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Lorenzo Company Applies Overhead To Jobs On The Basis Of Direct Materials Cost. At
Year-end, The Work represents a common approach in manufacturing cost accounting, where
overhead costs are allocated to jobs based on a predetermined rate linked to direct materials. This
method simplifies the allocation process, especially for companies that find it challenging to track
overhead costs directly to individual jobs. However, it also raises important considerations regarding
the accuracy and implications of using direct materials cost as the basis for overhead application. In
this article, we explore the mechanics of this approach, its advantages and disadvantages, and what
occurs at year-end when the work is completed.

Understanding Overhead Application Based on Direct Materials Cost

What Is Overhead Cost?

Overhead costs, also known as manufacturing overhead or factory overhead, encompass all
manufacturing expenses that are not directly traceable to specific products or jobs. These include
indirect materials, indirect labor, depreciation of equipment, utilities, rent, and other factory-related
expenses. Because these costs are not directly assignable to a specific product, they must be
allocated to jobs using a systematic approach.

The Rationale for Using Direct Materials Cost as a Basis

Applying overhead based on direct materials cost is one of several allocation bases available. The
rationale behind this method includes:

- Simplicity: Direct materials cost is often readily available and easy to compute.
- Correlation: In some industries, overhead costs tend to vary proportionally with direct materials
costs, making this a reasonable approximation.
- Consistency: Using a standardized basis simplifies accounting processes across multiple jobs and
periods.

How Is The Overhead Rate Calculated?

The predetermined overhead rate using direct materials cost is calculated as follows:

\[ \text{Overhead Rate} = \frac{\text{Estimated Total Overhead}}{\text{Estimated Total Direct
Materials Cost}} \]

This rate is established at the beginning of the accounting period and remains fixed for that period,
providing a consistent basis for applying overhead to individual jobs.

Applying Overhead to Jobs

Once the overhead rate is determined, applying overhead to each job involves multiplying the rate by
the actual direct materials cost incurred for that job:



\[ \text{Applied Overhead} = \text{Overhead Rate} \times \text{Actual Direct Materials Cost} \]

This process ensures that each job is assigned a proportionate share of overhead costs based on its
direct materials expenditure.

Advantages of Applying Overhead Based on Direct Materials Cost

Simplified Accounting Process

Using direct materials cost as a basis streamlines the overhead allocation process, reducing the
complexity of tracking multiple cost drivers. This approach is particularly useful for small or medium-
sized manufacturing firms that prefer straightforward methods.

Ease of Estimation

Since direct materials costs are often estimated at the start of an accounting period, companies can
establish a consistent and predictable overhead rate, facilitating planning and budgeting.

Consistency Across Jobs

Applying overhead using a uniform basis ensures that all jobs are allocated overhead systematically,
maintaining consistency in cost measurement.

Disadvantages and Limitations

Potential for Inaccurate Cost Allocation

The primary concern with this method is that it assumes a direct proportionality between direct
materials cost and overhead costs, which may not always hold true. For example:

- Some jobs may have high direct materials costs but relatively low overhead consumption.
- Overhead costs might be more closely related to labor hours or machine hours rather than
materials.

Overhead Variance at Year-End

Because the overhead is allocated based on estimates, actual overhead costs incurred during the
period may differ from the allocated amounts. This results in:

- Overapplied Overhead: When applied overhead exceeds actual overhead costs.
- Underapplied Overhead: When actual overhead costs are higher than applied amounts.

Impact on Financial Statements

At year-end, companies must adjust for overapplied or underapplied overhead, which can affect:

- Cost of goods sold (COGS)
- Gross profit
- Net income

Failure to adjust accurately can distort financial analysis and decision-making.



Year-End Closing Procedures: Work in Process, Finished Goods, and Cost of Goods Sold

Adjusting for Overapplied or Underapplied Overhead

At year-end, the company compares the total overhead applied to jobs with actual overhead incurred:

- Overapplied Overhead: Excess overhead applied. Typically, the credit balance is subtracted from
COGS.
- Underapplied Overhead: Insufficient overhead applied. The debit balance is added to COGS.

Journal Entries for Adjustment

Common journal entries include:

- If Overapplied:
```
Debit: Manufacturing Overhead Control
Credit: Cost of Goods Sold
```

- If Underapplied:
```
Debit: Cost of Goods Sold
Credit: Manufacturing Overhead Control
```

Impact on Work in Process and Finished Goods

Adjustments may also involve work in process (WIP) and finished goods inventory accounts, especially
if the overapplied or underapplied overhead is significant. Proper allocation ensures that inventory
values reflect actual costs.

Final Costing and Reporting

After adjustments, the company reports accurate inventory values and cost of goods sold, enabling
reliable financial reporting and profitability analysis.

Alternatives to Overhead Application Based on Direct Materials Cost

While this method offers simplicity, some companies prefer more accurate bases, such as:

- Machine Hours: Suitable when overhead is driven by machine usage.
- Labor Hours: When labor efforts primarily drive overhead costs.
- Prime Cost or Direct Labor Cost: Alternative bases depending on industry specifics.

Employing multiple bases or activity-based costing (ABC) can improve accuracy but at the expense of
increased complexity.

Best Practices and Recommendations

- Regularly Review and Adjust Rates: Update the predetermined overhead rate periodically to reflect



actual costs and prevent large variances.
- Monitor Variances: Analyze overapplied or underapplied overhead to identify underlying issues.
- Use Multiple Bases When Appropriate: Consider industry-specific cost drivers for more precise
allocations.
- Maintain Accurate Records: Ensure that direct materials costs, actual overhead, and related data are
accurately recorded.

Conclusion

Applying overhead to jobs based on direct materials cost, as demonstrated by Lorenzo Company,
offers a straightforward and manageable approach to manufacturing cost allocation. While it
simplifies the accounting process, it also necessitates careful year-end adjustments to reconcile
applied overhead with actual costs. Companies employing this method should remain vigilant about
variances and consider industry-specific factors to improve cost accuracy. Ultimately, understanding
the nuances of overhead application methods enables better financial analysis, cost control, and
strategic decision-making in manufacturing operations.

---
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Frequently Asked Questions

What is the basis for applying overhead to jobs in Lorenzo
Company?
Lorenzo Company applies overhead to jobs based on the direct materials cost incurred for each job.

How does applying overhead based on direct materials cost
impact job costing accuracy?
Applying overhead based on direct materials cost can improve accuracy if direct materials costs are a
good predictor of overhead resources used, but may misrepresent costs if the relationship is
inconsistent.

What happens at year-end when the work in process is
incomplete in Lorenzo Company?
At year-end, the company needs to determine the amount of overhead applied to unfinished jobs and
adjust for overapplied or underapplied overhead accordingly.

How is overapplied or underapplied overhead handled at the
end of the year in Lorenzo Company?
The company closes out the overapplied or underapplied overhead to cost of goods sold or allocates it



among work in process, finished goods, and cost of goods sold based on predetermined methods.

Why might Lorenzo Company choose to apply overhead based
on direct materials cost rather than direct labor hours?
Applying overhead based on direct materials cost might be preferred if direct materials costs are
more closely related to overhead consumption, or if direct labor hours are less reliable as a cost driver
for overhead application.

What are potential disadvantages of using direct materials
cost as the overhead application base?
Potential disadvantages include misestimating overhead when direct materials costs are volatile or
not proportionate to overhead usage, leading to inaccurate product costing.

How can Lorenzo Company ensure that year-end adjustments
for overhead are accurate?
The company can perform a detailed review of actual overhead costs versus applied overhead, adjust
for over or underapplied overhead, and ensure proper allocation methods are used for year-end
closing.

Additional Resources
Lorenzo Company Applies Overhead To Jobs On The Basis Of Direct Materials Cost. At Year-end, The
Work

---

Introduction

In the complex world of manufacturing and cost accounting, how companies allocate overhead costs
to jobs significantly impacts product costing, pricing strategies, and financial reporting. One such
approach—applying overhead based on direct materials cost—has both proponents and critics.
Lorenzo Company’s practice of applying overhead on this basis, coupled with its year-end accounting
adjustments, warrants a detailed examination. This article explores the implications of this method,
the mechanics involved, and the potential effects on financial statements.

---

Understanding Overhead Application in Cost
Accounting



What Is Overhead Application?

Overhead application is the process of assigning indirect manufacturing costs—such as factory rent,
utilities, depreciation, and indirect labor—to individual jobs or products. Unlike direct costs, which can
be directly traced to a specific product, overhead is allocated based on a predetermined overhead
rate.

Typically, companies establish a rate before the period begins, often based on estimated costs and
activity levels. For example, a company might decide to allocate overhead based on direct labor
hours, machine hours, or direct materials cost.

Common Bases for Overhead Allocation

Manufacturers select an allocation base that correlates with how overhead costs are incurred.
Common bases include:

- Direct labor hours
- Direct labor costs
- Machine hours
- Direct materials cost
- Production units

The choice influences the accuracy of product costing and can impact profit margins and inventory
valuation.

---

Lorenzo Company’s Practice: Overhead Applied Based
on Direct Materials Cost

Methodology and Rationale

Lorenzo Company applies its overhead to jobs using a rate derived from the direct materials cost for
each job. This method involves:

- Calculating a predetermined overhead rate as a percentage of direct materials cost at the start of
the period.
- Applying overhead to each job by multiplying the actual direct materials cost by this rate.

For example, if Lorenzo estimates that overhead will be 50% of direct materials cost, and a particular
job incurs $10,000 in direct materials, then $5,000 of overhead is allocated to that job.

The rationale behind this approach may include several considerations:



- Direct materials costs are often more stable and measurable early in the production process.
- It simplifies calculations, especially when direct labor data is unavailable or inconsistent.
- It aligns overhead allocation with the procurement and usage of raw materials.

Advantages and Potential Pitfalls

Advantages:

- Simplicity in computation
- Early estimation capability
- Consistency if direct materials costs are a reliable driver of overhead

Pitfalls:

- Overhead may not truly correlate with materials costs, leading to inaccurate job costing.
- Potential distortions if direct materials costs fluctuate significantly or are not proportional to
overhead incurrence.
- Year-end adjustments may be necessary to reconcile estimated and actual costs.

---

Year-End Adjustments and Their Implications

Closing the Books: Over- or Under-applied Overhead

At the end of the accounting period, Lorenzo Company compares the applied overhead (based on the
predetermined rate and actual direct materials costs) to the actual overhead incurred during the
period.

- Over-applied overhead occurs when the applied amount exceeds actual overhead.
- Under-applied overhead occurs when actual overhead exceeds applied overhead.

The typical journal entries adjust the Cost of Goods Sold (COGS) and inventory accounts to reflect
these differences.

Impact on Financial Statements

The treatment of over- or under-applied overhead affects:

- The accuracy of reported gross profit
- Inventory valuation
- Net income



Depending on the company’s policies, the adjustment may be closed to COGS directly or
proportionally allocated among inventory accounts.

Potential Challenges in Year-End Reconciliation

- Misestimations at the start of the period can lead to significant adjustments.
- If over- or under-applied overhead is material, it may distort profit margins.
- Applying overhead based solely on direct materials costs may exacerbate these discrepancies if the
costs are volatile or unrelated to overhead incurrence.

---

Critical Analysis of Applying Overhead Based on Direct
Materials Cost

Is This Approach Appropriate?

The appropriateness of applying overhead based on direct materials cost depends on the correlation
between materials costs and overhead incurrence. If overhead expenses are largely driven by
material usage—such as costs related to material handling, storage, or processing—this method can
be justified.

However, in many manufacturing environments, overhead is more closely tied to labor hours or
machine time. Applying overhead based on direct materials cost may result in:

- Over- or under-costing of jobs
- Profitability distortions
- Misleading pricing decisions

Case Studies and Industry Practices

Many firms prefer more accurate bases such as:

- Machine hours for automated production
- Direct labor hours for labor-intensive processes
- Activity-based costing (ABC), which assigns overhead based on multiple cost drivers

Lorenzo’s choice might reflect industry norms or specific operational characteristics, but it warrants
scrutiny.



Accounting Standards and Best Practices

Generally accepted accounting principles (GAAP) emphasize the importance of matching costs with
revenues accurately. Using a basis that closely reflects the actual consumption of overhead resources
enhances cost accuracy and financial transparency.

---

Recommendations for Lorenzo Company

Evaluating the Overhead Allocation Method

- Conduct a correlation analysis between direct materials costs and actual overhead incurred.
- Consider shifting to a more representative allocation base if significant discrepancies are found.
- Use activity-based costing to refine overhead assignment, especially if overhead costs are diverse.

Improving Year-End Reconciliation

- Regularly monitor actual versus applied overhead during the period.
- Adjust predetermined rates if significant variances are observed.
- Clearly disclose the basis of overhead application and year-end adjustments in financial reports.

Strategic Implications

- Accurate costing supports better pricing strategies.
- Proper overhead allocation enhances inventory valuation and profitability analysis.
- Transparent accounting practices bolster investor confidence and internal decision-making.

---

Conclusion

Lorenzo Company’s application of overhead based on direct materials cost is a method rooted in
simplicity and early cost estimation. However, this approach's effectiveness depends on the
relationship between materials costs and overhead incurrence. At year-end, the necessity of adjusting
for over- or under-applied overhead underscores the importance of selecting an appropriate overhead
allocation base.

While this method may serve operational convenience, it risks distorting product costs and financial
results if the correlation is weak. Companies like Lorenzo must continually assess the appropriateness



of their overhead application methods, aligning them with industry best practices and actual cost
behavior. Doing so ensures more accurate product costing, better financial reporting, and strategic
decision-making—cornerstones of sustainable manufacturing success.

---
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Note: The specifics of Lorenzo Company’s actual financial data, such as the magnitude of over- or
under-applied overhead, are hypothetical in this analysis. For precise evaluation, actual company data
should be examined.
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