Job Costing

Job costing is the most common method for marshzling cost account-
ing information into a data structure containing usable information.
Most cost accountants have experienced this system at some point in
their careers, quite possibly at every facility where they have ever
worked. In this chapter we consider tiie nature of job costing and
why it is used so frequently. In addition, we present a graphical repre-
sentation of how data flows threuga this system and then proceed to
a discussion of the main contrel points to be aware of and how they
can fail.

NATURE OF JOB COSTING

As the name imuplies, job costing is designed to accumulate the costs
of small batches, or jobs, of products. This may mean that a single job
is considered a single product created in volumes of one, or much
larger batches produced for several weeks or months—it all depends
on the production process.

In essence, job costing traces all material and direct labor costs
directly to a batch and allocates overhead costs to batches as well.
This is a simple rendition of the system. In reality it must first accu-
mulate costs for any components or subassemblies stored in inven-
tory and then shift these costs to specific jobs once the items are
taken from stock and assigned to a job. It also requires direct labor
employees to charge their time to specific jobs (which necessitates a
good timekeeping system). In addition, overhead costs must be
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stored in separate cost pools and then allocated to each job. These
overhead costs can be allocated using a standard overhead rate,
which is called normal costing, or they can be allocated with actual
costs, which is (predictably) called actual costing. The result is a com-
puter file on each job that itemizes all the direct material, direct la-
bor, and overhead costs that have been assigned to it. In the next sec-
tion we consider the advantages and disadvantages of this method
and then go on to present a more in-depth review of the transactions
that flow through the system.

ADVANTAGES AND DISADVANTAGES OF JOB COSTING

One of the primary advantages of job costing is that tite management
team has ready access to all the costs incurred 1oi each job being
completed. This allows the team to examine eath cost incurred, find-
ing out why it happened, and determine how it can be controlled
better in the future, thereby contributirio to better ongoing levels of
profitability. For example, a proper jeb-record contains any special
reworking costs, which a manager can then use to trace back to the
specific reason why the rework was needed. Similarly, overhead allo-
cations based on machine usage reveal problems with excess use,
which might be the result %f lengthy machine setups or breakdowns
as well as longer-than-expected machine cycle times.

Another reason for'using job costing is that it yields ongoing re-
sults for each job. 1n:-today’s world of fully computerized production
tracking databases, one can use a job costing system to track costs as
they are added to a job rather than waiting until the job has been
completed. This gives a company several advantages. One is that the
accounting staff can monitor job accounts to see if costs are being
posted to the wrong accounts and correct them right away, rather
than waiting until the job closes and having to frantically review
records to see why the results are different from expectations. An-
other advantage is that a company can monitor the costs incurred for
longer jobs and have enough time to make changes before they
close, based on the costing information revealed by the job costing
system. For example, a lengthy new-product development project
might be over budget after just 25% of the work has been completed;
if the management team is made aware of this costing problem early
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in the project, it will still have 75% of the project in which to make
corrections and bring costs back down to budgeted levels. Yet a third
advantage is that changes in the cost of a job can result in negotia-
tions with cost-plus customers who are paying for all the costs in-
curred, so that they are fully aware of cost overruns well in advance
and are prepared to pay the additional amounts. All these factors are
the main advantages of using job costing in a computerized environ-
ment.

There are also several problems with job costing. One is that it
focuses attention primarily on products rather than on departments
or activities. This is not an issue if there are supplemental systems in
place that record information about these other cosuv.categories, but
it leaves management with inadequate information-if this is not the
case. Another difficulty is that overhead is gencrally allocated based
on rates that are changed only about once a ycar. Considerable fluc-
tuation in overhead costs over the course o a year can result in both
over- and underallocation of overhead costs to jobs during that pe-
riod. Another problem is specific t«:-ithe use of normal costing. As
noted in the last section, this praciice involves the use of a standard
overhead rate rather than one that is based on actual costs and re-
quires adjustment from timme to time. If it is management’s intention
to charge individual job: for the variance between standard and ac-
tual overhead rates, thits'may not be possible if some jobs have already
been closed by thc.time the variance allocation takes place. This is
not just a techtiical accounting issue, for some jobs are fully reim-
bursed by customers who pay on a cost-plus basis; if the overhead
variance is a positive one, a company may not be able to charge its
customers for the added costs if the related jobs have already been
closed.

Another issue is that job costing has little relevance in some en-
vironments. For example, the software industry has high develop-
ment costs but almost zero direct costs associated with the sale of its
products. The use of a job costing system to record these costs
makes little sense if the associated costs represent only a few percent
of the total revenue gained from each one. The same problem arises
in service industries, such as retailing, where there is no discernible
product. These situations limit the most effective use of job costing
to two areas—production and professional services. The first case,
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production, is an obvious use for the concept since there are high
material costs that can be specifically identified with a job. The same
is true of professional services, but here the main cost is direct labor
rather than direct materials. In most other cases job costing does not
provide management with a sufficient quantity of information to be
useful.

The most important problem with job costing is that it requires
a major amount of data entry and data accuracy in order to yield
effective results. Data related to materials, labor, overhead, indirect
labor, scrap, spoilage, and supplies must be entered into a system
capable of accurately assigning these costs to the correct jobs every
time. In reality such systems are rife with mistakes due.to the sheer
volume of data transactions, keying errors, misidentitication of jobs,
and the like. Problems can be resolved with a sufficient amount of
error tracing by the accounting staff, but there miay be so many that
there are not enough staff members to kecp up with them. Though
these issues can to some degree be resoivea through the use of com-
puterized data entry systems, one may-:iili have to determine whether
the cost of maintaining such a sysiem outweighs the benefits to be
gained from it.

A final issue is that a large proportion of the costs assigned to a
job, frequently more than-50%, comes from allocated overhead.
When there is no fully.preven method for accurately allocating over-
head, such as through an activity-based costing system (Chapter 8),
the results of the aliocation yield meaningless information. This has
been a particular. problem for companies that persist in allocating
overhead costs based on the direct labor used by each job, since a
small amount of labor is generally being used to allocate a much
larger amount of overhead, resulting in large shifts in overhead allo-
cations based on small changes in labor costs. Some companies avoid
this problem by ignoring overhead for job costing purposes or by re-
ducing overhead cost pools to include only overhead directly trace-
able at the job level. In this way, many costs are not allocated to jobs
at all, but those that are allocated are fully justifiable.

Clearly, one must weigh the pros and cons of using a job costing
system to see if the benefits outweigh the costs. This system is a com-
plex one that is prone to error, but it does yield good information
about product-specific costs.
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JOB COSTING DATA FLOW

In this section we consider the most common transactions encoun-
tered when using a job costing system. These transactions are noted
graphically in Exhibits 1.1 through 1.4, each of which indicates the
journal entries used. In these exhibits, journal entries are contained
within rectangles showing the accounts that are debited and credited,
as well as transaction descriptions (in bold) at the bottom of each
rectangle.

Three types of transactions flow through a job costing system.
The first is related to direct materials and is shown in Exhibit 1.1. As
noted at the top of the exhibit, materials are purchiased by a com-
pany and stored in inventory on receipt. When they are pulled from
stock and issued to a job, a second transaction shifts the cost of these
materials out of inventory and into work i process (“WIP Inven-
tory”). There should be a subledger in-the accounting system that
stores these material costs by specific. ob and then summarizes this
information into a single lump-sutn’ entry in the general ledger
(thereby keeping the general ledger from becoming too cluttered
with entries). As the materials ar< used in the production process for
each job, there may be abnerimal amounts of scrap or spoilage; if so,
the cost of these quantitics is charged directly to the cost of goods
sold. Alternatively, the cost of any expected, or normal, scrap and
spoilage is charged to'an overhead cost pool for later allocation back
to jobs. These two transactions are noted on the left side of the ex-
hibit. Once each job is finished, a transaction shifts its total cost from
work in process to finished goods. Finally, when there is a sales trans-
action, the cost of the finished goods is shifted to the cost of goods
sold and the sale is recorded in a separate journal entry. These trans-
actions are noted at the bottom of Exhibit 1.1 and are the primary
job costing transactions related to direct materials.

The second type of transaction that flows through a job costing
system is for labor and is detailed in Exhibit 1.2. It begins with the in-
currence of labor, for which there is a journal entry to wages expense
and wages payable. The wages payable is eventually cleared with an
offset to the cash account, but this issue falls outside the job costing
system. The main problem is what happens to the wages expense. It
comprises both direct and indirect labor. As noted on the right side



Exhibit 1.1 Job Costing Transactions for Direct Materials

Job Costing
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Raw Materials Inventory
Accounts Payable

Record Raw Material Receipt

Cost of Goods Sold
WIP Inventory
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Charge Abnormal Scrap and
Spoilage to CGS

WIP Inventory XXX
Raw Materials Inventory XXX

Charge Materials to Job
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Overhead Cost Pool XXX Finished Geois Inventory XXX
WIP Inventory XXX WIP lnvetitory XXX
Charge Normal Scrap and
Spoilage to Overhead Pool i. Move Job to Finished Goods
Cost of Goods Sold XXX
Finished Goods Inventory XXX
Accounts Receivable XXX
Revenue XXX

Sell Finished Goods

[Job-specific
data stored
ina
subledger]

of the exhibit, direct labor costs are shifted from the wages expense
account to the work-in-process account, where they are itemized by
job in a subsidiary ledger. As was the case for direct materials, these
individual job records are rolled up into a summary-level account in
the general ledger. Indirect labor (i.e., any labor that cannot be di-
rectly ascribed to a specific job) is charged to an overhead cost pool
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Exhibit 1.2 Job Costing Transactions for Labor

Wages Expense XXX
Wages Payable XXX
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Overhead Cost Pool XXX WIP Inventory XXX
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Sell Finished Goods
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Exhibit 1.3 Job Costing Transactions for Actual Overhead Cost

Allocations
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as noted on the left side of the exhibit. These costs are later allocated
back to jobs, as noted in Exhibit 1.3. Finally, at the bottom of Exhibit
1.2, we see the same transactions that shift completed jobs from work
in process to finished goods and then to the cost of goods sold. These
are the primary job costing transactions related to labor.
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Exhibit 1.4 Job Costing Transactions for Normal Overhead Cost

Allocations

[Create standard
allocation rate
for jobs]

WIP Inventory XXX
Overhead Cost Pool XXX

Charge Standard Overhead Costs|
to Jobs

Overhead Cost Pool XXX
Accounts Payable XXX
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Overhead Cost Pool XXX
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Small Variance
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Cost of Goods Sold XXX
Overhead Cost Pool XXX
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Costs of Goods Sold XXX
Overhead Cost Pool XXX

Prorate Variance to Ending
Account Balances

WIP Inventory XXX
Overhead Cost Pool XXX

Allocate Variance to All Jobs
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The third type of job costing transaction is related to overhead
costs. As indicated in Exhibit 1.3, overhead costs are summarized into
one or more cost pools and then allocated to all open jobs based on
some activity measure. Exhibit 1.3 presents the flow of transactions
based on the assumption that actual costing is being used for the over-
head allocation process; the normal costing process flow is presented
in the next exhibit.

The transaction flow begins with the accumulation of costs into
an overhead cost pool. There are a number of sources of these costs.
Material supplies (i.e., materials not directly traceable to a specific
job) are charged to an overhead cost pool as soon as they are pur-
chased, since they are not stored in the inventory acccunt. Indirect
wages, as just noted, are also charged to an overhead <ost pool. In ad-
dition, there are a number of other expenses, such. us utilities and in-
surance, that are charged directly to a cost poei as soon as bills are re-
ceived from suppliers. Likewise, several vaiiances from direct labor
and direct materials are charged to overthead. One is for direct labor
that has not been specifically charged i<z job, and another is any nor-
mal spoilage or scrap from direct 1aterials. All these journal entries
are noted in the top half of Exhibit 1.3. These costs can be accumu-
lated into different overhead cest pools if the activity measures used to
allocate them to jobs are substantially different. For example, a cost
pool that accumulates ali-material handling costs can allocate costs
based on the number. of material moves required for each job,
whereas another ¢ost pool for machine-related expenses charges out
its costs based on‘the minutes of machine use by each job. The num-
ber and type of cost pools used are based on the activity measures em-
ployed and the utility of the resulting increases in the accuracy of allo-
cations. See Chapter 8 for a lengthier description of this topic.

The next step in the cost allocation process is to determine an
activity measure to use for allocating the costs in each pool to the var-
ious open jobs (again, see Chapter 8 for a discussion of allocation
methods). Next, one must accumulate statistics on the amount of
each activity used by each job and then allocate costs from the cost
pools to the jobs based on the amounts of each activity used. This re-
sults in the journal entry in the middle of Exhibit 1.3, where we debit
the work-in-process account and credit the overhead cost pool ac-
count. We then finish with the usual transactions that shift costs from



Job Costing Data Flow 11

work in process to finished goods on completion of each job, and
from there to the cost of goods sold when each job is sold.

An alternative to allocating direct costs is to use the normal cost-
ing approach as outlined in Exhibit 1.4. With this method, we create a
standard allocation rate per unit of activity rather than using the actual
cost. This is done in order to facilitate the allocation of costs, which
may otherwise be delayed while actual costs are accumulated. As noted
in the exhibit, this process starts by creating an allocation rate that is
then used to charge costs to jobs. This standard rate is generally based
on historical records, so it should not be too far from an allocation rate
based on actual costs. In a separate step (as noted by the dividing line
in the exhibit), we then accumulate all the actual costsincurred, just as
in Exhibit 1.3, and store them in the overhead cost j;ool. Next we sub-
tract the total amount allocated using the standard allocation rate from
the actual amount of overhead costs. There shieuld be a difference be-
tween the two types of allocation, which mastthen be disposed of.

There are three ways to eliminaic-a variance between the stan-
dard and actual allocation totals. {}ie approach, as noted in the
lower left corner of Exhibit 1.4, 15 to charge the entire variance to the
cost of goods sold. This is the ¢asiest approach, but it may skew the
total cost of goods sold unlccs the amount of the variance is relatively
small. The next option, as-shown in the bottom center of the exhibit,
is to prorate the varianice among the cost of goods sold, work-in-
process inventory, and finished goods inventory, based on the ending
balances in eacit account. This option is most useful for external fi-
nancial statement reporting, where such allocations are required,
and is only slightly more difficult to calculate than the direct charge-
off to the cost-of-goods-sold option. The final option, as noted in the
lower right corner of the exhibit, is to charge the variance to each job
that was open during the period when the overhead costs were being
accumulated. This method is by far the most labor-intensive since
there may be many jobs to which the variance must be allocated. It is
recommended only if it is important to have the highest possible
level of job record accuracy or if the variance is so large that the
other two methods will yield inaccurate reporting results. To calcu-
late this allocation, costs are spread to jobs based on their use of
whatever activity measures were originally compiled to allocate over-
head costs to them.
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The exhibits in this section show the general flow of transactions
required to operate a job costing system. Though the basic steps are not
difficult to follow, there are quite a few of them, which makes job cost-
ing a tricky system to operate and one that frequently results in odd-
looking results, thereby forcing the cost accountant to engage in consid-
erable account tracing and reconciliation to see where accounting
transactions were incorrectly processed. To avoid these problems, any-
one involved with job costing transactions should be thoroughly versed
in the process flows noted here.

CONTROL POINT ISSUES

The job costing system requires a significant number of inputs, vari-
ance dispositions, and allocations and so is subject'to problems at a
number of control points. By being aware of thicc¢ problems, one can
revise the system to avoid control problem:. This section contains a
review of the most common issues.

Disposition of job costing varianccs-is one of the most common
control problems. If a manager it oriented toward improving re-
ported profit levels (perhaps because his bonus would be increased),
variances are never charged to-ihe cost of goods sold even if they are
due to abnormal scrap or spoilage situations. Instead, they are rolled
into overhead or proratedamong the period-end inventory and cost-
of-goods-sold accouniz, which keeps some of them from being recog-
nized as expensesin-tie near term. The best solution to this problem
is to periodically review the journal entries used to dispose of vari-
ances, as well as to investigate the nature of each one, which can be
an ongoing task for the internal auditing department.

A manager who wants to increase profits also has an incentive to
park as many jobs in work in process as possible, even if they have re-
ally been completed. This gives the manager one or more buckets in
which to store extra costs that would otherwise be shifted to finished
goods and from there to the cost of goods sold. One way to avoid this
issue is to look for old jobs that have not yet been closed. However, a
canny manager may shift costs from old jobs to newer ones as the old
ones are closed, so it may also be necessary to look for transactions that
shift costs between jobs.

Yet another way to pump up reported profit levels is to use indi-
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rect labor personnel for work that is really of the direct labor variety,
so that these labor costs are shifted to an overhead cost pool rather
than being charged straight to a job. If this is done, it is likely that
some of the overhead costs will be stored in an inventory account at
the end of the accounting period rather than being charged straight
to the cost of goods sold. This practice can be avoided by running a
trend line of direct labor costs to see if these costs are being reduced
despite steady or upward trends in production volume.

An additional control problem occurs when a manager loads
costs into a job not scheduled to be sold for some time, thereby keep-
ing them from being charged to the cost of goods sold. This results
in a bloated work-in-process or finished goods inventory. The best
avoidance measure here is to compare actual job costs to budgeted
levels to see if overages are occurring, especially.i{’ they are occurring
on jobs that are not yet completed.

Another control problem is carrying job cost variances past the
end of the fiscal year. A legitimate sysieni always charges any remain-
ing variances to the cost of goods sala. However, anyone wanting to
increase reported profit levels fiies to avoid this and so routes the
variances into an inventory acceunt, thereby hopefully escaping the
attention of the auditors whe review the year-end accounting records.
Once the auditors are ganre, the variance is taken back out of the in-
ventory account and chiarged off in the next year. This issue requires
a close examinaticn of the variance accounts to see what journal en-
tries are made ‘t0.1educe variance levels. If there are many entries
running in ana.out of these accounts, it can be quite a chore to spot
such transactions.

Another control problem involves someone trying to add costs
to overhead cost pools that are really period expenses and should
therefore be charged to the current period. When they are stored in
the overhead cost pool, some portion of the overhead is stored in in-
ventory instead of being expensed, thereby increasing reported prof-
its. This common problem can be detected by periodically tracing
the origins of all costs added to cost pools, as well as by running
trend lines of cost pool totals just to see if they are on a steadily in-
creasing path (which may indicate the addition of unrelated costs).

Another problem arises in the area of allocation methodology.
The most appropriate way to spread costs to jobs may be through a
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number of cost pools and allocation methods (such as through an ac-
tivity-based costing system), which yields the most accurate alloca-
tions. If this is not done, perhaps through the excessive accumulation
of costs into too few cost pools or through inappropriate allocation
techniques, the amount of overhead costs charged to each job may
be too low or too high. This issue can be avoided by using an activity-
based costing system.

When there are many product lines in a facility, it is also possible
that different job costing systems are set up for each one because dif-
ferent costing personnel are used to create each one or because
there is some perceived justification for using different cost accumu-
lation or allocation systems. In reality this creates confusion, leading
to inefficient costing systems. It is better to force al' production lines
into the same job costing mold.

Allocations can be inaccurate if a compariy <nooses to use a nor-
mal costing system without some historicai' basis for using standard
costs. When this happens, the allocations yary significantly from actual
costs, resulting in repeated adjustmerts.to the allocation rates being
used, which in turn results in inaccurate overhead costs being as-
signed to jobs. In such situations 1vis better to start with an overhead
allocation system based on actuai costs and then switch over to a nor-
mal costing system after there 1s a history of costs on which to base a
set of valid overhead staridards.

A final problem-is. that some companies feel compelled to up-
date their cost allecation rates too frequently, perhaps every month.
They may do this.based on a feeling that allocation rates are not ac-
curate if they are not regularly compared to actual costs. However,
there can be considerable fluctuation in monthly costs, based on sea-
sonal cost changes, based on the number of workdays in each month,
or because the accounts payable staff erroneously records no ex-
penses in one month and double the amount in the next month.
Whatever the reason, it is common to see costs fluctuate from month
to month, which results in allocation rates for jobs that fluctuate in a
corresponding manner. It is better to wait a few months before updat-
ing allocation rates simply because a longer time period flattens out
any monthly cost changes.

Clearly, there are many control issues related to the job costing
system. This does not mean that job costing is an inefficient system,



Summary 15

just that it incorporates so many transactions that there are many situ-
ations in which costs can be deliberately or accidentally skewed.
Thus, one must keep a watchful eye on the overall process in order to
ensure that transactions are appropriately processed.

SUMMARY

Job costing is one of the primary cost tracking systems employed by
corporations today. Because it is commonly used, the cost accountant
will probably encounter the transactions described in the chapter at
some point and so should know how to operate the system and have a
firm grasp of its problems and control issues. Becaise this system is
frequently used does not mean that it is perfectly suited to all situa-
tions, however; on the contrary, it is too much work for many cost ac-
countants in relation to the types of informaton it produces. Conse-
quently, one should review the other costing systems described in this
book to see if one of them will work heiter or if job costing can be
combined with a different costing syctem to yield the best blend of ef-
ficiency and effectiveness.





