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Chapter 1 
Job cost subsystem

A job cost subsystem is the method used by a manufacturing business to determine the cost of individual or 
unique jobs. Its purpose is to accurately calculate the costs of particular jobs, so that an appropriate amount can 
be charged to customers, thus generating a profit. This ensures that the business remains profitable and viable. 
The costs can also be used to quote for similar jobs in the future, knowing that the quote is sufficient to create 
a profit while still remaining competitive. The system can be used to determine which types of job are the most 
profitable, so that the business can aim at obtaining more customers for that type of job.

Manufacturing can be on a large scale, producing large volumes of the same product, e.g. tins of baked beans. The 
cost of producing one 440 g tin of baked beans is the same as the cost of producing another 440 g tin of baked beans.

Manufacturing can also involve small individualised jobs, where the costs involved are specific to each particular 
job, e.g. a printer preparing business cards or invitations to a wedding ceremony; although each job has similar 
parts, no two jobs of printing are identical. Therefore precise costs for each job must be recorded so the amount 
to be charged to clients can be accurately calculated.

Costs must be known or estimated before a job begins, so the customer can be given a quote for the job. The 
estimate is arrived at by recording costs for each section of work and accumulating the costs to find the total cost 
of a job. A mark-up is then applied to the job to cover other business expenses and to generate a profit. This 
needs to be sufficient to maintain the viability of the business.

The costs of printing business cards are specific to each particular job.
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Costs

Inventory
A manufacturing business has three different types of inventory, all of which have debit balances.
• Raw materials – the components used to make the finished goods.
• Work in progress (WIP) – goods for which production has started but which are not complete or finished.
• Finished goods – goods that are complete and available for sale.

Production process
The manufacturing process has different stages in which the materials change into finished goods.

raw materials work in progress finished goods

In addition to raw materials, two other costs are added to the ‘work in progress’ stage: direct labour and 
factory overheads. It is best to think of items joining and leaving a stage of inventory. When joining, an item 
has a debit entry and when leaving it has a credit entry.

Raw materials
Raw materials are either:
• direct materials – their use can be traced to a particular job
• indirect materials – their use cannot be traced to a particular job, so the materials are recorded as part of 

factory overhead costs.
Examples of indirect materials are 
grease used by a mechanic, nails or 
screws on a building site, or materials 
used to set up a machine for a task 
before the job begins.

Labour
Costs for labour are for direct labour or for indirect labour.
• Direct labour – the cost of the employees producing the job: their hours worked can be traced to a particular 

job; e.g. the machine operator, or mechanic. It is the cost of the actual hours that the employee worked on 
a particular job (actual hours multiplied by the employee’s hourly pay rate).

• Indirect labour – the hours worked cannot be traced to a particular job, so are recorded as part of factory 
overhead costs; e.g. for factory supervisor, cleaning machines at the end of a day.

Grease used by a mechanic is an example of an ‘indirect material’.
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Factory overheads
‘Factory overheads’ are the costs that are necessary for production to occur but which cannot be specifically 
identified and traced to a particular job. Examples are factory electricity, factory rent, factory supervisor’s salary, 
factory cleaning, or grease used by a mechanic. These costs are still part of the cost of producing a job and need 
to be allocated to each job, otherwise the business will not cover all its business expenses, and so it will be 
unable to generate a profit and will struggle to maintain viability.

Applying factory overheads
Various methods can be used to apply overheads to the jobs. These are referred to as cost drivers. The three 
cost drivers more commonly used than others are:
• direct labour hours – the number of direct labour hours worked on a job
• direct labour costs – the dollar amount of direct labour costs on a job
• machine hours – the number of machine hours used to complete a job.

Other methods include ‘raw materials’, ‘activity based’ or ‘actual cost’.

The cost driver used to apply overheads depends on the nature of the business. The cost driver chosen should 
reflect the manner in which the business incurs or generates overhead costs.

A manufacturing business that is labour intensive and uses mainly workers in the production process creates 
overhead costs from the employment of staff; e.g. factory supervisor salary or KiwiSaver contributions, so it 
would tend to choose direct labour hours or direct labour costs as the cost driver.

A manufacturing business that is capital intensive and uses predominantly machines in manufacturing would 
incur overhead costs such as electricity, machine repairs and machine depreciation, so it would tend to choose 
machine hours as the cost driver.

Calculating the overhead rate
The way to calculate the overhead rate to be charged to a job uses the same basis for any of the cost-driver 
methods: budgeted overhead costs divided by budgeted cost driver. A business may use different cost drivers 
for separate departments within the business, particularly if one department is capital intensive while another 
department is labour intensive.

Analysis measure Formula

Direct labour hours overhead rate = Total estimated overheads
Total estimated labour hours

Direct labour costs overhead rate = Total estimated overheads
Total estimated labour costs

Machine hours overhead rate = Total estimated overheads
Total estimated machine hours used

Example

George’s Panelbeaters applies overheads using direct labour hours as the cost driver. 
Total estimated overheads are $160 000. Estimated total direct labour hours are 8 000 hours.

Factory overhead rate is:  $160 000 ÷ 8 000 = $20 per direct labour hour.

George’s Panelbeaters chooses to use direct labour hours because the business is labour intensive and most 
overhead costs are related to the employment of labour, supervisor’s salary, ACC levies and KiwiSaver contributions.
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Activity 1A – Factory overheads
For each of the following businesses, calculate the factory overhead rate, apply the factory overhead to 
the particular job and explain why that cost driver is being used by that particular business.

1. Ernest Bakery applies overheads on the basis of machine hours. The total overhead costs are estimated to be 
$1 360 000 for the year and the estimated total machine hours are 42 500 hours.

 Job A256 has used 25 machine hours.

2. McPrice is a firm of lawyers that applies overheads based on direct labour cost. The total overhead costs are 
estimated to be $6 500 000 for the year and the estimated total direct labour cost is $10 000 000.

 Job 6598 has a direct labour cost of $106.

Answers
p.  35
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3. Tamati Painters, a house painting contract firm, applies overheads on the basis of direct labour hours. The 
total overhead costs are estimated to be $330 000 for the year and the estimated total direct labour hours 
are 12 000 hours.

 Job 238 has used 80 direct labour hours.

Under-applied or over-applied factory overheads
The overhead rate used to apply overheads to a particular job is based on two estimates or budgets: the budgeted 
overhead expense and the budgeted hours in the cost driver. The actual overhead expense and the actual number 
of hours where overheads are applied will most likely be different from those in the budget. This results in an 
under- or over-applied factory overhead. When actual factory overhead expenses are greater than the total applied 
overhead, there is a debit balance in the factory overhead general ledger account, meaning overheads have been 
under-applied. When actual factory overhead expenses are less than the total applied overhead, there is a credit 
balance in the factory overhead ledger account, meaning overheads have been over-applied.

At the end of the year, the manufacturing business will need to close off the remaining balance in the factory 
overhead general ledger account to the cost of goods sold account. This is because the total costs of jobs were 
under- or over-stated by the balance in the factory overhead control account in the general ledger.

The reason for the under-applied or over-applied factory overheads – both for individual jobs and overall – needs 
to be understood as it has an impact on the viability of the business.

In the case of an individual job, the under-applied or over-applied factory overheads probably occurred because 
the time taken to complete the job (either labour hours or machine hours) was different from the estimated time. 
The reason that the actual time taken differed from the time estimated needs to be understood, as it may affect 
estimates for future jobs. Was the difference the result of a one-off occurrence that will not be repeated? If so, 
there will be no impact on future jobs or estimates. Or was the difference due to the fact that that type of job 
now takes more (or less) time to complete than was previously the case? If so, future estimates will need to be 
increased (or decreased), so that the profitability of jobs done in future and/or the competitiveness of the business 
can be maintained.
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The reason for annual under-applied or over-applied factory overheads also needs to be understood, as this can 
have an impact on the future viability of the business. Was the under- or over-application the result of more, or 
fewer, jobs, and therefore more, or less, time spent on completing those jobs than in previous years? This would 
affect the amount of overheads applied to jobs. Or did the under- or over-application of factory overheads occur 
because the total overhead expenses paid have increased, or have decreased? The overhead rate for the next 
year may need to be altered for either of these reasons. The reason can be identified using a few calculations. 

Example

At the end of the year, George’s Panelbeaters’ actual overhead costs were $178 350 and the number of direct 
labour hours was 8 756. The total factory overhead applied to jobs was 8 756 hours × $20 = $175 120.

George’s Panelbeaters under-applied overheads, because the actual factory overheads came to $3 230 
($178 350  – $175 120) more than the amount of factory overhead that was applied to jobs.

George’s Panelbeaters:

Actual overhead costs $178 350

Less Estimated overhead cost $160 000

Higher overhead costs of $  18 350

Actual direct labour hours 8 756

Less Estimated direct labour hours 8 000

Extra direct labour hours on which overheads were applied    756

The overhead rate multiplied by the extra direct labour hours on which overheads were applied gives 
the increase in applied overheads. 

$20 per direct labour hour × 756 hours = $15 120 more applied overheads.

Higher overhead costs $18 350

Less Extra overhead applied to jobs $15 120

Under-applied overheads $  3 230

To maintain profitability and viability, George’s Panelbeaters may need to increase the overhead rate to:

$178 350 ÷ 8 756 = $20.37

This rate would need to be compared with other panelbeaters’ rates, as the increased rate may mean 
that the business is less competitive and so may miss out on future jobs. The other alternative is to 
review overhead costs to identify which can be reduced. If this is not done, the viability of the business 
may be reduced.
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answers

Activity 1A – Factory overheads (page 4)
1. •  Overhead calculation is total estimated overheads ÷ estimated 

machine hours.

 • $1 360 000 ÷ 42 500 hours = $32 per machine hour.

 • Overheads for Job A256 is 25 machine hours × $32 = $800

 Ernest Bakery uses machine hours as a cost driver because the bakery 
is capital intensive, using mainly machines in the production process. 
The overheads that are incurred by the bakery are related to the use of 
machines: e.g. electricity, repairs to machines, machine depreciation. 
Therefore machine hours are the best cost driver to use, because a job 
that uses more machine-hour time will create more overhead costs and a 
larger amount of overhead will be applied to that particular job.

2. •  Overhead calculation is total estimated overheads ÷ estimated direct 
labour cost.

 • $6 500 000 ÷ $10 000 000 = $0.65 per direct labour $

 • Overheads for Job 6598 is $106 × $0.65 = $68.90

 McPrice uses direct labour cost as a cost driver because the law firm 
is labour intensive, using mainly staff in the production process. The 
overheads incurred by the law firm are related to the payment of staff: 
e.g. superannuation contributions, senior lawyer supervision of junior 
staff. The various employees are paid at different rates of pay, so by 
using direct labour cost the jobs utilising higher-paid, more skilful staff 
will be charged a greater amount of overheads, because more overheads 
have been incurred, e.g. through KiwiSaver contributions. Therefore 
direct labour cost is the best cost driver.

3. •  Overhead calculation is total estimated overheads ÷ estimated direct 
labour hours.

 • $330 000 ÷ 12 000 hours = $27.50 per direct labour hour.

 • Overheads for Job 238 is 80 hours × $27.50 = $2 200

 Tamati Painters uses direct labour hours as a cost driver because the 
house painting business is labour intensive, using mainly staff in the 
production process. The overheads that are incurred by the painting 
business are related to the hiring of staff, e.g. supervision of junior staff. 
The longer a job takes, the more supervision the painting staff require, 
which generates more overheads. Therefore ‘direct labour hours’ is the 
best cost driver to use to apply overheads.

Activity 1B – Under- and over-applied overheads
1. • Overhead rate is $32 per machine hour.

 •  Total overheads applied to all jobs is 
44 100 machine hours × $32 = $1 411 200

 •  Total overhead cost $1 405 300 – overheads applied 
$1 411 200 = $5 900 over-applied overheads.

 The reason for the over-applied overheads is set out below.

 Ernest Bakery:

 Actual overhead costs $1 405 300

 Less Estimated overhead cost $1 360 000

 Higher overhead costs of $     45 300

 (page 7)

 Actual machine hours 44 100

 Less Estimated machine hours 42 500

 Extra machine hours on which overheads were applied   1 600

  The overhead rate multiplied by the extra machine hours applied to jobs 
gives the increase in applied overheads. 

 $32 per machine hour × 1 600 hours = $51 200 more applied overheads.

 Extra overhead applied to jobs $51 200

 Less Higher overhead costs $45 300

 Over-applied overheads $  5 900

  The main reason for the over-applied overheads is the extra 1 600 
machine hours operated, which increased the application of overheads 
by $51 200.

 Ernest Bakery over-applied overheads by $5 900 during the year. This 
amount would reduce the cost of goods sold in the financial statements. 
It means that during the year the overhead rate was slightly higher than 
required, so customers were charged more overheads per job than was 
necessary. The customers were then invoiced more than the cost of the 
job, with the mark-up applied to the higher cost as well.

 By applying too much in overheads to jobs, Ernest Bakery might have quoted 
too high a price for jobs during the year and might have missed out to 
competitors on those contracts. The overheads charged in the future might 
need to be lower so the bakery can become more competitive.

2. • Overhead rate is $0.65 per direct labour $

 •  Total overheads applied to all jobs was 
$9 600 000 × $0.65 = $6 240 000

 •  Total overhead cost $6 485 900 – overheads applied 
$6 240 000 = $245 900 under-applied overheads.

 The reason for the under-applied overheads is set out below.

 McPrice:

 Actual overhead costs $6 485 900

 Less Estimated overhead cost $6 500 000

 Lower overhead costs of $     14 100

 Actual direct labour dollars $10 000 000

 Less Estimated direct labour dollars $  9 600 000

 Reduced direct labour dollars on which overheads were applied $ 400 000

  The overhead rate multiplied by the reduced direct labour dollars applied 
to jobs gives the decrease in applied overheads. 

  $0.65 per direct labour dollar × 400 000 hours = $260 000 less applied 
overheads.

 Reduced overhead applied to jobs $260 000

 Less Lower overhead costs $  14 100

 Under-applied overheads $245 900
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