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Elements of a job cost subsystem

ChaptEr

9accounting 3.6
Accounting 3.6 is an internally assessed standard that involves demonstrating 
understanding of a job cost subsystem for an entity.

achievement criteria

achievement Merit Excellence

Demonstrate understanding 
of a job cost subsystem for 
an entity.

Demonstrate in-depth 
understanding of a job cost 
subsystem for an entity.

Demonstrate comprehensive 
understanding of a job cost 
subsystem for an entity.

For Achievement, you must explain the purpose and elements of a job cost subsystem for 
an entity, process financial information to determine the cost of a job and apply elements 
of a job cost subsystem to an entity to maintain its viability.

For Merit you must demonstrate in-depth understanding by explaining the application 
of elements of a job cost subsystem and processing detailed financial information to 
determine the cost of a job.

For Excellence, you must demonstrate comprehensive understanding by justifying the 
application of elements of a job cost subsystem, processing detailed financial information 
to determine the cost of a job and discussing how and why a range of elements relate to 
the specific entity.

To demonstrate understanding of a job cost subsystem you must make connections 
between the processing and the elements of the job cost subsystem.

Elements may include a selection from:
•	 internal control components of a materials requisition form, time sheet or job cost card
•	 selecting an appropriate base for allocating overheads
•	 correctly allocating costs to jobs
•	 under- or over-applied overhead.
The Achievement Standard does not provide the same detail on the requirements for 
processing as it does for the elements of a job cost subsystem. However, processing 
should cover source documents, general journal entries, general ledger accounts 
(including control accounts) and subsidiary ledgers.
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Elements of a job cost subsystem

ChaptEr

9
NCEA Level 3 Accounting material covered in this chapter is for Achievement Standard 
91409 (Accounting 3.6) ‘Demonstrate understanding of a job cost subsystem for an 
entity’, by looking at:
• the elements of the job cost subsystem

the job cost subsystem
A job cost subsystem is a method to determine how much it costs to manufacture a good 
/ an inventory item. Service firms such as mechanics, accountants, lawyers and plumbers 
can also use the system to cost the services they provide. For example, a garage could use 
a job cost subsystem to determine how much to charge to repair a car. Thus a job involves 
producing a good or providing a service and the objective of the job cost system is to 
determine the cost of the good or service, i.e. the cost of the job.

Our focus in this chapter is on manufacturing. Manufacturing involves taking raw 
materials and using them to make an inventory item to be sold. The inventory item could 
be a book or a boat, a chocolate bar or some other item. A manufacturer is different from 
a retailer in that a retailer purchases a finished inventory item from a manufacturer and 
sells it to the customer. For example, a supermarket sells bread it has purchased from 
a bread manufacturer. The business entity that combined the raw materials (baked the 
bread) is a manufacturer.

 A bakery as a manufacturer A supermarket as retailer of bread

A job cost subsystem is one of a number of methods to determine the cost to manufacture 
a good (cost of a job). Other methods include process costing and activity-based costing.

A job cost subsystem is the method usually used to cost a specific custom-made job for 
a particular customer, e.g. a custom-made piece of furniture. Each job (custom-made 
piece of furniture) has different amounts of raw material, labour and overhead in its 
manufacture.

This subsystem can also be used on small batches of production. A process-costing 
method would be used when large numbers of identical items are manufactured, e.g. 
bottles of cola.

##www.istock.com ID 5116604

##www.istock.com ID 40841896
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A well-designed job cost subsystem is essential for the survival of the business, i.e. its 
viability. The business needs to accurately record the cost for each job to help ensure the 
marked-up price it is sold for covers all costs of its manufacture. The mark-up must also 
be enough to cover all non-manufacturing costs and to provide sufficient profit.

Elements of a job cost subsystem
Costs of manufacturing
Three basic costs are associated with manufacturing: cost of materials, cost of direct 
labour and factory overhead.

Steel as a raw material

raw materials / direct materials / 
materials cost

The cost of raw materials that can 
be traced directly to the good being 
manufactured, e.g. wood, steel, nails, 
screws

##www.istock.com ID 
14538445

Car assembly line

Direct labour cost
The cost of labour directly involved 

in the manufacture of the good

##www.istock.com ID 
8921796

**Acknowledge: 
RicAguiar

Maintaining machinery

Factory overhead
Factory operating or manufacturing 
costs that cannot be directly 
traced to the manufacture of the 
individual good or batch. 

##www.dreamstime.com ID 
36095226

**Acknowledge: Lio2012

Factory overhead includes:
•	 indirect labour cost – the cost of the time that direct labour is not working on a 

job (can be referred to as ‘idle time’) e.g. the time spent on maintenance work on 
machinery
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•	 indirect raw materials – materials that are usually used to manufacture the good,  
being used in the factory for maintenance or another reason

•	 machinery repairs, maintenance and depreciation; factory heat, light and power, 
factory supervisor salary and so on.

Costs in manufacturing are direct or indirect. The raw materials and labour that can be 
directly traced to a job are direct costs because it can be determined how much raw 
material and how many labour hours (and therefore the labour cost) were involved in 
manufacturing the good in a particular job.

Factory overhead incorporates all manufacturing costs that cannot be traced to a particular 
job. For example, it is too difficult to determine how much time the factory supervisor 
spends overseeing the production of certain jobs and therefore how much of their salary 
to allocate to the cost of a job. Factory overhead costs are therefore indirect costs.

Activity 9A: Elements of a job cost subsystem Ans p. 288

1. a.  Top Choc Bars manufactures a variety of chocolate bars in small batches. Top 
Choc Bars buys the chocolate in blocks from its supplier.

   Create a table with three columns with the following headings: Raw materials, 
Direct labour costs, Factory overhead. In the table write the following costs 
under the correct heading.

factory heating raisins factory supervisor salary

chocolate blocks chocolate bar boxes chocolate bar wrappers

assembly line staff peanuts depreciation machinery

b. Explain why raisins are a direct cost of Top Choc Bars.
c. i.  Identify another cost, not in the list above, that could be a factory overhead 

for Top Choc Bars.
 ii. Explain why the cost you identified would be a factory overhead.

2. Xcellent Mechanics is a business operating a large vehicle repair workshop and 
employing ten mechanics. Stuart Clutch is the manager of the workshop. The 
workshop has two courtesy cars for clients to use.
a. Identify 5 different direct material costs of Xcellent Mechanics.
b. Identify and explain a situation where a radiator hose would be a direct 

material, and a situation where it would be an indirect material of Xcellent 
Mechanics.

c. Explain why Stuart’s salary is an overhead cost of Xcellent Mechanics and why it 
is important to the viability of Xcellent Mechanics that his salary is included as 
part of the cost of any repair work.

Factory overhead allocation rate
Factory overheads can be incurred at different times in the year. It is often uncertain when 
in the year a cost will happen, e.g. when repairs and maintenance on machinery will 
be needed. This creates the problem of when to charge customers for these costs. Some 
factory overheads are for a full year, e.g. insurance or depreciation on factory machinery, 
but it does not make sense to charge the entire factory overhead cost against the jobs in 
the month the factory overhead is incurred. The insurance is for the year, so it should be 
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charged against all jobs in the year. In addition, the factory overhead incurred for repairs 
and maintenance is likely to be the result of previous months’ manufacturing so it should 
also be charged to jobs other than those in the current month.

Such factory overhead costs must be charged out to customers, otherwise the viability of 
the business is at risk. This is because the business has to pay the costs, but if the business 
is not charging customers for them in the price of the job then the business might not earn 
enough to pay all its costs.

To help ensure factory overhead costs are included in each job, factory overhead cost is 
allocated to each job using a factory overhead allocation rate.

The factory overhead cost recorded for each job is not the actual factory overhead but an 
estimate of factory overhead that was incurred in the manufacture of the job.

The factory overhead allocation rate involves:
•	 determining a cost driver
•	 using estimates
•	 using a factory overhead allocation rate formula
•	 using the factory overhead allocation rate.

Determining the cost driver
A cost driver is a factor that affects costs; that is, if the cost driver changes, so does the 
total cost. In job costing, the cost driver is the factor that, when used or involved in 
production, increases factory overhead costs. A manufacturer has a number of options for 
a cost driver. Any of the following could be used:
•	 direct labour hours
•	 direct labour cost
•	 machine hours
•	 material usage.
The cost driver chosen for allocating factory overhead should be the activity that generates 
most of the overhead.

Example
Machine hours
Maintenance costs for machinery (a factory overhead) increase with increased use of 
the machinery, therefore the number of hours the machine is in use (machine hours) 
will largely determine the maintenance cost; i.e. if the machine is idle for long periods 
it will not require much maintenance, but if it is used in every job for most of the job 
then maintenance costs will increase.

Using estimates
To calculate the factory overhead allocation rate, estimates of factory overhead costs and 
the cost driver are needed. This information will often come from budgets.

the factory overhead allocation rate formula
The formula is:

Estimated factory overhead costs
Estimated cost driver
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The following table shows how the formula is used for three different cost drivers.

Cost driver Formula

Direct labour hours Estimated factory overhead costs
Estimated direct labour hours

Direct labour cost Estimated factory overhead costs
Estimated direct labour cost

Machine hours Estimated factory overhead costs
Estimated machine hours

how to use the factory overhead allocation rate
How to use the factory overhead allocation rate is best shown by an example.

Example
Sailworld
Sailworld has determined that the cost driver for allocating factory overhead costs 
is direct labour hours. It is estimated for the year ended 31 March 2014 that factory 
overhead costs will be $500 000 and direct labour hours will be 20 000 hours.
The factory overhead allocated rate would be:

Estimated factory overhead costs
Estimated direct labour hours

500 000
20 000

= $25 of factory overhead per hour of direct labour

The factory overhead allocation rate would then be used to determine how much factory 
overhead to allocate to a particular job by doing the following:

Factory overhead allocation rate × ACTUAL direct labour hours for Job #

The example continues, with Job 67.

Example 
continued
Job 67
Job 67, completed by Sailworld during the year, was the manufacture of a sailing boat 
for the local school’s sailing club. There were 50 direct labour hours in the job, so the 
factory overhead cost allocated to Job 67 was:

$25 × 50 hours = $1 250

If the direct labour cost and raw materials used in Job 67 were $2 000 and $4 000 
respectively, the total cost of the job could be worked out to be $7 250.
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Raw materials $4 000
Direct labour cost $2 000
Factory overhead cost $1 250
total cost $7 250

This represents the three major costs associated with manufacturing a good: raw 
materials, direct labour cost and factory overhead cost.

Activity 9B: Factory overhead allocation rate Ans p. 289

1. For each of the following, calculate:
• the factory overhead allocation rate
• the factory overhead charged/allocated to the job.
a. The cost driver is direct labour hours and the estimated factory overhead for the 

year is $200 000. Estimated direct labour hours for the year are 50 000 hours. 
The actual direct labour hours on Job 88 were 1 000 hours.

b. The cost driver is machine hours and the estimated factory overhead for the year 
is $400 000. Estimated machine hours for the year are 10 000 hours. The actual 
machine hours on Job 768 were 50 hours.

c. The cost driver is direct labour cost and the estimated factory overhead for the 
year is $300 000. Estimated direct labour hours for the year are 40 000 hours. 
The actual direct labour hours on Job 445 were 400 hours. The estimated and 
actual direct labour hourly rate is $30 per hour.

d. The cost driver is direct labour hours and the estimated factory overhead for the 
year is $375 000. Estimated direct labour hours for the year are 100 000 hours 
and estimated machine hours are 15 000 hours. The actual direct labour hours 
on Job 123 were 1 000 hours and actual machine hours 500 hours.

2. Tough Engineering has estimated the following costs for the year: Factory heat and 
power $15 000 excluding GST; depreciation – machinery $5 000, depreciation 
– office equipment $3 000; factory supervisor’s salary $100 000; insurance on 
machinery $6 000 excluding GST; and factory lease $24 000 excluding GST. Tough 
Engineering has estimated machine hours to be 5 000 hours and this is to be the 
cost driver. Job 99 was completed during the year and it used 200 machine hours.
a. Calculate the factory overhead allocation rate.
b. Calculate the factory overhead allocated to Job 99.
c. Explain why Tough Engineering chose machine hours as the cost driver.

3. Quality4U’s manufacturing process has two separate departments – Machining and 
Assembly. Each department has its own cost driver. Machining uses machine hours 
and Assembly uses direct labour cost.

 The following table shows budgeted information for both departments for the year.

Machining department assembly department

Factory overhead $80 000 $25 000

Direct labour cost $250 000 $500 000

Machine hours 8 000 1 000
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 Job 93 used the following:
• Machining department – 150 machine hours and $15 000 direct labour cost
• Assembly department – 25 machine hours and $30 000 direct labour cost.
a. Calculate the factory overhead allocation rate for each department.
b. Calculate the factory overhead allocated by each department to Job 93.
c. Explain why the departments used different cost drivers. Justify your answer by 

including:
• specific examples of factory overhead costs for each department
• an explanation of how using different cost drivers contributes to the viability 

of Quality4U.
4. Calculate the total cost of Tough Engineering’s Job 99 and Quality4U’s Job 93.
  Tough Engineering’s Job 99 used $15 000 of raw materials and $4 500 of direct 

labour cost.
  Quality4U’s Job 93 used $20 000 of raw materials in the Machining department and 

$2 000 of raw materials in the Assembly department.

Source documents
Job card / Job cost card / Job cost sheet
The job card is an important document. Every job should have its own job card with a 
unique job number. The job card is created when a customer order has been received 
and accepted. It is likely that the manager or a person authorised to accept orders is 
responsible for creating the job card.

The purpose of the job card is to record all the costs related to each job so they can be 
added to find the total cost of the job.

The costs are raw/direct materials, direct labour, and factory overhead allocated to the 
job. It is necessary to have a separate job card for each job so jobs can be correctly 
charged to customers – customers will go elsewhere if they feel they are being 
overcharged – and to correctly cost each job adding the raw materials, direct labour and 
an appropriate allocation of overhead. Incorrectly costing a job could be unprofitable 
if not all costs are charged to a client, as the price charged might not cover costs. A 
manufacturer could be working on more than one job at a time, so any raw materials or 
direct labour must be recorded against the correct job.

At the completion of a job, a supervisor or production manager usually signs off the job 
card as complete. The manager checks that all costs have been allocated to the job and 
the overhead correctly calculated.

The discussion that follows in regard to the timesheet and materials requisition form 
explains in more detail how the job card is used to determine that jobs have accurate 
costings.

There are many different designs for a job card. All job cards should capture relevant 
information to accurately charge out the cost of the job: date started; date completed; job 
description; customer information; raw materials, direct labour and overhead associated 
with the job; authorisation, and so on.

The information on the job card is collected from other source documents in the 
subsystem.
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Example
Job card
The information from Job 67 can be entered into a job card as follows.

Job number
67

Customer
Top High School

Job 
Sailing boat

Date started 12 November 2013 Date completed 22 November 2013

Raw materials

Requisition 
number

Description Quantity Unit cost Total cost $

4587 Timber 35 m $50 per m 1 750

4588 Lamination materials 5 litres $50 per L 250

4589 Sail cloth 10 m $150 per m 1 500

4594 Fasteners 10 pkt $20 per pkt 200

4596 Glue 1 barrel $300 300

Total $4 000

Direct labour

Employee 
number

Period covered Hours Hourly rate Total cost $

345–67 12–15 November 12 $40 480

18–22 November 6 $40 240

345–68 12–15 November 12 $40 480

18–22 November 6 $40 240

345–69 12–15 November 8 $40 320

18–22 November 6 $40 240

Total $2 000

Factory overhead

Allocation base Allocation rate Direct labour hours Total cost

Direct labour hours $25 per direct labour hour 50 $1 250

Total job cost $7 250

Authorised as complete:     jT Sail
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Answers

Activity 1: The conceptual framework (page 8)
1. The solvency test has two criteria and both must be met before any distributions to 

shareholders can be made. The company must pass the solvency test both before and 
(hypothetically) after the distribution, otherwise the distribution cannot be made.

  Liquidity test: The company must be able to pay its debts in the normal course of 
business before and after the distribution is made.

  Balance-sheet test: The value of the company’s assets must be greater than the value 
of the company’s liabilities (including contingent liabilities) before and after the 
distribution is made.

  Meeting the solvency test protects the shareholders from directors paying dividends 
when the company cannot afford them, which would give shareholders a false 
impression of the company’s financial situation.

2. (Any two of the following.)
  Shareholders – to aid decision making (when to buy, hold or sell shares) or to assess 

how well the company is being run
  Creditors – to assess the security for amounts lent to the entity (whether they think the 

company will be able to pay them back for any credit given)
  Employees – to assess the ability of the company to pay and provide other benefits to 

its employees (including whether a pay rise is feasible)
  Local community – to assess any employment prospects provided by the company, or 

to prepare national statistics.
  Environment – to assess the physical impact of the company on its local environment.
3. Purpose: Discloses the entity’s assets, liabilities and equity (at a point in time).
  Components:

•	 Current assets
•	 Non-current assets
•	 Current liabilities
•	 Non-current liabilities
•	 Equity
•	 Appropriate notes.

4. Accountability is the acknowledgement of responsibility for the actions and decisions 
concerning the government of an entity and how it has used its resources, for which it 
is answerable to its stakeholders on its results.

5. A reporting entity is defined by the Financial Reporting Act 1993 as:
•	 an issuer (sells shares to the public) or
•	 a company other than an exempt company (two of: total assets less than 

$1 million, revenue less than $2 million, no more than five employees, not a 
subsidiary) or

•	 a person or entity required by law to comply with this Act (amended), e.g. entities 
such as city councils.
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