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7. Understand the difference between inventoriable vs non inventoriable costs given the type 

of organization (merchandising vs manufacturing vs service) 

Inventoriable cost: cost included in the value of inventory.  

For example:  

Materials: 

- direct materials 

Conversion costs: 

- direct labor 

- manufacturing overhead (also known as factory overhead, indirect manufacturing 

overhead and production overhead) 

o Factory rent 

o Factory equipment depreciation 

o Electricity used to operate factory equipment 

o Factory building depreciation 

o Factory supplies 

o Factory personnel 

Non-inventoriable cost: costs that are not included in the value of inventory, also known as 

non-manufacturing overhead. It includes Selling, General and Administrative expenses, and 

Interest expense. 

For example: 

- Head office rent 

- Marketing expense 

- Design cost 

- Non-manufacturing personnel 

- Depreciation on NON-manufacturing equipment 

- Expenses for automobiles and trucks used to sell and deliver products 

- Interest expense 

 

8. Name each of the basic inventory-related stock and flow accounts and explain their 

relationship to one another. 

Work in Progress (WIP) 

Opening bal. Finished Goods 

Direct labor Closing bal. 

Direct materials   

Manufacturing overhead   

     

     

     
 

Finished Goods (FG) 

Opening bal. COGS  
WIP Closing bal. 
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4. Understand the alternative methods of dealing with period-end under or over allocated 

indirect costs including the associated adjustment journal entries 

1. Adjusted rate  

- Compute what the rate ought to have been. 

- Re-cost everything using the corrected rate. 

- Not feasible until quite recently when nearly all systems became computerized.  

2. Close to COGS 

- Least accurate but quick and easy. 

- Usually be the account with the largest balance (amongst WIP, FG and COGS) 

therefore the allocation error should be relatively small. 

Entries: 

 

3. Proration method 

Examples based on 3.18 

Method A:  

Allocate the difference across WIP, FG and COGS by relative proportion of current period 

manufacturing overhead in each account. 

Add up the total manufacturing overhead from each account (look in slide 3.18) and then pro-

rata it. For example, WIP has $7,500 manufacturing overhead in its account, finished goods 

has $15,000 and COGS has $52,500. Under allocated $15,000. So WIP will take 10% (7,500/ 

7,500+ 15,000, 52,500) of the under-allocation. 

Method B:  

Allocate the difference across WIP, FG and COGS proportionally by relative size of each 

account. 

Add up the total balances of each account (WIP, FG and COGS) and pro-rata it. For example, 

total balance of WIP is $24,000, FG is $32,000 and COGS is $144,000. So WIP will take 

12% (24,000/ 24,000+32,000+144,000) of the under allocation.  

Note: 

- Method A is more complex but equivalent to adjusted rate method (which is method 

1) in aggregate (i.e. ending balance of WIP, FG and COGS will be the same.) 

- Adjusted rate is the most accurate record of individual job costs for profitability 

analysis purposes. 

- If manufacturing overhead had been over allocated, the WIP, FG and COGS accounts 

would be decreased (credited) instead of increased (debited). 

 

Dr. COGS 

Cr. Manufacturing Overhead 
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Topic 4: 

1. Describe the characteristic features of organizations that are well suited to using process 

costing. 

Process costing: A system where costs incurred by identical units of output over a period of 

time are lumped together and then assigned to the identical units produced during that period 

of time via averaging, to obtain the cost of each unit of output (which can be a product or 

service). 

Characteristics: 

- Organisations that produce identical goods/services. 

- Typically, mass volume production. 

- Focus on the process 

- Maximum efficiency 

Business example: LEGO.  

 

Main difference between job costing and process costing: 

 

 Job costing Process costing 

1 Unique or highly variable products and/or 

services. 

Homogeneous (of the same kind) products 

and/or services 

2 Relatively low volume Relatively high volume 

3 Focus is on the job or the order Focus on the process 

4 Maximum flexibility Maximum efficiency 

 Main difference 

 Job costing cannot use averaging because 

individual jobs use different quantities of 

manufacturing resources. 

Process costing uses averaging to 

calculate unit costs. 
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2. Distinguish between weighted-average and FIFO approaches to process costing. 

Weighted Average First in, First out (FIFO) 

The average cost per unit is calculated by 

dividing the total accumulated cost 

(regardless of when it was incurred) by 

the number of equivalent units (EU) 

produced with these costs 

1. First separate out the costs incurred in 

prior periods from costs incurred in the 

current period. 

2. Then separately calculate the average cost 

per EU for units from the current and 

previous period 

3. Assumes that the beginning WIP EUs are 

the first ones to be completed and 

transferred out, followed by units that were 

started and completed in the current period 

 

FIFO example: 

1 June Purchased 10 units of materials at 10$ each. 

4 June Purchased 20 units of materials at 20$ each. 

10 June Sold 15 units of finished goods. To calculate: (10 x 10$) + (5 x $20) 

 

In the example above, cost of conversions has not been added yet. Therefore, that is NOT the 

COGS.  

COGS expenses include: 

• The cost of products or raw materials, including freight or shipping charges; 

• The cost of storing products the business sells; 

• Direct labor costs for workers who produce the products; and 

• Factory overhead expenses. 

• Depreciation 

The only difference between FIFO and WAM is the direct material costs (if you are a 

merchandizing entity). If you are a manufacturing entity, then direct material costs AND 

conversion costs usually differ (between FIFO and WAM).  

 

 

FIFO = WAM Unit costs FIFO ≠ WAM Unit costs 

Production efficiency constant Production efficiency variable 

Small start and end inventory (rarely 

purchases, therefore unit cost will be the 

same) 

Large start and end inventory 

Stable costs of inputs/conversion Unstable costs of inputs/conversion 
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5. Be able to allocate support costs to operating departments using the direct method, the step-down 

method, and the reciprocal method; and understand the pros and cons of each method. 

Three methods: 

1. Direct method 

- Main departments support the support departments (take the cost of both support 

departments). 

o Example:  

 Support dept 1 Support dept 2 Main dept 1 Main dept 2 

Support dept 1 - 25% 40% 35% 

o So to allocate this using the direct method, for example support dept 1 incurred costs 

of $600,000, Main dept 1 will take (40/75) of $600,000 and main dept 2 will take 

(35/75) of $600,000. 

2. Step-down method 

- Main departments and “support department 2” support “Support department 1” but  

- Only the main departments will support “support department 2” 

o Support department 1 will be determined in the question 

3. Reciprocal method 

- Main departments and support department 1 will take support department 2 costs AND 

- Main department and support department 2 will take support department 1 costs. 

- How to do: 

o First, find support department 1 cost by using the substitution method (Support 

department 1 = Support Dept 1 cost + % support Dept 2 cost.)  

o Then, this cost (from the formula) will be proportionally allocated to each 

department.   

Must we recognize interdependence? 

Support departments often support one another. 

Examples: 

- IT Department requires HR and Accounting 

- Accounting requires IT and HR 

- HR requires IT and Accounting 

Three options: 

1. Ignore interdependence: Direct method 

2. Partial recognition: Step-down / Sequential 

3. Full recognition: Reciprocal Method 

More recognition of interdependence results in more accurate costing, but adds complexity. 

The complexity of the reciprocal method would be ‘worth it’ (benefits > cost) if: 

- The organisation incurs significant support department cost 

- Support departments are highly interdependent 

 


