actual hours is less than the flexible budget for standard

pudget ;
“The formula for the efficiency variance is:

hours//——f
Flexible budget Flexible budget

gfficiency I f
ariance = a owalnhce or allowance for
actual hours standard hours

allo 4 hou

,
For alhylal Company; the efficiency variance is computed as follows:
ible budget allowance for actual hours =
[Budgeted fixed OH + (Actual hours X standard VOHR)]
=[ID 100,000 + (2,050 DLH x ID 100 per hour)] = ID 305,000

)~ Flexible pudgeted for standard hours =
(Budgeted fixed OH + (Standard hours allowed x Standard VOHR)]

- (D 100,000 * (1,900 DLH x 1D 100 per hour)] = ID 290,000

3 - Efficiency variance = 305,000 - ID 290,000
= |D 15,000 (U)

fficiency variance of ID 15,000 means

(the cost allocation base) was higher

ny's unfavorable €
llowed to produce 950 units.

| direct labor hours
direct labor hours a

Alhylal Compa
than the actua
than the standard

Volume variance
jance under the two" variance

lar to the volume var
i nce between the

met.hod. Recall that the volume variance
flexible budget allowance for standard hours and standard overhead allo-
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Chapter 4 - Flexible beget and Overhead costs """ﬂces

r the volu ;
cated and using the same formula fo. Me Variance "
two- variance method that is as follows:

er the

Volume Flexible budget Standard overp, dad
?riance = allowancefor . costsallocateq for
va standard hours actual Production

For Alhylal Company, This variance is computed as under:

Volume variance
= [Budgeted fixed OH + (Standard hours x VOHR)] - [Standard hours x SOHR)

=1D 290,000 -ID 285,000
=1D 5,000 (V)

Checking:
Total OH variance =
Spending variance + Efficiency variance + Volume variance
D 30,000 (U) = 1D 10,000 (V) + ID 15,000 (U) + ID 5,000 (V)
Or Controllable variance = Spending variance + Efficiency variance
ID 25,000 (U) = ID 10,000 (U) + ID 15,000 (U)

Four - variance method

The four-variance method recognizes two variable overhead variances
and two fixed overhead variances.

Variable overhead variances

The total variable overhead cost variance is the difference between
actual variable overhead costs and the standard variable overhead costs
that are allocated to actual units produced using the standard variable
rate. This variance is computed as follows:
Total VOH variance = Standard VOH — Actual VOH

= (1,900 DLH x ID 100 per hour) - ID 210,000

=1D 190,000 - ID 210,000

=D 20,000 (U)
The total variable overhead variance is subdivided into the variable
spending variance and the variable efficiency variance.
Variable spending variance
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riances

ple overhead spending variance |
, vari e Is computed by mult
::(ual urs wor:e:d::'dthe qiﬁerence between actual v:riatt:le“:\ytmﬁ ”
o an 4 the sta variable overhead rate. The f g
Co:;,ble spending variance is as under: | piagr iy
va
spending variance = Actual VOH - (Actual hours x St. VOHR)
W"'bl = Actual VOH - (Actual hours x St. VdHlt)

for Alhyla' Company, it is computed as follows:

, nding variance = ID 210,000 - (2,0

Vanable spe ¥ ,050 DLH x ID 100 per h
=|D 210,000 - ID 205,000 robingel

=D 5,000 (V)

efficiency variance

le efficiency variance is the difference between budgeted
head for actual hours and allocated variable overhead. In
t is the difference between the standard direct labor hc;urs
production and the actual hours worked multiplied by
head rate per hour. This variance measures the
d consumption that occurs because of efficie-

ncen or inefficient usé of direct labor. If the actual hours are greater than
standard hours, the variance is unfavorable, and vice versa. The variable
efficiency variance is computed using the two following formulas:
B 7
» "4 -

: B Standard _
Van.able hours standard Actual Standard
efficiency = a"owed for X VHR hours x VHR
variance actual worked

29 J

(_ output !
o computed as follows

Or, the variable efficiency variance can be als
Variable efficiency variance = (Standard hours = Actual hours) X St. VOHR

For Alhylal Company, the variable efficiency variance is:

Variable

e variab
ther words, |
r actual

d variable over

the standar
change in variable overhea

1-Variable efficiency variance
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= (1,900 DLH x ID 100 per hr.) = (2,050 DLH x |p 100 Der

= |D 190,000 - ID 205,000 r)

= |D 15,000 (V)
2 - Variable efficiency variance = (1,900 hours - 2.050 hours) x |p 100/},
= |D 15,000 (V) r

The 1D 15,000 unfavorable variable efficiency variance means thy the
actual direct labor hours of 2,050 exceed the standard direct labor hours
of 1,900 by 150 hours, the amount of variance is ID 15,000 (150 hours
ID 100 per hour).

Checking:
Total VOH variance = Variable spending variance + Variable efficiency variance

ID 20,000 (U) = 1D 5,000 (V) + 1D 15,000 (V)

Fixed overhead variances

The total fixed overhead cost variance is the difference between actya
fixed overhead costs and the standard fixed overhead costs that are
allocated to actual production using the standard fixed overhead rate. It
is computed as follows:
Total FOH variance = Standard FOH — Actual FOH

= (1,900 DLH x ID 50 per hour) - ID 105,000

=1D 95,000 - ID 105,000

=1D 10,000 (V)
The total fixed overhead variance is subdivided into the fixed spending
variance and the fixed volume variance.

Fixed spending variance

The fixed overhead spending variance is defined as the difference
between the actual fixed overhead and the budgeted fixed overhead.
The spending variance is favorable, when actual fixed overhead items are
less than was budgeted, and vice versa. The formula for computing the
fixed overhead variance follows.

Fixed spending variance = Budgeted fixed OH - Actual fixed OH ,

This variance for Alhylal Company is calculated as follows:
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Costs variances

nding variance = ID 100,000 - | 15 000

od SP®
rixed = 1D 5,000 (U)
jume variance
F :
erhead volume variance
fi Is the differ

The head cOsts d the overhead costs e etween budgeted
fix using the standard fixed overheaq r e allocated to actual
PO ingata level that differs from the leve| tate It is caused solely by

uc .
p ) andard fixed overhead rate. The formy|
the e variance is as follows:

yolu
_ Budgeted fixed
rixed volume . Standard fi
ance = overhead A g
varia s overhead allocated
Budgeted Standard
% | Standard
hours X FOHrate| ~ | hours iggﬁzg

—

Budgeted hours - Standard hours ] o Standard

Or ;
FOH rate

—

For Alhylal Company, it is computed as follows:
(2,000 DLH x ID 50) - (1,900 DLH x ID 50)

1-Volume variance =
= |D 100,000 - ID 95,000
=D 5,000 (V)
2-Volume variance = (2,000 DLH - 1,900 DLH) x ID 50 per hour
=D 5,000 (V)

D 5,000 (U) because the fixed overhead
f existing facilities and capacity, a
less than normal capacity is used.
urs are considered normal use

The fixed volume variance is |
volume variance measures the use 0
volume variance will occur if more or

At Alhyla Company, 2,000 direct labor ho
of capacity. Because fixed overhead costs aré allocated on the basis of

standard hours allowed, Alhylal Company’s overhead was allocated on
the basis of 1,900 hours, even though the fixed overhead rate. was
computed using 2,000 hours. Thus, more fixed costs would be applied 0

Products than were budgeted.
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eeds the expected amount, the resul
is

¢ When capacity exc
variance because fixed overhegy = °
Wag

favorable overhead volume

overallcated.
+ When a company operates ata level below the normal capg
orable volume variance. Not all of thecr
i

units, the result is an unfav
overhead costs will be allocated to units produced. In other words, f;
) IXed

overhead is underallocated, and the cost of product does not inclug
full budgeted cost of fixed overhead. € the

Notice that the volume variance of two-variance method is same that |
is under the three- variance, and under the four- variance methods 4

Checking:
Total fixed variance = Fixed spending variance + Volume variance
ID 10,000 (U) = 1D 5,000 (V) +1D 5,000 (V)

One- variance ID 30,000 (U) —

ID L >
zs, ©_ ID 5,000 (U)

L)

oo R DN e

>

 1D5,000(U)

= ) D IS,M(} ‘U)

$ole ¥oa¥ 4

Exhibit 4 -5: Overhead variance methods of analysis
Summary of variable and fixed overhead variances

If our calculations of variable and fixed overhead vari

the net of these variances should equal the total overhzg:;es Wi iy
Ch?Ckmg the computations, we find that the variable and f.COSt variance.
variances do equal the total overhead cost variance: e auerhead
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ble beget ang Overhead costs variances

Jariable overhead spending Variance ID s 000 (U
Jariable overhead efficiency Variance |p :{5 000 )
Fixed overhead budget variance 5,000 (u) i
rixed overhead volume variance 5,000 (u)

Total overhead cost variance |p 30,000 (u)

summary

The following items relate to the Je
beginning of the chapter.
1 - Explain thg dlfferentfe between static and flexible budgets:

+ A static budget is ba.sed On a single, predicted level of activity; it

Ziil;t:;ﬁ?:; a:n:ffeec\:lt;\lljafilj:mng tool; and it. cannot.be Lfsed for
i performance in all situations
activity.

+ A flexible budget allows for many possible activity levels; it is
prepared for a relevant range; its preparation depends on the
cost behavior patterns; it consist the normal capacity of activity.

2 - Explain the preparing a flexible budget of overhead costs: To prepare
a flexible budget, it should:

+ Compute the variable overhead per unit through dividing the
total variable by normal capacity.

+ Total fixed overhead remains constant at any activity level within

a relevant range

Compute the overhead for any activity level within a relevant

range using the flexible budget formula: Y =a + b x

3 - Use the flexible budget for overhead costs control purposes:
The flexible budget formula allows determining the budgeted
overhead cost for any level of output at the end of period.
Flexible budgets allow comparing budgeted and actual costs at
the same level of output.

4~ Compute the budgeted overhead costs rates:

arning objectives listed at the

of
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¢ Total standard overhead rate is found by dividing tota bug
overhead by normal capacity. Betay

¢ Standard variable overhead rate is found b
budgeted variable overhead by normal capacity,

+ Standard fixed overhead rate is found by dividing totg by Cgeteg
fixed overhead by normal capacity.

5 - Compute and analyze the overhead costs variances:

+ Total overhead variance is equal to standard ov
minus actual overhead incurred.

¢ Two-variance method subdivides total overhead Variance
controllable and volume variances component.

# Three-variance method breaks down total overhead variance into
spending, efficiency, and volume variances component,

¢ Four-variance method divides total overhead variance into two
Sets variance; variable overhead variances set (variable spending

and variable efficiency variances); and fixed overhead variances
set (fixed spending, and fixed volume variances).

erhead a”Ocated

into

Problemforself-study

Aynor Company manufact
bag (a unit) are as follows:

Direct materials (3 5q. meters x ID 12.50

ures plastic bag, The standard variable costs for one

Per sq. meter) ID 37.50
Direct labor (1.2 hours x ID 9.00 per hour) ID 10.80
Variable overhead (1.2 hours x ID 5,00 per direct labor hour) 1D 6.00
Standard variable cost per unit 1D 54.30
The company’s budget was based on its norm

al capacity of 15,000 direct labor
hours. Its budgeted fixed overhead costs for the year were ID 54,000 During
the year, the company produced 12,200 bags, and it yseq 37,500 square meters
of direct materials at actual price of ID 12.40 Per square meter. The actual
direct labor rate was ID 9.20 per hour, and 15,2

50 actua) direct labor hours
were worked. The company actual variable overhead Costs for the year were ID
73,200, and its fixed overhead costs were ID 55,000.

Required:

1 - Compute total direct material, material price,

and materig) Quantity
variances.
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Chapter 5
The Accounting Procedure under Standard Costing

Learning objectives

After studying this chapter, you should be able to:

or standard and variances direct materiaj
or standard and variances direct labor.
dard and variance overhead costs.
to T-accounts.

1 - Record journal entries f
2 - Record journal entries f
3 - Record journal entries for stan

4 - Post the amounts of journal entries
5 - Disposition of costs variances at the end of the year.

6 - Prepare an income statement under standard costing.

The preceding chapters have shown that standard costing is used to cost
control. The availability of standard data is required to variances analysis.
But companies use standard costing system for control they use also this
system for product costing. Most standard cost systems also record these
costs and variances in accounts. This chapter will focus on the methods
of incorporating standard costs in the cost accounting records and
preparing income statements using absorption and variable costing.

Cost accounting procedure

Cost accounting procedure means that the cost elements (standard
direct materials, direct labor, and overhead costs) should be recorded in
journal entry and transferred to respective ledger accounts and
preparing income statements. Standard costs should be considered as
costs which pass through the accumulation procedure into financial
statements. The accounting procedure is similar to that of the actual
costing system: recording journal entries, prepare T- accounts, and
prepare income statements. The only difference being that there is an
additional variances account. This variances account should be appeared
on the journal entry, ledger accounts, and income statements.



D —— |

5 - The acc

xhiI § -1, the accounting procedyre
following procedures:

pecording the journal entries for cost
rransfering the amounts recorded in

preparing the income statements

under standard costing consist

he
]
]
3

T P
ph——

o

Accounting procedure J

Record Transfer —
i Prepari
journal -| to ledger in::) "::l
entries accounts

statments

Exhibit 5 -1: Accounting procedure under standard costing

standard cost accounting procedures

There are two methods or plans may be employed in standard costing to
record the cost transactions: the partial plan and the single plan.

partial plan

Under this method the work-in-process account is charged at the actual
cost of direct materials, direct labor, and overhead. The work-in process
is credited with the standard cost of finished product and transferred to
finished goods inventory account. The ending balance of work-in-process
is also shown at standard cost. The balance after making the credit
entries represents the variance from standard for the accounting period.
The favorable cost variances appear on the debit side of work-in process
account, and the unfavorable cost variances appear on credit side of
work-in process account.

According to this plan, the variances are computed after the end of the
accounting period. Partial plan is simple and easy to understand because
variances are computed after the end of accounting period but may
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present difficulties if the com
In Exhibit 5-2.

Work - in process Inventory

[ —

g Direct materials Work - in process g
3 Direct h:zrosts Unfavorable Variances 'g
Mverhes 3
3 Favorable varianc o Ending wip Inventory §
& —me—— \ 9

o ——

Exhibit 5 -2; Partja| plan

The partial plan has the following characteristics:

1- Computing and analyzing the variances are only made at the end of
the accounting period and therefore do not allow taking the corrective
action in day to day, where the direct material variance
the point of purchase or at point usage. The direct labo
Computed at point of payment.

2-1tis simple and needs less account task
)

control and performance evaluation.

4 - The price variance is calculated for the materials Quantity used for the
actual output.
5 = The direct material inventory is valuated at actual cost.
6 — All cost variances are closed in the work-
Exhibit 5 - 3, s
7 — This method is appropriate when 3 simple variance analysis is suf-
ficient at the end of the accounting period. f
8 — The study of the causes of variances is done after only at the end o
the accounting period.

in process account shown in
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accounting procedure under satnadard cosring

A e i ,
cost levels can be tested only at the end of the accounting

the standard
9~ ' when the standard costs are compared with the actual costs

materials Work - in process inventory Fikshad ood

rk—‘
Actual cost Actual cost | Standard cost — Standard cost | §
pirect 1abor -—,
/r;w; :
Jcosts l i L Mﬂﬂd‘

hed :
M cost Point of variances recording o ,

mbit 5.3: Timing of cost variances recording

artial plan, assume that Alseef Company uses the

T0 illustrate the p
rd costing system. The standard cost per unit for July 2017 as

standa
follows:
standard cost per unit
Direct material (10 kg x ID 50 per kg) ID 500
Direct labor (5 hours X ID 90 per DLH) ID 450
overhead costs (100% of direct labor,
40% VOH and 60% FOH) 1D 450
Total standard cost per unit 1D 1,400
The company expected the budgeted overhead for the normal capacity

of 5,500 hours would be ID 495,000.
the month of July 2017 are as follows:

Costs and production figures for
Materials quantity used 11,000 kg at a standard price of ID 51 per kg.
hml:ril'et:t labor hours worked 5,000 hours at 2 standard rate of 1D 85 per
Overhead cost of ID 444,000, from it the fi
Work- in process-ending of 200 units comp
Fmaterials, and 60% as to conversion COsts.
inished units of 800 units, and units sold of 600 units.

xed overhead is ID 165,600.
leted at 100% as to direct
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Chapter 5 - The accounting procedure under
—-ﬁaﬁﬁiﬁ\ C!isn,w
To compute the cost variances, the equivalent Production for July

sh

0u|d

be computed as follows:
| Direct materials ] m
Finished units | 800 I[ 800\

Equivalent units | 1,000 units

Ending WIP 200 (200 units x 100%) | 120 (200 Units o0 f
920 units y

Recording direct materials
To record the journal entries for direct materials, it should firstly that the
direct materials variances are computed as under

Total DMV = (1,000 units x ID 500 per unit) - (11,000 kg x ID 51 per kg)

= 1D 500,000 - ID 561,000 = ID 61,000 (V)
Price variance = (ID 50 per kg - ID 51 per kg) x 11,000 kg = 1D 11,000 ()
Quantity variance = (10,000 kg — 11,000 kg) x ID 50 per kg = ID 50,000 (V)
The general form for the entry to record the purchase and issuance of
direct materials below:

[1—Entry for recording the purchase of materials Debit | Credit
By, Material inventory control (AP x AQ purchased) XXX
To, Accounts payable XXX

B— Entry for recording the issuance of materials
By, Work- in process inventory control (AP x AQ used) XXX
To, Materials inventory control (AP x AQ issued) XXX J

For Alseef Company, the entries to record the direct material at actual

costs for July 2017 are:

1 - Purchase direct materials entry:
By, Material inventory control (ID 51 x 11,000 kg) 714,000
[ To, Accounts payable / / 714,000 J

2 — Issue direct material to production: ’ |
By, Work- in process inventory control (ID 51 x 11,000) | 714,000
To, Materials inventory control (ID 51 x 11,000) 714,000
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direct labor
gucord"®

the joumll entries for direct labor, it should fi
o labor variances are computed as under ouy Bt e

,ndm v = (920 units x ID 459 per unit) - (5,000 » 10 85 per hr )
oo O " 10 414,000 - 1D 425,000 = 1D 11,000 (u) |
= (1D 90 -~ 1D 85) » 5,000 h
ate variance ( , rs. = 1D 25,000 (F
::'”ﬁ ance = (4,600 - 5,000) x 1D 90 per hr. = 1D 36,000 (V) )
. genef" form for the entry to record the direct labor below:
e rrecording the wages liability | Debit | Credit

for récow_lwhe assignment of direct labor X
(AR AN povd

for Alseef Company, the entries to record the direct labor for r July 2017
are:
1 -Wages liability entry:
By, Wages control (ID 85 per hr. x 5,000 hrs) 425,000
| To, wages payable 425,000

2-Payment wages entry:
{ay, Wages payable 425,000
___To, Cash 425,000
3- Assigning direct labor entry:
%rby, Work-in process inventory control (85 x 5,000) | 425,000
___To, Wages control (85 x 5,000) 425,000

kecording overhead costs

To record the journal entries for overhead costs, it should firstly that the
overhead variances are computed as under:
Total standard OH rate = ID 450 + 5 hrs = 1D 90 per DLH
“andard VOH rate = ID 90 x 60% = ID 54 per DLH
o ndard FOH rate = 1D 90 x 40% = ID 36 per DLH
+We can compute the standard overhead rates as follows:

~ 159 ~
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Rudgeted VO = 1D 495,000 » 60% = 1D 297,000

Budgeted FOM = 1D 495,000 » 40% = 1D 198,000

Total standard O rate = 1D 495,000 + 4,400 hours = 1D 90 pey o
Standard VOM rate = 1D 297,000 + 5,500 hours = 1D 54 per Oy
Standard FOM rate = 1D 198,000 + 5,500 hours = 1D 36 per DLy

Total OMV = (820 units = 1D 450 per unit) - 1D 444,000
* 1D 414,000 - 1D 444,000 = 1D 30,000 (U)
Controllable variance = [ID 198,000 + (4,600 hrs x 1D 54)] - 1D 4440y,
= 1D 446,400 - 1D 444,000 = |1D 2,400 (F)
Volume variance = 1D 446,400 - 1D 414,000 = 1D 32,400 (V)

The general form of this entry follows:

1~ Entry for recording the actual overhead | Debit | Cragi |
By, Manufacturing overhead control (at actual cost) R
b TQ, Various m s m

2= Entry for recording the assignment of overhead | |
By, Work- in process inventory control (at actual cost) | XXX .

To,Manufacturing overhead control (at actual cost) XXX

For Alseef Company, the entries to record the overhead at actual costs
for July 2017 are:

1 =~ Actual overhead costs entry:
By, Overhead costs control (at actual cost) 444,000
Yo, Various accounts 444,000

2 ~ Entry to assign actual overhead to production:

W‘m ek in process control (at actual cost) 444,000
. To, Overhead costs control (at actual cost) 444,000

Recording all veriances accounts

The cost variances will be carried to the respective accounts pending
analyzing before being finally disposed off. The general journal entries
for transferring the variances to their respective accounts are as under:

,
{
{
1




L i Attt . p'otﬂdur. Under |
l“ﬂm'd (w
try 10 record all cost vVariances
i:: gundries (unfavorable variances) Debie |
v LN
k XXX |
A/T o, sundries (favorable vVariances) XXX |
Ac '
| AJc XXX J
| .
;orme'f Company, the entry to record the cog Verten - XX
By, Sundries il 2 tra l;

tM.terial price variance (U)
Material quantity variance (U) 11,000
Labor time variance (U) 50,000
overhead volume variance (U) 36,000
To, Sundries 32,400
Work-in process control
Labor rate variance (F) 102,000
Overhead controllable (F) 25,000
o L | 2400 |
gecording Finished Goods

The Work- in Process Inventory Control account is
the standard cost determined for the period’s finished production. The
finished units are transferred from Work-In Process inventory Control to

the Finished Goods Inventory Control. The cost of these finished units is
computed as under:

Finished goods = Finished units x Standard cost per unit

= 800 units x 1D 1,400 = ID 1,120,000
When the 900 units are completed, the following entry is made to
transfer the costs out of work-in-process inventory and into finished

8oods inventory. The general form for the entry to record the finished
g0ods is as follows:

always debited with

B, Finished goods inventory (at standard cost) XXX

To, Work-in process control (at standard cost) XXX

For Alseef Company, the cost of finished units transferred is 1D 1,120,000
Itis recorded by the following entry:
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Note that the standard cost per unit was established D 140,
includes: standard direct material of ID 500, standard direct la rw"‘“
450, and standard overhead of ID 450. Total Production of %0 , %1y
standard cost of 1,400 per unit equals ID 1,120,000, Nt ,

Recording Cost of Goods Sold

The cost of goods sold equals the number of units sold multiplyi,,8 by
standard cost per unit as follows: &
Cost of units sold = Units sold x standard cost per unit
=600 units x ID 1,400 = ID 840,000
The general form for the entry to record the direct labor below:

By, Cost of goods sold (at standard cost) XXX
To, Finished inventory control (at standard cost)

For Alseef Company, The following is a journal entry to record the Cost of
g0oods sold for July 2017:

By, Cost of goods sold (at standard cost) 840,000
To, Finished inventory control (at standard cost) 840,0000

Note that the entry shown Previously uses standard costs, which means
cost of goods sold is stated at standard cost until the next entry is made,

Notice that the following explanations aboyt the numbered journal
entries can be presented.

1 - The debit to Material Inventory Control js for the actual price of the
actual quantity of direct materials purchased. The credit to Accounts
Payable is for the actyal price of the actual Quantity of direct materials
purchased. It is assumed that all direct materials purchased were used in
production during the month,

2 - The debit to Work- in Process Inventory Control is for the actual price
of the actual quantity of direct material, whereas the credit to Material
Inventory control is for the actual price of the actual quantity of direct
material used in production.

3 - The debit to Work- in Process Inventory Control is for the actual
direct labor hours multiplied by the actual direct labor rate. The Wages
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it is for the actual ho .
ol credi urs of dir
. 5| labor rate: ect labor multiplied by the

.Cw iod ed fo

overhead components are debited to th
fxed e Manufacturi
controt Toes qu::~ are caused by a variety of transactim8 pivis
" irect mate.na . ":N irect !abor, depreciation, and utility COS:’"S including
g - The debit toTh ork- in Process Inventory Control is fos ett:
serhead costs. The Manufacturing Overhead Control o s
e verhead costs. credit is for the
_The debit to Finished Goods Invento i
o AR ry Control is fo

¢ unit (dnref:t material, direct labor, and overhead)r:‘:nsi;z:;:a;)d th:t
qumber of units produced. The Work-in Process Inventory Control cyredi:
is for the standard cost per unit multiplied by the number of uni
produced- r of units
7- The debit to Cost of Goods Sold is for the standard cost per unit
multiplied bY Fhe number of units sold The Finished Goods Inventory
Control credit is for the standard cost per unit multiplied by the number

of units sold.

g - The debit to unfavorable variances accounts is for the increasing of
the actual costs to the standard costs. The credit to favorable variances
accounts is for the decreasing of the actual costs to the standard costs.
g-In recording variances, unfavorable variances are always debits, and

favorable variances are always credits.

General cost ledger under standard costing

The costs are first incurred when raw materials are purchased. The flow
of costs then moves to work-in-process inventory, where labor, and

overhead costs aré added to the cost of the raw materials. Once the
production process is comp move to the finished goods

inventory, where the 8 e. When the goods are
eventually sold, the costs move to the cost of goods sold, and the move

the income statements as shown in Exhibit 5 -4.
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Direct materlal Inventory  Work- In process Inventory Finished goods i,
Moo | 714,000 g. 714000 | 1,120,000 ~—+ 1,120,000 | gor
~o+ 425,000 Standard costs 000 “'
Wages control J {3' 444,000 s 'f"ﬂ’li'ﬁ_‘:ﬂc J;'
d
[ 28,000 Cost of goods soiq
“* 840,000 -
Manufacturing overhead
] m'm o L g Staﬂdf.(i}o";
E Income statemen;
840,000

Exhibit 5 -4: Cost flow under partial plan
Cost control T- accounts

There are at least six cost control that should be opened in the cogt
ledger, these are: material control account, wages payable contrg|
account, manufacturing overhead control, work-in process inventory
control, finished goods inventory, cost of goods sold, marketing and
administrative costs account.

Work- in process inventory control

Particulars Debit Particulars Credit
To, Material inventory 561,000 |By, Finished goods 1,120,000
Wages control 425,000 Price variance 11,000
Overhead control 444,000 Quantity variance | 50,000
Labor rate variance 25,000 Time variance 36,000

Controllable variance 2,400 Volume variance 32,400
,Ending balance 208,000
i 1,457,400 1,457,400
| Beginning balance 208,000

1 - Materials inventory control account: It deals with transactions of
materials. All receipts are debited and issues are credited, the balance
shows the stock of materials. Recall that the both debit and credit side of
this account has an actual cost. For Alseef Company, the materials




ID 561,000
v - td o th‘e Materials igg,
P¥ " the account does not contain an, ar

e :
5> Materials |

labor ¢
J ted with the wages payable and is ¢r r

. I0ng, The :
' &d accoun
por 10 work-in process. For Alsee ited b tis

the tr .

f Com , ansfer of gy
000 is recorded in the debjt sid any, the Wages payab) "
425 , € and the |, € of ID
workein process of 1D 425,000 is recordeq in gtk sider COst assigneq to

tial plan, the debit side and cregjt Side of the ,
aCtual cost.

Wages contro|
~Particulars mmm.
@EE’ payable 425,000 By, Work-in process

all that under partial p|
i it si an,
the both debit and credit side has amount valued at actual costsp B

Aseef Company, the actual overhead is |p 444,000, and the actyal
overhead assigned to work-in process is ID 444,000.
Manufacturing overhead control

Particulars Debit Particulars Credit
To, Various accounts 444,000 |By, Work-in process |444,000

4-Finished goods inventory control account: this account is debited with
the cost of finished goods transferred from the work-in process control
account. The goods sold are credited from Finished Goods control
dccount to Cost of goods sold account. Recall that the both debit and
redit side of this account has the standard costs. For Alseef Company,
the standard costs of finished units are ID 1,120,000 recorded in the
Jebit side, and the standard costs of finished units sold are ID 840,000
"¢corded in the credit side.
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Finished goods inventory control
Debit Particulars
1,120,000 | By,Cost of goods sold
Ending balance

[ Pparticulars
To,Work-in process

5 — Cost of goods sold account: This account is debited with the oy

goods sold and is closed by transfer to income statements Recal| s
both debit and credit side has the standard cost. For Alseef Company the
cost of units sold is ID 840,000, and the amount transferred to i"C:Jme

statement is ID 840,000.

Cost of goods sold control
Debit Particulars rCre\dnl

Particulars
To, Finished goods inventory | 840,000 | By, Profit and Loss | 840,009

Single plan

The single plan system envisages the posting of all items in the debit sjge
of the work-in-process control account at the standard cost leaving the
credit side to represent the standard cost of finished production ang
work-in-process. This system enables the ascertainment of variances as
and when the transaction is posted to work-in-process account. In other
words, the analysis of variances is done from the original documents like
invoices, labor sheets, etc., and this method of analysis is known as

analysis at source.

Work - in process w
2 173
g Direct materials Work - in process S
o Direct labor ;
© 1]
- ‘1 Overhead costs : -
T | Ending balance /' S
(7]

5L 3

Exhibit 5 -5: Single plan under standard costing

Since, the single plan system contemplates the analysis of variances at
source, the installation of this system requires more planning so that
effective documentation at each stage is introduced for proper recording
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. of variance. Unlike the partial
i . plan, the si

oy thetrt\ransac:c',onsh'“ both debit ands':rglz‘p'a" supposes
other words, t . b
o e ts only. Exhibit 5-5 Seh:, ork-in process account i:l:zb?t the
t'ndard _S le plan differs fro ws the logic of the single pl ited at
:"'at Dt pt variances. U m the partial plan in tim.p an. Note
computi"g the €OS ; S. ‘nder the partial plan, the Ir.\g of the

ted at the end of accoun’ing period. While, under the séghé bkt

: single plan,

comP%” are com uted at
Lariances P source, whether at purchase point or

ﬁ;ge point.
wares of single plan
e sy marize SOmMe features of single plan.
ariances are computed at point of transaction: purch
materi l, ment of wages, etc., and it should be timely B
2-1ta detem."mng the responsibility for the unfavorable varianc
o transaction has occurred. This allows that the Operatio:;

when th , .
| occurs during production as shown in Exhibit 5-6.

contro . $
_ The material purchase price variance will be computed on the

3
material quantity purchased.

|

i terials i

Direct ma Work - in process Finished goods inventory
standard cost ¥ 4 standard cost | Standard cost — Standard cost | Standard cost

Wages control ]
standard cost
sdcosts L Cost of goods sold
~ Tsandardcost _| Standard cost \
Point of variances recording

Exhibit 5 -6: Timing of cost variances recording

s carried out at the sta
t (material, wages,

4-The materials inventory i ndard costs.

3~ Tt\e account of each cost elemen
:Dntalps its respective variances.

- This method is preferred when fre
i§ desired.

quent detailed ana
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7 - The installation of the single plan requires more
effective documents at each stage is introduce for prop
analysis of variance.

Plannip, "
er "€COrging a:;

Note that work-in process and finished goods are valued a

under both the methods.

Journal entries

The following illustration will focus on the record journal entries relate
to direct material, direct labor, and overhead.

Recording direct materials

There are two alternative methods of recording materials cost:
of recording material price variance at the time of purchase, and
of recording material price variance at the time of usage.

Methog
Methog

1- Recording material price at th
companies recognize materials pric
Purchased. This material price vari

e point of material purchase: Some
e variances at the time materials are
ance is called material purchase price
the deviation of the actual purchase

1 - Entry for recording the purchase of materials Debit | credit
By, Material inventory control (SP x AQ purchased) XXX
Material purchase price variance (V) XX
To, Accounts payable XXX
Or, Material purchase price variance (F) Sl i 306
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for recording the issuance of materiy
1ance of materia|s

2/[""{ n process inventory cont
S Works ntrol (SP x ¢y T _
W'w atefial quantity variance (U) (P x SQ) ' XXX I ]
| Jterials inventory control (Sp x b
0 . ; A X
| T ' Mat,er!a.', quantity variance (F) Q Issued) X
| qy for adlusting the purchase price variance —|— b
3 arerial purchase price varance (f]————t— | B
B 1o Material used price variance (U) "
ki ial purchase price variance i
it material pu variance is (U1
tg; material used price variance W -
e Material purchase price variance (LL\j XX
. . . xx
T lustraté recording direct material, assume that the materi
P"rchases is 14,000 kg at ?n actual price of ID 51 for Alseef s
to record the materials at standard cost and the maief-olmpanv. the
ials purchase

entry . :
sariance at the time of purchase for July 2017 would b
e:

priCe " .
vaterial purchase price variance = (SP — AP) x AQ purchased
=(ID 50 - 1D 51) x 14,000 kg
| . = 1D 14,000 (U)
e direct métenals entry: The material purchased is valued at a
(quantity purchased x standard price). The price variance

andard price
s unfavorable and is debit entry. If it is favorable, it would have appeared

25 2 credit entry as follows:

By, Material inventory control (1D 50 x 14,000 kg) 700,000
14,000

{ - purchas

|

‘ Material purchase price variance (V)

' To, Accounts payable 714,000
recognized when purchases are made,

Notice that the price variance is
rather than when materials are a
materials are carried in the invento
materials are later drawn from inven
duction: The

material issu
standard price.

ctually used in production and that the
ry account at standard cost. As direct
tory and used in production.

2 - Issue direct material to pro material inventory control
account s credited by the cost of ed which equals the actual

quantity issued multiplying by the
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COsn,,.
The quantity variance is unfavorable and is debit entry, ¢ it s \

would have appeared as a credit entry as follows: fa"()rab,Q “

By, Work- in process inventori/ control ( ID ‘SA(W)';‘I"(‘).,OOO) i ‘5&)00‘0 -

Material quantity variance (U) 50,000 1
To, Materials inventory control (D 50 x 11,000) |

3 - Entry for adjusting the purchase price variance

By, material used price variance 11,000
. To, Material purchase price variance (U) M
Note that the material purchase price variance should be adjusteq Wit
the material used price variance of ID 11,000 (U), the balance of ID3 00
is related to ending stock at material inventory control accoynt W'hich
equals the difference between the quantity purchased of 14,000 kg ang
the quantity issued of 11,000 kg. This adjustment can be shown by the T.

accounts as shown in Exhibit S -7:

Purchase price variance Material Used price variance

14,000 11.000 —> 11,000
Bal. 3,000

Exhibit 5-7: Adjusting the material purchase price variance

2 - Recording material price at the point of usage: The materials
inventory control account is debited for the actual cost of materials
purchased (quantity purchase x actual price) and it is credited for the
actual cost of material issued to the work-in process inventory control
account. The both quantity and price variances are recorded at the point
of usage. The general form for the journal entries are:

|1 - Entry for recording the purchase of materials | Debit | Credit

f By, Material inventory control (AP x AQ purchased) XXX

| To, Accounts payable XXX
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ecording the issuance of materials

gty for] sQ)
: o pr ocess inventory control (SP x 5Q) T
% wourt oo quantity variance (U) XXX
| M‘wf'" price variance (U) "
" rerlals inventory control (AP x AQ issued) 4
10 : Matef"' quantity variance (F) oo
b T el pricevenianes o
! U SR Y
el company, We find that the actual costs of materi
o .A(; A 000 (14,000 kg % 1D 51 per kg). The standard cos?ot;ur:\cahtaei?dl
@ < ID 500,000 (10,000 kg x ID 50 per kg). The material pricae

iss')’d 000 (U) and quantit :

_ceis 1D 1L q y variance is ID 50,000

Y‘nr‘n:I entries are as follows: 90 U T o
jou purchase direct materials entry:

1/,W control (ID 51 x 14,000 kg) 714,000
" To, Accounts payable : 714,000
- lssue direct material to production:
By, Work- in process inventory control (1D 50 x 10,000) | 500,000
Material quantity variance (V) 50,000
Material price variance (V) 11,000
tory control (ID 51 x 11,000) 561,000

To, Materials inven
B e e

Notice that both the price variance and the quantity variance above are
unfavorable and are debit entries. If either of these variances had been

favorable, it would have appeared as a credit entry.

pecording direct labor

Unlike the materials variances,
variances is made simultaneousl
Work in Process account at standard,
terms of the hours allowed for the actual pro
that the unfavorable labor time and labor r
entry, if they are favorable are a credit entry.
entry to record the direct labor below:

the entry to record both types of labor
y. The direct labor costs enter into the
both in terms of the rate and in
duction of the period. Note
ate variances are a debit
The general form for the
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| Debit

for recording the wages liability

1 - EntTy « AH worked) XXX
;‘ By, Wages control (AR x q
| To, Wages payable S iy

f

17— paying the wages payable o X
,f By, Wages payable |
w1 | g
3= Entry for recording the assignment of direct labor—]—i\
»‘Fé;/”anrf—*i'r‘\wﬁr‘cicess inventory control (SR x SH) XXX T
| 'Labor time variance (U) XX

| Labor rate variance (U) XX

| To, Wages control (AR x AH) -

.f Labor time variance (F) Xx

jj Labor rate variance (F) XX

For Alseef Company, the entries to record the direct labor for July 2017

are:
1 -Wages liability entry:
' By, Wages control (ID 85 per hr. x 5,000 hrs) 425,000
To, wages payable 425&
2 - Payment wages entry:
fo, Wages payable 425,000
|__To, Cash 425,000

3 - Assigning direct labor entry: Recall the direct labor costs enter into
the Work in Process account at standard, both in terms of the rate and in
terms of the hours allowed for the actual production of the period. From
the data provided by Alseef Company, the standard hours allowed are
4,600 hours (920 units produced x 5 hr per unit = 4,600 hrs).

' By, Work-in process inventory control (90 x 4,600)

Labor time variance ( U)
To, Wages control (85 x 5,000)
Labor rate variance (F)

414,000
36,000

414,000

25,000

Note that the unfavorable labor time

the favorable labor rate variance is a credit entry
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ovﬂ"‘"d costs

,ﬁd‘“ be 0

0 Jnts shouldd i tF:’ne'd for overhead costs. Alloc

) Cumulate n the standard overhead allmateghd overhead
ated account, and

::ﬁ afev :rch ead costs are accumulated in th
’(fu:inz - recording overhead costs requeso ::rr:'-'ad costs control
ﬁoﬂi" first, 88 products are made during the period, :t:::::;to journal
's oot to Work In Process Inventory Control using th overhead
cate and the standard quantity of the application b e standard
W" in ss Inventory control account is debited for t:ie satllos:;ed.
j allocated and standard overhead allocated account is crzgit:'d
- corre ding amount. The second journal entry to record overh or
al overhead incurred. The final journal entry is mad:;t:::

zsfofof riodf to record the overhead variances (2 variances, or 3
o ances: oré vanances). and close over- or underapplied overhead’ The
ral form for the entries to record the overhead costs below: '

M allocation of overhead

"By, Work- in process inventory control (SOHR x SH) XXX

Wﬂloamd (at standard cost) XXX

W@L’\the actual overhead Debit | Credit

By, overhead costs control (at actual cost) XXX

. To, Various accounts XXX

3-Entry for recording the overhead variances

By, standard overhead allocated (SOHR x SH) XXX

~ Controllable variance (U) XX

~ Volume variance (U) XX
To,Manufacturing overhead control (at actual cost) XXX
Or, Controllable variance (F) XX

[ LR

Volume variance (F) p
d costs for July

for Alseef Company, the entries to record the overhea

2017 are:
1-Entry to assign standard overhead allocated to production:

By, Work- in process control
To, Standard overhead allocated (

-




2 - Actual overhead costs entry:

By, Overhead costs control (at actual cost) | 444 mo i
To, Various accounts

4y

3 - Entry for recording the overhead variances: Standarg ove 1

allocated account is debited and overhead costs contro| a%'head
credited. The unfavorable variances are a debit entry; while the . " &
variances are a credit entry. The entry is: "Orably

By, standard overhead allocated 414,000]

| Volume variance (U) 32,400 |

i To, Overhead costs control (at actual cost) 444,00

Controllable variance (F) 2400

Note that the unfavorable volume variance is a debit entry wheregs the
favorable controllable variance is a credit entry,

Recording Finished Goods

Once units are complete, their cost
Process Inventory to Finished Goods

at the standard cost of the completed units. The general form for the
entry to record the finished goods is same that is used under the partjal

plan. For Alseef Company, the cost of finished units transferred is Ip
1,120,000 that it is recorded by the following entry:

By, Finished goods inventory (at standard cost) 1,120,000
To, Work-in process control (at standard cost) 1,120,0000 |

Note that the standard cost Per unit was established at |p 1,400 which
includes: standard direct material of ID 500, standard direct labor of ID
450, and standard overhead of ID 450. Total Production of 900 units x
standard cost of 1,400 per unit equals ID 1,120,000.

Recording Cost of Goods Sold

When units are sold, their cost must be transferred from Finished Goods
Inventory to Cost of Goods Sold. For Alseef Company, The journal entry
to record the cost of goods sold for July 2017 is:

By, Cost of goods sold (at standard cost) 840,000
840,0000

must be transferred from Work in
Inventory, this transfer is recordeq

To, Finished inventory control (at standard cost)
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form r the entry to record the cost of goods sold is same
ralu ger the partial plan.

n ¢
”‘p.ri 4ing the .ournal entries for all cost elements under the single
r are posted to the respective T- accounts in the cost

fte’ o mounts
the 2 § company, the T-accounts are:

s;‘;'{ - for Alse€T ="\ saterials inventory control
- ol Debit Particulars Credit
a8 700,000 |By, Work-in process 550,000
Ending balance 150,000

terials purchase price variance
Debit Particulars Credit
By, Usage price variance |11,000
Ending balance 3,000
quantity variance
Credit

Particulars

Particulars
To, Sundries
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{

Standard overhead allocated

" patticulars | Debit| Particulars T

frb"élihanes ~ [414,000 |By, Work-in Proces; “\1%33 ¢
- Manufacturing overhead control| J
[ Particulars ] Debitj Particulars
[To, Sundries I 444,000 JBY, Sundries
Controllable variance
| Particulars | Debit | Particulars
’ [ IBy, Sundries

Volume variance
| Particulars | Debit | Particulars m
To, Sundries 132,400 I -

Work- in process inventory contro| |

L Particulars [ Debit I Particulars
To, Material inventory 500,000 |By, Finished goods |
[ Wages control 414,000 Ending balance
Standard overhead 414,000 f

b |1,328000] __— 11,328,000
fgeginning balance 208,000 $ !
Finished goods inventory control
L Particulars | Debit | Particulars | Credit |
' To,Work-in process 1,120,000 | By, Cost of goods sold | 840,000 k
L / / Ending balance 280,000 ] {

Cost of Goods sold control
& Particulars Debit |  Particulars | Credit |
[To, Finished goods inventory 840,000 | By, Profit and Loss 840,000 | i

Disposition of variances accounts

Variances are temporary accounts, like revenue and expense accounts, ;
and they are closed out at the end of each accounting period. In other |
words, the adjusting entries must be made to eliminate standard cost
variances. The entries depend on whether the variances are, in total, §
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0“ to cost of ROOdS sold approach

ger this approach, the variance accounts ¢
u;or and overhead are directly closed tq
ubo" \ is used when the variance are impm
2P that these variances result from |

-?,thﬁcie acies during the period and should th
|

or direct
Material, ¢
co » Oire
n esrt‘ of gods sold. Thci:
. al. It is based on the
Nfavorable ¢ favorable

erefore be ch

" rent period. The journal entry required to | arged to the
::cru red in the production of Alseef Company isoas: fz:::::‘: July variances
— petail i
. Cost of gOOdS sold 102,000
Labor rate variance (F) 25,000
Controllable variance (F) 2400
To, Sundries: '
Mater!al (used)‘ price yariance (V) 11,000
Material quantity variance (U) 50,000
Labor time variance (U) 36,000
Volume variance (U) 32,400

Note that all unfavorable variances have debit balances and favorable
sariances have credit balances. Unfavorable variances represent excess
oroduction costs; favorable variances represent savings in production
wosts. Unfavorable variances increase cost of goods sold and they
variances have a negative impact on operating. Favorable variances
decrease cost of goods sold and they have a positive effect on operating
ncome,

Variances proration approach

. roduc
M“S approach, the variance accounts are prorated amor.\g the p o
finished goods inventory,

ion accounts: work-in process inventory, . of the ending

0
“st of goods sold. The proration is made on the .b?wrice variance, It
balance i, each of these accounts. But for the materials P
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is prorated among materials inventory, work in Process

L ) inig
and cost of goods sold. The remaining materia|, 'abo,-’ iy eq 80%
variances are prorated among work in process, finishegy 800d Ovgy

of goods sold.

’ and COQ
For Alseef Company, the ending balance in work-in Process j b 2%
in finished goods is ID 280,000, and in cost of 800ds solq s D 840'000'
The total of these balances is ID 1,382,000. Thus, each Variancg , 00y

is distributed based on the proportions of each accoynt balance to

total, as shown below:

1 - Prorate material purchase price variance ID 14,000 (V) to:

Material inventory = M. purchase price variance - M, used price Varian
=1D 14,000 (U) - ID 11,000 (U) =D 3,000 (U)

2 - Prorate material (used) price variance ID 11,000 (V) to:

Work-in process inventory = ID 11,000 x (ID 208,000 + ID 1,382,000) = Ip 1,73

Finished goods inventory = D 11,000 x (ID 280,000 = ID 1,328,000) =1D 2,319
Cost of goods sold =1D 11,000 x (ID 840,000 = ID 1,328,000) = Ip 6,958

3 - Prorate material quantity variance ID 50,000 (U) to:

Work-in process inventory = ID 50,000 x (1D 208,000 + ID 1,382,000) = Ip 7,831
Finished goods inventory = ID 50,000 x (ID 280,000 = ID 1,328,000) = ID 10,542
Cost of goods sold =1D 50,000 x (ID 840,000 = ID 1,328,000) = ID 31,627

4 — Prorate total labor variance (U) to:
Work-in process inventory = ID 11,000 x (ID 208,000 + ID 1,382,000) = ID 1,723

Finished goods inventory = ID 11,000 x (ID 280,000 + ID 1,328,000) = ID 2,319
Cost of goods sold =1D 11,000 x (ID 840,000 + ID 1,328,000) = ID 6,958
5 - Prorate to overhead variance 30,000 (U) to:

Work-in process inventory = ID 30,000 x (ID 208,000 + ID 1,382,000) = ID 4,699
Finished goods inventory = ID 30,000 x (ID 280,000 =+ ID 1,328,000) = ID 6,325
Cost of goods sold =1D 30,000 x (ID 840,000 = ID 1,328,000) = ID 18,976

Summary of variances proration:

| Material wip FG Cost of
/ inventory inventory | goods sold
[M. purchase PV 3,000(V) | 1,723 (U) | 2.319 (V) | 6,958(U)
Mav 7,831(V) | 10,542 (V) | 31,627 (U)
[Labor variance 1,723 (U) | 2,319 (u) | 6,958 (u)
[Overhead variance 4,699 (U) i&%ﬁ
[Total amounts assigned (42,976 (U) | 21,505 (U) ]
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ned to the affected amounts are shown in the

otd! 2
met" o entlY —
fouowm,& 6‘;@,[/ Debit | Credit
—dries:
By, Sun:f:roc ess inventory 15,976
wo " ods inventory 21,505
Finis y go°d5 sold 64,519
Cos:eria' inventory 3,000
o o f e variance (F) 25,000
La:tro” ple variance (F) 2,400
.l 10, gundries: . '
Material purchase price variance (U) 14,000
Materia| quantity variance (U) 50,000
Labor time variance (U) 36,000
Volume variance (V) 32,400
To disposé of the cost variances at year-end
cqststatements
rt on which is accumulated all of the cost

ment is @ repo

associated with a product. In ot

various components of total cost of a
the components of cost of a product. It is also called a cost sheet. It is

prepared on the basis of actual cost or standard cost. The purpose of the
cost statement is tO help management analyze their cost production and
use this information to effectively plan their future manufacturing so as

to minimize costs and maximize profits.

A cost state o
her words, it i1s a statement, which shows

product. It classifies and analyses

The cost statements consist:

1 - The production cost statement: Lists all the costs, take into account

work in process, and calculate cost of producing the finished goods.

2-The trading statement: The trading accountina statement form:
Revenue — Cost of Sales = Gross Profit

nown as profit statement of income

I
hese two cost statements are also k
Statement.
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Chapter S - The accounting procedure under satnadary COriny

There are two main types of cost statement: absorption COst gy
My
Mt

and variable cost statement.
Absorption costing: Absorption costing is @ method of i"Veﬂtory i
i
Ufacp... ©

in which all variable manufacturing costs and all fixed map, o
costs are included as inventoriable costs or product costs, t fin
inventory “absorbs” all manufacturing costs. The cost of 3 n‘s,
determined, after considering both fixed and variable costs, The "afiab:s
costs, such as direct materials, direct labor, etc. are, directly, charge, t:
the products. The fixed costs are apportioned on a suitable basis

different products, manufactured during a period. In simple words, ,,
absorption costing, all costs, both variable and fixed, are treateq as

product costs.

Exhibit 5-8 shows the product costs include all manufacturing costs:

Over
Nder

» Direct materials.

* Direct labor.
* Variable manufacturing overhead.

* Fixed manufacturing overhead.
Under absorption costing, the following costs are treated as period costs

and are excluded from product costs:
* Variable selling and administrative costs.

* Fixed selling and administrative costs
Variable costing: Variable costing is a method of inventory costing in
which all variable manufacturing costs (direct and indirect) are included
as inventoriable costs or product costs. All fixed manufacturing costs are
excluded from inventoriable costs and are treated as costs of the period
in which they are incurred. Under variable costing, the direct materials,
direct labor, and the variable portion of manufacturing overhead are
treated as product costs. The fixed manufacturing cost is treated as a
period cost and, like marketing and administrative costs, it is charged off

in it's entirely against revenue each period.
Note that variable costing is a less-than-perfect term to describe this

inventory-costing method, because only variable manufacturing costs are
inventoried; variable nonmanufacturing costs are still treated as period

costs and are expensed.
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oth Variab|e costing and absorption costing, all variable manu
b re product costs and all nonmanufacturing costs (such as

|der i
tive costs), are period costs and charged to

g €05 .t
,tunr\ﬂc nd admmlstra

ing 2
arke;n LOSS accoun't‘- diobicosie
; c
pft3r nethod the p osts include only the variable manu-

er '
t d maternals. .
iree  or (unless fixed).

: a 3
D"?CL e anufacturnng overhead.
Varlava able costing the following costs are treated as period costs
e xcluded from product costs:

e€ :
o Zr Jnufacturing overhead.
Fixe e marketing and administrative costs.

marketing and administrative CoSts.

der both variable costing and absorption costing, all variable
lanufacturing costs are product costs and all nonmanufacturing costs
ch 2 marketing and administrative costs, are treated as period costs

1d are recorded as expenses when incurred.

i Di 5. 5
| Directlabor
| Variable overhead

Fixed overhead
Marketing costs .
‘ | Administrative costs
sts into product costs and period costs

S A
oot 5

period costs

S SR

Exhibit 5-8: Classifying €O

main difference between absorption
for fixed manufacturing
ufacturing costs aré
sting both variable
ble costs. Fixed
for differently

From all the above, we find that the
costing and variable costing is the accounting
ic::::d:dnderi variab{e costing only variable man
and fix edarsn "Venton?me costs. Un.der absorpt}on costi
Marketin anUfa““f'f‘s costs are included as inventoria

g and administrative costs are not accounted
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under variable costing and absorption costing and treateq as Periog
as shown in Exhibit 5 -9.

———
AT -~
IS .

Absorption Variabje

rect materials

| Product § 1
costs

 Directlabor | |

Varisie overhesd costs |

F Fixed overhead costs |

I iéiﬁarketing& administrative |

E. marketing& administrative |

-

Exhibit 5 -9: Difference between absorption and variable costing

Notice that the General Accepted Accounting General principles (GAAP),
Financial Accounting Standards Board (FASB), and Internal Revenue
Service (IRS) requires to companies to use the absorption costing to
external reporting and variable costing to internal reporting.

Relation between production, sales and profit

The relation between production, sales and profit can be expressed in
three alternatives as follows:

Alternative 1 - Production equals sales: This means that does not exist
ending invitatory and no beginning inventory. The operating income
under absorption is equal the operating income under variable costing.
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_ production exceeds
3(“’3 les and hence inventorie:?'e& When the uni
e it 52 . . Increase, net ot Prody
: me js

e

o :

e U e of the fixed manufactyrin 3ble costing Thi

b sse 5° ies under absorption ccoy < ed 'S Occurs
W qventories U rabsorption Costing of the Period i
e . IS

ofe roduction less than

d M P d hence inventor S21es: When units prog

e U oot ti 165 decrease, net Operat.u ced are Jess

thanr Jnder 3b5°rptf . ((;05 Mg than under variapye costin I8 Income s

loweus e of the fixe manufacturing overheaq of ore '8 This occurs

pec? e from inventories under absorption costing vious periods s

2le? '

it .10 illustrates these three alternatives of the relati
! on, sales, and operating income. :

ot

on between

N dion<Sales | Beginning inventory
amount of fixed overh

ixed overhead deferred in ending
1+gy the amount of fixed overhead released from beginnin
—hibit 5 -10: Effect of production and sales on operating income

e how to prepare the cost statement under absorption and
ariable costing, we return to our Alseef Company example, we assume
that the selling price is 1D 1950 per unit, variable marketing cost is ID 20
oer unit, fixed cost are 1D 28,000 for the year, administrative costs are ID

100,000.
Using all above data we can prepare the cost statements under both

absorption costing and variable costing. We should remember that thfa
wmpany uses the standard costing taking in consideration the disposi-

tion variances methods.

Toillustrat
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