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MANUFACTURING ENTERPRISES
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A merchandising company buys its inventory in a ready-to-sell condition. Therefore, its cost of goods sold is simply the
purchase price of the products it sells. A manufacturing company, however, by itself produces the goods that it sells. As a
consequence, its cost of goods sold consists of various manufacturing costs, including the cost of materials, workers’
wages, and a variety of other costs relating to the operation of a production facility.
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Inventories
Manufacturers often maintain a perpetual inventory system for three different types of inventories due to different
physical forms of products as they progress from its raw to finished state. Inventory accounts that manufactures maintain
are:
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Raw materials inventories are materials on hand and available for use in the manufacturing process.
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Work-in-process inventories are goods completed partially upon which manufacturing activities have been started but
not yet completed.
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Finished goods inventories are completed products that are not sold until the end of the period. So, they are available
for sale to customers.
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All three of these inventory accounts are classified on the balance sheet as current assets in the order of their position in
the manufacturing process.
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Manufacturing Costs
Manufacturing companies purchase raw materials and convert these materials into finished goods through the process of
production. The conversion from raw materials to finished goods results from utilizing a combination of labor and
machinery. Thus, manufacturing costs often divided into three board categories: direct materials, direct labor, and
manufacturing overhead.
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Direct materials are the raw materials and component parts used in production whose costs are directly traceable to

the products manufactured.
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Direct labors are wages and other payroll costs of employees whose efforts are directly traceable to the products they

manufacture, either by hand or with machinery.
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Manufacturing overhead is a catchall classification, which includes all manufacturing costs other than the cost of direct

materials and direct labor. Examples include factory utilities, supervisor salaries, equipment repairs, and depreciation of

machinery.
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The sum of the first two items (i.e., direct material and direct labor) is called prime costs. Conversion costs are costs of

converting direct material into finished product and include direct labor and manufacturing overhead.
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Period and Product Costs

It must be noted that these three costs are not expense when occur. They are called product costs because they can be

associated with the production of specific revenues. Product costs are considered as an asset when they occur. Whenever

they are sold, they become expense (i.e., cost of goods sold) which are period costs.
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Accounting for Raw Material

In a perpetual inventory system, the costs of direct material purchased are debited directly to the material inventory

account. As these materials are sent into production, their costs are transferred from the raw material inventory to the

work-in-process inventory.
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Accounting for Direct Labor

To record the payroll costs of direct workers and assign this cost to the goods under production the direct labor account

is used. This account is credited when the workers contribute to the production process during the period. The offsetting

debit is to work-in-process account to show the direct labor cost assigned to production. At the end of each month, the

credit balance of this account shows the amount to be paid to the workers. To record the payment, this account is

debited and the bank account is credited for the amounts equal to the checks drawn.
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Accounting for Overhead Costs

All manufacturing costs other than direct materials and direct labors are factory overhead. A manufacturing overhead

account is used to record all costs classified as overhead and assign these costs to products being manufactured. There

are variety overhead costs, which are difficult to keep them in one ledger account. Therefore, subsidiary accounts are

maintained to keep track of various overhead costs. Because of diverse nature of manufacturing companies, it is

impossible to name all overhead costs. However, some examples include indirect materials, indirect labors, factory

depreciation, insurance and property taxes, maintenance and repairs, and utilities.
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Overhead Application Rates

As an indirect cost of production, overhead costs cannot be easily and directly traced to specific units of production.

Therefore, manufacturing overhead is allocated to products through the use of overhead application rates. The overhead

application rate is determined at the beginning of the period and is estimated as follows:

Estimated overhead costs
Overhead application rate =

Estimated units of the application base
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Underapplied and Overapplied Overhead

Using the estimated rate, overhead costs are applied to products. The journal entry is to debit work-in-process account

and to credit overhead controlling account. Meanwhile, actual overhead costs are incurred and debited to overhead

controlling account. As a result, overhead controlling account shows actual and estimated overhead costs in debit and

credit side respectively. At the end of period, the balance of the overhead account shows a variance for overhead costs,

which could be overapplied, for a credit balance, or underapplied, for a debit balance. This overhead variance, after being

analyzed, must be allocated between cost of goods sold and ending inventories of materials, work-in-process, and

finished goods.
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Costs of Finished Goods Sold
Most manufacturing companies prepare a schedule of the cost of finished goods manufactured or sold to be used in their
income statements. Here, a schedule of finished goods sold is shown. Note that this table is used in turn in an income

statement. Three ending inventories in this table are also shown on the balance sheet.
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Ajax manufacturing inc
Schedule of the cost of goods sold
For the year then ended December 31 2004
Raw materials beginning inventory 1000
Raw materials purchased 12000
Materials available for use 13000
Less: ending materials inventory 3000
Direct materials used 10000
Direct labor 14000
Factory overhead 15000
Total manufacturing costs 39000
Add: beginning work-in-process inventory 4500
Goods available for manufacturing 43500
Less: ending work-in-process inventory 3500
Cost of finished goods manufactured 40000
Add: beginning finished goods inventory 6000
Cost of finished goods available for sale 46000
Less: ending finished goods inventory 4000
Cost of finished goods sold 42000
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