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Understanding the components that influence a company's financial statements is crucial
for accurate accounting and financial analysis. One common area of confusion among
students and professionals alike revolves around which account balances are directly
involved in calculating the Cost of Goods Sold (COGS). While many accounts feed into this
calculation, some balances are not used at all. Clarifying this distinction is essential for
accurate financial reporting and decision-making.

What Is Cost of Goods Sold (COGS)?

Before delving into which account balances are or are not used in computing COGS, it’s
important to understand what COGS represents. COGS, also known as cost of sales, refers
to the direct costs attributable to the production of goods sold by a company during a
specific period. These costs include the expenses necessary to produce or purchase the
goods that a company sells to generate revenue.

Why Is COGS Important?

COGS is a key component in determining gross profit, which in turn affects net income. It
provides insight into the efficiency of production and procurement processes and is
essential for pricing, budgeting, and financial analysis.

Accounts That Are Used To Compute COGS

The calculation of COGS typically involves several specific account balances. These
accounts reflect the direct costs associated with inventory and production.

1. Inventory Accounts

- Beginning Inventory: The value of inventory at the start of the accounting period. It
provides the starting point for inventory calculations.
- Ending Inventory: The value of inventory remaining at the end of the period. It is
subtracted from the sum of beginning inventory and purchases to determine COGS.

2. Purchases and Related Accounts

- Purchases: The cost of goods bought for resale during the period.
- Purchase Returns and Allowances: Reductions in purchase costs due to returned goods or
allowances.
- Purchase Discounts: Discounts received on purchases, reducing the overall purchase cost.

3. Direct Production Costs (For Manufacturing Companies)

- Direct Materials: Raw materials used in production.
- Direct Labor: Wages paid to workers directly involved in manufacturing.
- Manufacturing Overhead: Indirect costs related to production, such as factory rent,



utilities, and depreciation on equipment.

4. Cost of Goods Sold Calculation Formula

A typical formula used in retail and manufacturing companies is:

```
COGS = Beginning Inventory + Purchases (net of returns and discounts) + Direct
Manufacturing Costs - Ending Inventory
```

This formula highlights which accounts are directly involved in the COGS computation.

Accounts That Are Not Used To Compute COGS

While the accounts listed above are central to calculating COGS, several other account
balances are not involved in this process. Recognizing these helps avoid confusion and
ensures accurate financial analysis.

1. Selling, General, and Administrative Expenses (SG&A)

These expenses include marketing, salaries of administrative staff, rent for office space,
and other operating expenses. Although they are deducted to arrive at net income, they
are not used in the calculation of COGS because they do not relate directly to production or
procurement of inventory.

2. Operating Income and Other Income Statements Accounts

Accounts like interest income, interest expense, gains or losses from asset sales, and
income tax expense are part of the broader income statement but are not involved in COGS
computation.

3. Accounts Related to Non-Inventory Assets

- Prepaid Expenses: Payments made in advance for expenses like insurance or rent are not
directly related to inventory costs.
- Accumulated Depreciation: While depreciation on manufacturing equipment may be
included in manufacturing overhead, depreciation on non-production assets (like office
furniture) is not used in COGS calculation.

4. Cash and Accounts Receivable

While cash and receivables are crucial for overall business operations, their balances do not
influence the calculation of COGS directly.

5. Equity Accounts

Accounts like common stock and retained earnings are part of the equity section of the
balance sheet and have no bearing on COGS calculation.

Why Are Certain Accounts Not Used in COGS?



Understanding why some accounts are excluded from the COGS calculation helps clarify
financial processes:

- Indirect Costs: Expenses not directly tied to the production or procurement process are
excluded because COGS aims to reflect only the direct costs.
- Period Expenses: Selling, administrative, and other period costs are recognized separately
to comply with accounting principles and provide clearer financial insights.
- Matching Principle: COGS adheres to the matching principle, which matches direct costs to
revenue from sales, excluding unrelated expenses.

Practical Examples to Clarify the Distinction

Example 1: Retail Business

Suppose a retail store has the following accounts at the end of the month:

- Beginning Inventory: $10,000
- Purchases: $25,000
- Purchase Returns and Allowances: $1,000
- Ending Inventory: $8,000
- Salaries of Sales Staff: $3,000
- Advertising Expenses: $2,000

Calculation of COGS:

```
Net Purchases = Purchases - Purchase Returns and Allowances = $25,000 - $1,000 =
$24,000

COGS = Beginning Inventory + Net Purchases - Ending Inventory
= $10,000 + $24,000 - $8,000 = $26,000
```

Note: Salaries of sales staff and advertising expenses are part of SG&A and are not used in
this calculation.

Example 2: Manufacturing Company

A manufacturer has:

- Raw Materials Inventory (Beginning): $15,000
- Raw Materials Purchased: $30,000
- Raw Materials Inventory (Ending): $12,000
- Direct Labor: $20,000
- Manufacturing Overhead: $10,000

Calculation of COGS:

First, calculate Raw Materials Used:

```



Raw Materials Used = Beginning Raw Materials + Purchases - Ending Raw Materials
= $15,000 + $30,000 - $12,000 = $33,000
```

Total Manufacturing Costs:

```
Total Manufacturing Costs = Raw Materials Used + Direct Labor + Manufacturing Overhead
= $33,000 + $20,000 + $10,000 = $63,000
```

Assuming beginning work-in-progress inventory of $5,000 and ending work-in-progress
inventory of $6,000:

```
Cost of Goods Manufactured = Total Manufacturing Costs + Beginning WIP - Ending WIP
= $63,000 + $5,000 - $6,000 = $62,000
```

Finally, if beginning finished goods inventory was $8,000 and ending inventory is $9,000:

```
COGS = Beginning Finished Goods + Cost of Goods Manufactured - Ending Finished Goods
= $8,000 + $62,000 - $9,000 = $61,000
```

Note: Accounts like administrative salaries, marketing expenses, and other period costs are
not part of this calculation.

Summary of Accounts Not Used in COGS

| Account Category | Examples | Reason for Exclusion |
|--------------------|------------|----------------------|
| Selling, General & Administrative Expenses | Salaries of administrative staff, advertising,
rent for office | Not directly related to production or procurement |
| Non-Inventory Asset Accounts | Prepaid expenses, office equipment depreciation | Not
directly involved in inventory costs |
| Income Statement Accounts | Interest income/expense, gains/losses | External to
inventory costs |
| Equity Accounts | Common stock, retained earnings | Part of owners’ equity, not
operational costs |

Conclusion

In summary, the account balance that is not used to compute the Cost of Goods Sold is
primarily Selling, General, and Administrative Expenses (SG&A), along with other non-
inventory-related accounts like prepaid expenses, depreciation of non-production assets,
and income statement accounts unrelated to inventory. Understanding which accounts
contribute to COGS and which do not is essential for accurate financial reporting and
analysis. Proper segregation ensures that gross profit reflects the direct costs associated
with producing or purchasing goods, providing a clearer picture of operational efficiency.



By maintaining clarity on this distinction, accountants and financial analysts can make more
informed decisions, prepare more accurate financial statements, and better interpret a
company's profitability and cost structure.

Frequently Asked Questions

Which account balance is not included in the
computation of the Cost of Goods Sold?
The Accounts Receivable balance is not included in the calculation of the Cost of Goods
Sold.

Why is Accounts Receivable not considered when
calculating Cost of Goods Sold?
Because Accounts Receivable represents sales made on credit and is an asset account, not
directly related to inventory or cost calculations.

Which asset account balances are typically used to
determine the Cost of Goods Sold?
The Inventory account balance is used to compute the Cost of Goods Sold.

Is Accounts Payable used in calculating the Cost of
Goods Sold?
No, Accounts Payable reflects liabilities and is not used in the calculation of COGS.

Can the Prepaid Expenses account affect the Cost of
Goods Sold calculation?
No, Prepaid Expenses are operating expenses and do not directly influence the COGS
calculation.

What role does Inventory play in computing the Cost of
Goods Sold?
Inventory is a primary component in calculating COGS, as it reflects the cost of goods
available for sale.

Does the Cash account impact the calculation of Cost of
Goods Sold?
No, Cash is a current asset and does not directly affect the calculation of COGS.



Which account balances are typically deducted from
Inventory to find the COGS?
The beginning inventory plus purchases minus ending inventory are used; accounts like
Accounts Receivable are not involved.

Is the Sales Revenue account used in calculating Cost of
Goods Sold?
No, Sales Revenue is used to determine gross profit but is not part of the COGS calculation
itself.

Additional Resources
Which Account Balance Is Not Used To Compute The Cost Of Goods Sold?

When analyzing a company's financial statements, understanding how the cost of goods
sold (COGS) is calculated is crucial for assessing profitability and operational efficiency. A
common question that arises during this process is: which account balance is not used to
compute the cost of goods sold? The answer hinges on an understanding of the specific
accounts involved in inventory management and expense recognition. In this guide, we will
explore the key accounts that contribute to COGS, identify those that do not, and clarify
their roles within financial reporting.

---

Understanding Cost of Goods Sold (COGS)

Before diving into account balances, it’s important to grasp what COGS represents.

What Is COGS?

Cost of Goods Sold is the direct cost attributable to the production of the goods sold by a
company during a specific period. It includes the costs of raw materials, direct labor, and
manufacturing overhead directly tied to production. COGS is subtracted from sales revenue
to determine gross profit, serving as a vital indicator of core operational efficiency.

Why Is COGS Important?

- It helps assess how efficiently a company manages its production and inventory.
- It influences gross profit margins.
- It impacts net income calculations.
- It provides insights into inventory management practices.

---

The Accounts Used in Computing COGS



Computing COGS involves a set of specific accounts that track inventory and related costs.
The primary accounts include:

1. Inventory Accounts

- Beginning Inventory: The value of inventory at the start of the accounting period.
- Purchases: The cost of raw materials or finished goods bought during the period.
- Purchase Returns and Allowances: Reductions in purchase costs due to returns or
allowances.
- Purchase Discounts: Reductions in purchase price offered by suppliers.
- Ending Inventory: The value of inventory remaining unsold at the end of the period.

2. Direct Cost Accounts

- Direct Materials: Raw materials used in production.
- Direct Labor: Wages paid to workers directly involved in manufacturing.
- Manufacturing Overhead: Indirect costs like factory utilities, depreciation, and supervisor
wages.

3. COGS Calculation Formula

The typical formula for COGS is:

COGS = Beginning Inventory + Purchases (net of returns, allowances, discounts) + Direct
Manufacturing Costs - Ending Inventory

This formula emphasizes the importance of inventory-related accounts, which are central to
calculating COGS.

---

Accounts Not Used in Computing COGS

While many accounts are integral to determining COGS, some are not used directly in the
calculation. Understanding which accounts fall outside this scope is essential for accurate
financial analysis.

1. Selling, General, and Administrative Expenses (SG&A)

- Description: Includes expenses such as sales commissions, advertising, administrative
salaries, rent, utilities, and office supplies.
- Role: These are operating expenses that are deducted after gross profit to arrive at
operating income.
- Not used in COGS calculation: They do not directly influence the cost of goods sold.

2. Interest Expense

- Description: Cost incurred from borrowing funds.
- Role: A financial expense reported separately on the income statement.
- Not used in COGS calculation: Not related to production or inventory costs.



3. Income Taxes

- Description: Taxes payable on income.
- Role: Calculated after net income.
- Not used in COGS calculation: They do not affect the cost of goods sold.

4. Non-Operating Income and Expenses

- Examples: Gains or losses from asset sales, investment income.
- Role: These are ancillary to core operations.
- Not used in COGS calculation: They are outside the scope of inventory and production
costs.

5. Depreciation of Non-Manufacturing Assets

- Description: Depreciation on office equipment, vehicles, or administrative buildings.
- Role: Operating expenses, not part of manufacturing costs.
- Not used in COGS calculation: Only depreciation related to manufacturing facilities or
production equipment affects COGS.

---

Clarifying Common Misconceptions

Many people confuse various accounts or assume that certain expenses are part of COGS.
Here are some clarifications:

- Selling expenses are not included in COGS. They are deducted after gross profit.
- Administrative expenses are not included in COGS. They are operating expenses.
- Interest expenses and taxes do not influence COGS directly. They are considered after
gross profit.

---

Practical Examples

Let's consider a simplified scenario to illustrate accounts that are used versus those that
are not.

Example:

A manufacturing company reports the following data for the fiscal year:

- Beginning Inventory: $50,000
- Purchases of Raw Materials: $100,000
- Purchase Returns and Allowances: $5,000
- Purchase Discounts: $2,000
- Ending Inventory: $60,000
- Manufacturing Overhead (factory utilities, depreciation): $10,000
- Direct Labor: $30,000
- Salaries for Administrative Staff: $15,000



- Advertising Expenses: $8,000
- Interest Expense: $3,000

Calculation of COGS:

Step 1: Calculate net purchases:

Purchases = $100,000 - $5,000 - $2,000 = $93,000

Step 2: Add direct costs:

Total manufacturing costs = Raw materials used ($93,000) + Direct labor ($30,000) +
Manufacturing overhead ($10,000) = $133,000

Step 3: Determine COGS:

COGS = Beginning Inventory ($50,000) + Total manufacturing costs ($133,000) - Ending
Inventory ($60,000) = $123,000

Note: The administrative salaries, advertising, and interest expense are not included in
COGS; they are operating expenses or financing costs.

---

Summary Table: Accounts Used vs. Not Used in COGS

| Accounts Used in COGS Calculation | Accounts Not Used in COGS Calculation |
|--------------------------------------------------------------|--------------------------------------------------------------|
| Beginning inventory | Selling, general, and administrative expenses (SG&A) |
| Purchases (net of returns, allowances, discounts) | Interest expense |
| Direct materials used | Income taxes |
| Direct labor | Non-operating gains and losses |
| Manufacturing overhead | Depreciation on administrative assets |
| Ending inventory | Investment income and gains |

---

Final Thoughts

Understanding which account balances are used in the computation of COGS is
fundamental for accurate financial analysis and reporting. The core accounts revolve
around inventory and manufacturing costs, such as beginning inventory, purchases, direct
labor, manufacturing overhead, and ending inventory. Conversely, expenses related to
selling, administrative functions, financing, and non-operating activities are not included in
COGS but are essential for calculating net income after gross profit.

By mastering this distinction, business owners, accountants, and financial analysts can
better interpret financial statements, make informed decisions, and ensure the integrity of
financial reporting.

---



Additional Tips for Financial Analysis

- Always verify the nature of accounts before including or excluding them from COGS
calculations.
- Understand the difference between direct and indirect costs.
- Regularly reconcile inventory accounts to ensure accurate COGS computations.
- Use this knowledge to assess gross margin trends over multiple periods.

---

In conclusion, the account balance that is not used to compute the cost of goods sold is
typically any expense that falls outside the scope of inventory and manufacturing
costs—most notably, selling, administrative, financing, and non-operating expenses.
Recognizing these distinctions helps ensure precise financial analysis and reflects a clear
understanding of a company's operational health.
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