PREDETERMINED OVERHEAD RATE FORMULA

The formula for computing a predetermined overhead rate is:
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The company in the preceding example applies overhead costs to jobs on the basis of direct labor-hours. In other words, direct labor-hours is the allocation base.


At the beginning of the year the company estimated that it would incur $320,000 in manufacturing overhead costs and would work 40,000 direct labor-hours. The company’s predetermined overhead rate is:
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APPLICATION OF OVERHEAD TO JOBS


The process of assigning overhead to jobs is known as applying overhead.

In the preceding example, Job 2B47 required 27 direct labor-hours. Therefore, $216 of overhead cost was applied to the job as follows:

	Predetermined overhead rate

	$8 
	per DLH

	Direct labor-hours required for Job 2B47

	× 27 
	DLHs

	Overhead applied to Job 2B47

	$216
	


JOB-ORDER COSTING EXAMPLE

In the example appearing on the next few pages, we will trace how costs flow through Reeder Company’s job-order costing system. 

1.
Summary journal entries for the year for Reeder Company appear below:

a.
Raw materials were purchased on account for $150,000.


Raw Materials

150,000



Accounts Payable


150,000

b.
Raw materials that cost $160,000 were issued from the storeroom for use in production. Of this total, $136,000 was for direct materials and $24,000 for indirect materials.


Work in Process

136,000


Manufacturing Overhead

24,000



Raw Materials


160,000


Note: Actual manufacturing overhead costs incurred are debited to a control account called Manufacturing Overhead.

c.
The following costs were incurred for employee services: direct labor, $200,000; indirect labor, $85,000; selling and administrative wages and salaries, $90,000.


Work in Process

200,000


Manufacturing Overhead

85,000


Wage and Salary Expense

90,000



Salaries and Wages Payable


375,000

d.
Utility costs of $40,000 were incurred in the factory.


Manufacturing Overhead

40,000



Accounts Payable (or Cash)


40,000

e.
Prepaid insurance of $20,000 expired during the year. (80% related to factory operations and 20% to selling and administration.)


Manufacturing Overhead

16,000


Insurance Expense

4,000



Prepaid Insurance


20,000

f.
Advertising costs of $100,000 were incurred during the year.


Advertising Expense

100,000



Accounts Payable (or Cash)


100,000

g.
Depreciation of $145,000 was accrued for the year on factory assets and $15,000 on selling and administrative assets.


Manufacturing Overhead

145,000


Depreciation Expense

15,000



Accumulated Depreciation


160,000
h.
Manufacturing overhead was applied to jobs. The company’s predetermined overhead rate was based on the following estimates: manufacturing overhead, $315,000; direct labor cost, $210,000.
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Since the total direct labor cost incurred was $200,000, the total manufacturing overhead applied to work in process was 150% of this amount or $300,000. The journal entry to record this is:


Work in Process

300,000



Manufacturing Overhead


300,000

i.
Goods that cost $650,000 to manufacture according to their job cost sheets were completed and transferred to the finished goods warehouse.


Finished Goods

650,000



Work in Process


650,000

j.
Sales for the year (all on credit) were $900,000.


Accounts Receivable

900,000



Sales


900,000

k.
The goods that were sold had cost $600,000 to manufacture according to their job cost sheets.


Cost of Goods Sold

600,000



Finished Goods


600,000
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