	Welcome to the guided example for the self-study problem from Chapter 4 -job order costing.

The requirements in this self-study problem will be asking you to prepare a series of journal entries and use the information from those entries to compute the ending balances for some specified accounts.

	These requirements relate to three chapter learning objectives, 
Explaining the flow of costs within a job costing system, which, in part, requires application of factory overhead to jobs that were worked on during a period.   Finally, the calculation and proper disposition of any over or underapplied overhead at the end of the period.

With this information in mind, let’s look at the facts in the case.

	Watkins Machinery Company uses a normal job costing system. The company has this partial trial balance information on March 1, 2013, the last month of its fiscal year.  These balances represent the opening balances for the three types of inventory typically held by a manufacturing firm.

	As mentioned, there are several requirements, which are
· the preparation of Journal entries
· computing the ending balance of the work in process inventory account
· computing any over or under applied overhead balance
and
· disposing of or closing the over or under applied overhead amount, also known as the overhead variance, to cost of goods sold.

We will take a look at the solution to each requirement in order

	Starting off with the purchase of direct materials and indirect materials.  The accompanying summary would have come from receiving reports and invoices. 

	Since this is the acquisition of inventory it requires a debit to the materials inventory account for $25,000.
The corresponding credit is to accounts payable, which assumes that we did not pay cash at the time we made these purchases.  

This and all the subsequent entries will also include a brief description of the purpose of the entry.

	The second entry or entry B relates to the fact that we issued direct materials and indirect materials for use in the production process.  Note that in a job order costing system we try to directly match costs to the jobs that use the underlying resources.  So in this situation we can directly identify the amount of material X and material Y that were used by each specific job.  The indirect materials are a component overhead and so this amount is not directly traced to either job.

	Job 101 and 102 are currently in production and so the entry to record the issuance of materials to production is a debit to work in process.  Those indirect materials that become part of overhead require a debit to the factory overhead control account.  All of these items are coming out of the materials inventory account so there is a corresponding credit to materials inventory and there is the brief description of the purpose of the entry.

	Looking now at entry C. Within a job order costing environment the workers will keep track of the various jobs they work on, and the time spent on each.  That information is summarized and, like with materials, we attempt to directly trace labor to specific jobs, such as we see in this situation.  Some labor, however, is called indirect labor which is, like indirect materials, a part of overhead.

	As you saw with the previous entry, the assignment of costs to jobs represents an increase in work in process, meaning a debit to work in process for $20,000 for the direct labor for jobs 101 and 102.  Additionally, we have a debit to the factory overhead control account for the $5,000 of indirect labor.  The corresponding credit for all the labor costs is to our accrued payroll account, which could have also been called wages payable.

	The fourth entry, entry D, looks at some of the other overhead costs that were incurred during the period.  These costs included Factory utilities, factory depreciation, and factory insurance.  The source documents that generate these numbers could have included such things as factory vouchers, invoices, and internal cost memos.

	As with indirect materials and indirect labor, these overhead items will be debited to the factory overhead account.
Since this entry represents a summary of several overhead accounts, we have several credits associated with entry D.  There is a credit to accounts payable for utilities, to accumulated depreciation for the factory depreciation, and finally, a credit to prepaid insurance.  

Just as a reminder, an organization generally pays its insurance premiums before they are granted coverage for insurance.  Think of your own personal situation where you might pay your car insurance at the beginning of a period.  As such, you end up with an asset account called prepaid insurance and that account balance slowly gets smaller as you move through the time period covered by the policy.  That is why there is a credit to the asset account called prepaid insurance in this Journal entry.

	To this point, the entries have tracked the actual overhead costs and now it is time to attach overhead to the various jobs.  You are told that this company will attach overhead to jobs at the rate of $15 for each machine hour used.  Job 101 used 1200 machine hours and job 102 used 800 machine hours for a combined total of 2,000 hours and a combined overhead allocation of $30,000.  

	As with direct materials and direct labor, the assignment of factory overhead to production results in a debit to the work in process account.  The corresponding credit will go to the factory overhead control account.

	The next entry relates to the completion of a particular job - job 101.  The summary information for job 101 looks very similar to the information that was contained in a schedule of cost of goods manufactured presented in chapter 2.  Note that the direct material, direct labor, and factory overhead costs were all incurred in the current period.  But we also have the costs that already existed in this job for work done in prior periods.  That is the $6,000 of beginning inventory costs.  Therefore, the total cost of job 101 is $45,000.

	Journal entry F simply reflects the movement or reclassification of a job and results in a debit to the finished goods inventory account to reflect the job is done and a credit to work in process, which again reflects this job is no longer partially complete

	Now comes the information related to actually selling merchandise to customers.  Job 100 and Job 101 were shipped to customers during March, and the total cost of producing these jobs was $55,000 

You are told that both jobs had gross margins of 20 percent based on manufacturing cost, which yields a total selling price of $66,000.

	There are two parts to this transaction.  The first is the actual sale and results in a debit to account receivable and a credit to the sales account.  The second part of this transaction recognizes the fact that that these jobs are no longer on hand.  There is a debit to cost of goods sold to reflect our production costs for the jobs and a credit the finished goods inventory to reduce our inventory balances.

This completes requirement 1

	Requirement 2 asks you to compute the ending work in process balance for the organization.  The first thing is to recognize that job 102 is the only unfinished job at the end of this period, and therefore, the cost of job 102 will be the balance for ending work in process.  

So just what are the costs for job 102?  Drawing from the information from the various journal entries we see that job 102 had $6000 of material costs.  Also, looking at the summary of labor costs, we see that job 102 had $8,000 of directly assigned labor.  Finally, job 102 was assigned some overhead based on the machine hours used.  Which again, looking back to the previous information, was 800 hours and resulted in an assignment of $12,000.

Job 102 was new this period, and so there was no beginning balance for work done on the job in a prior period.  The result is that the balance for job 102 at the end of March is $26,000.  Again, since there are no other jobs that are incomplete, this $26,000 also represents the ending work in process balance for the organization.

	The third requirement asked you to compute the overhead variance and indicate whether it is overapplied or underapplied.

So let us review the details.  For various journal entries we saw debits to the overhead control account for indirect materials, indirect labor, utilities, depreciation, and insurance.  These represent the actual costs for overhead items incurred during the period and that amount is $31,000.

Also remember that overhead was attached or assigned or applied to the various jobs on the basis of machine hours used. Referring back to entry E we see that $30,000 of overhead was assigned to the jobs which reflected a rate of $15 per machine hour and a total of 2,000 machine hours actually used by the jobs during the period.

So now we see that while the actual overhead was $31,000 only $30,000 of overhead was actually assigned or attached to production, meaning that there is $1,000 of underapplied factory overhead.

What this means is that there were manufacturing overhead costs that were actually incurred that have not yet been assigned to the inventory.  Therefore, we need an adjusting entry to account for this difference, which brings us to the fourth requirement.

	Requirement 4 asks you to close the overhead variance to the Cost of Goods Sold account.  Keep in mind that closing the entire amount of this variance to cost of goods sold is only allowed if the dollar amount of the variance is deemed to be immaterial.

Remember that the overhead was under applied, meaning that we had not fully attached all of the manufacturing costs actually incurred, that means the cost of goods sold is currently too small or understated.  Therefore, the adjusting entry is a debit to cost of goods sold, which increases this expense account, and a credit to the factory overhead control account.  Thereby completing the last requirement.

	Through the completion of this self-study problem you demonstrated an understanding of the flow of manufacturing costs in a job costing environment through the preparation of journal entries, which included attaching or allocating factory overhead to products or jobs using an estimated overhead rate, determining whether the organization had an over or under applied overhead balance at the end of the period, and generating the adjusting entry to properly dispose of an under applied overhead balance.
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