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Understanding how Erkens Company manages its manufacturing costs is essential for appreciating
its cost control strategies and pricing decisions. The company employs a sophisticated costing
system that combines job costing with normal costing methods, and applies factory overhead on a
predetermined basis. This approach allows Erkens to accurately allocate costs to individual jobs,
improve costing efficiency, and maintain competitive pricing strategies.

---

Introduction to Job Costing System

What is Job Costing?
Job costing is a costing method used by companies that produce customized or unique products.
Unlike process costing, which averages costs over large quantities, job costing assigns specific costs
to each individual job or order. This method is especially beneficial when products are highly
distinguishable and tailored to customer specifications.

Why Erkens Company Uses Job Costing
Erkens Company operates in an environment where each product or project has different resource
requirements. Implementing a job costing system allows the company to:
- Accurately trace direct costs such as direct materials and direct labor to each job.
- Assign manufacturing overhead in a systematic way.
- Provide detailed cost information for pricing, profitability analysis, and decision-making.

---

Normal Costing Methodology at Erkens Company

Understanding Normal Costing
Normal costing is a method that uses actual direct costs (materials and labor) but applies factory
overhead using a predetermined overhead rate. This approach simplifies the costing process and



helps stabilize product costs over time.

Components of Normal Costing
- Actual Direct Materials Cost: The actual cost of raw materials used in each job.
- Actual Direct Labor Cost: The actual wages paid to workers for their direct labor.
- Applied Factory Overhead: Estimated overhead applied to jobs based on a predetermined overhead
rate.

Advantages of Normal Costing
- Reduces fluctuations in product costs due to overhead variations.
- Simplifies bookkeeping by avoiding the need to track actual overhead for each job continuously.
- Provides timely cost information for managerial decision-making.

---

Applying Factory Overhead on the Basis

Predetermined Overhead Rate
At the core of Erkens’ costing system is the use of a predetermined overhead rate, calculated before
the period begins. Typically, this rate is based on estimated overhead costs and an activity base such
as direct labor hours, machine hours, or direct labor costs.

Formula:
\[ \text{Predetermined Overhead Rate} = \frac{\text{Estimated Total Factory
Overhead}}{\text{Estimated Total Activity Base}} \]

Examples of Activity Bases:
- Direct labor hours
- Direct labor costs
- Machine hours

Application Process
Once the predetermined overhead rate is established, factory overhead is applied to jobs throughout
the period by multiplying the rate by the actual activity base incurred by each job.

Application Formula:
\[ \text{Factory Overhead Applied} = \text{Predetermined Overhead Rate} \times \text{Actual
Activity Base for the Job} \]

For example, if the rate is $5 per direct labor hour and a particular job uses 100 direct labor hours,
the factory overhead applied to that job would be $500.



Benefits of Applying Overhead on the Basis
- Ensures consistency in cost allocation.
- Facilitates easier comparison of costs across jobs.
- Allows for better budgeting and cost control.

---

Cost Flow and Calculation at Erkens Company

Step-by-Step Cost Allocation
1. Direct Materials: Record actual costs incurred for raw materials used in each job.
2. Direct Labor: Track actual wages paid to workers directly involved in each job.
3. Overhead Application: Use the predetermined overhead rate and actual activity base to allocate
overhead costs.
4. Total Job Cost: Sum of direct materials, direct labor, and applied overhead.

Example Calculation
Suppose Erkens Company estimates:
- Total factory overhead: $200,000
- Total direct labor hours: 40,000 hours

The predetermined overhead rate:
\[ \frac{\$200,000}{40,000 \text{ hours}} = \$5 \text{ per direct labor hour} \]

A specific job uses:
- 200 direct labor hours
- $10,000 of direct materials
- $8,000 of direct labor wages

Overhead applied:
\[ 200 \text{ hours} \times \$5 = \$1,000 \]

Total cost for the job:
- Direct materials: $10,000
- Direct labor: $8,000
- Factory overhead: $1,000

Total job cost = $19,000

---



Implications and Benefits of Erkens’ Costing System

Enhanced Cost Accuracy
By combining actual direct costs with applied overhead, Erkens Company achieves a more accurate
reflection of each job’s true cost, aiding in pricing strategies and profitability analysis.

Cost Control and Budgeting
The use of a predetermined overhead rate helps in maintaining control over overhead costs, as
managers can compare applied overhead with actual overhead incurred and analyze variances.

Facilitates Pricing and Bidding
Accurate job costing ensures that pricing decisions include all relevant costs, preventing
underpricing or overpricing products.

Management Decision-Making
Detailed cost data supports:
- Make-or-buy decisions
- Cost reduction initiatives
- Product line analysis
- Performance evaluations

---

Challenges and Considerations

Overhead Variance Analysis
Since applied overhead is based on estimates, actual overhead can differ, leading to over- or under-
applied overhead. Regular variance analysis is essential for accurate financial reporting and cost
control.

Accuracy of Estimations
The effectiveness of the predetermined overhead rate depends on the accuracy of estimated
overhead costs and activity bases. Periodic reviews and adjustments are necessary.



Complexity in Large Operations
For companies with multiple products or complex processes, selecting the appropriate activity base
and maintaining accurate records can be challenging.

---

Conclusion

Erkens Company’s use of a job costing system combined with normal costing and the application of
factory overhead on a predetermined basis exemplifies a robust approach to manufacturing cost
management. This method provides several advantages, including cost accuracy, consistency, and
improved managerial insights. By carefully estimating overhead and applying it systematically based
on actual activity levels, Erkens ensures that each job’s cost reflects its resource consumption,
facilitating better pricing, profitability analysis, and strategic decision-making.

In today’s competitive manufacturing environment, such a comprehensive costing system is vital for
maintaining cost control, ensuring profitability, and achieving operational efficiency. As Erkens
continues to refine its processes, ongoing variance analysis and adjustments will help sustain the
system’s accuracy and effectiveness, supporting the company’s long-term success.

---
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Frequently Asked Questions

What is the basis used by Erkens Company to apply factory
overhead in their job costing system?
Erkens Company applies factory overhead based on a predetermined overhead rate multiplied by an
appropriate activity base, such as direct labor hours or machine hours, as part of their normal
costing system.



How does Erkens Company calculate the applied factory
overhead in their job costing system?
The company calculates applied factory overhead by multiplying the predetermined overhead rate by
the actual amount of the chosen activity base (e.g., direct labor hours) incurred for each job.

What are the benefits of using normal costing with applied
factory overhead for Erkens Company?
Using normal costing allows Erkens Company to allocate factory overhead more consistently and
efficiently, providing timely cost information and smoothing out fluctuations caused by variations in
actual overhead costs.

What challenges might Erkens Company face when applying
factory overhead using normal costing?
Challenges include estimating a correct predetermined overhead rate, adjusting for overapplied or
underapplied overhead at period-end, and ensuring the chosen activity base accurately reflects
overhead consumption.

Why is applying factory overhead on the basis of a
predetermined rate important for Erkens Company's cost
control?
Applying factory overhead using a predetermined rate provides a consistent method to assign
overhead costs to jobs, facilitating better cost control, pricing decisions, and budgeting throughout
the accounting period.

Additional Resources
Erkens Company Uses A Job Costing System With Normal Costing And Applies Factory Overhead On
The Basis

In the complex world of manufacturing and production, accurate cost allocation is fundamental for
maintaining profitability, pricing strategies, and financial reporting. Among the various costing
systems available, Job Costing combined with Normal Costing and the application of factory
overhead on a specific basis offers a nuanced approach that balances accuracy with practicality.
Erkens Company’s adoption of this system exemplifies a strategic move towards efficient cost
management, providing a comprehensive framework that enables precise job costing while
managing overheads effectively.

---



Understanding Job Costing: A Foundation for Accurate
Cost Allocation

Job Costing is a cost accounting method used primarily by companies that produce customized
products or small batches where each job or order is distinct. Unlike process costing, which
averages costs across large quantities of similar products, job costing tracks costs at the individual
job level, providing detailed insights into the expenses associated with each specific order.

Key Features of Job Costing

- Job Identification: Each job is assigned a unique identifier, allowing for detailed tracking of all
associated costs.
- Direct Costs Tracked Separately: Materials and direct labor are directly traced to each job,
ensuring precise recording.
- Indirect Costs Allocation: Factory overheads, which are not directly traceable to individual jobs, are
allocated based on predetermined bases.

Why Job Costing Suits Erkens Company

Erkens Company, likely engaged in producing customized or small-batch products, benefits
immensely from job costing because it:

- Provides detailed cost insights per order.
- Facilitates precise profitability analysis per job.
- Supports pricing strategies based on actual costs.
- Enhances control over production expenses.

---

Normal Costing: Balancing Accuracy and Efficiency

While job costing ensures detailed tracking at the job level, the method of assigning overheads
significantly influences the system’s accuracy and practicality. This is where Normal Costing comes
into play.

What Is Normal Costing?

Normal costing involves using actual direct materials and direct labor costs incurred for each job,
but applying manufacturing overheads based on a predetermined overhead rate rather than actual
overhead costs incurred during the period.

Components of Normal Costing

- Actual Direct Materials: The actual cost of materials used per job.
- Actual Direct Labor: The actual wages paid for labor directly involved in the job.
- Applied Factory Overhead: Calculated by multiplying a predetermined rate by a relevant activity
base (e.g., direct labor hours, machine hours).



Advantages of Normal Costing

- Simplicity: Avoids the complexity of tracking actual overheads for each job, which can fluctuate
significantly.
- Timeliness: Enables quicker cost accumulation, as overheads are applied based on estimates.
- Consistency: Provides stable overhead application rates, aiding in budgeting and forecasting.

Limitations

- Potential Variance: Differences between applied and actual overheads can occur, requiring
adjustments.
- Less Precision: Not as precise as actual costing, especially if overhead costs fluctuate widely.

---

Applying Factory Overhead: The Basis of Allocation

One of the critical aspects of Erkens Company’s system is how factory overhead is applied to jobs.
The choice of basis influences the accuracy of cost allocation and, consequently, profitability
analysis.

Common Bases for Overhead Application

1. Direct Labor Hours: Overhead is applied based on the number of labor hours directly involved.
2. Machine Hours: Suitable for highly automated environments, applying overhead based on
machine usage.
3. Direct Labor Cost: Overhead is allocated proportionally to direct labor wages.
4. Material Cost: Less common, but applicable when overheads are closely linked to material
consumption.

Erkens Company’s Chosen Basis

While the specific basis used by Erkens isn’t detailed, companies often select the basis that best
reflects their production process. For example:

- If labor efficiency is a key driver, direct labor hours or cost may be the basis.
- For automated manufacturing, machine hours might be more appropriate.
- In a mixed environment, a combination of bases may be applied.

How the Application Works

Suppose Erkens Company sets a predetermined overhead rate based on direct labor hours, such as
$50 per labor hour. For each job:

- The total direct labor hours are estimated or recorded.
- Overhead applied = Actual or estimated labor hours × Predetermined rate.

Example:



- Job A requires 20 direct labor hours.
- Predetermined overhead rate = $50 per labor hour.
- Overhead applied to Job A = 20 × $50 = $1,000.

This systematic approach ensures consistent application across jobs, simplifying cost calculations
and enabling managerial control.

---

Advantages of Using a Job Costing System with Normal
Costing and Overhead Application Basis

Implementing this integrated system offers numerous benefits, making it a preferred choice for
many manufacturing firms like Erkens Company.

1. Enhanced Cost Control and Management

- Predictability: Using predetermined rates enables managers to forecast costs accurately.
- Variance Analysis: Differences between applied and actual overheads can be identified and
analyzed for cost control.
- Responsibility Accounting: Managers can be held accountable for variances in their specific
departments or jobs.

2. Improved Pricing Strategies

- Precise job costs facilitate competitive yet profitable pricing.
- Helps in assessing the profitability of individual jobs or product lines.

3. Better Financial Reporting

- Accurate job cost data supports financial statements, inventory valuation, and cost of goods sold
calculations.
- Ensures compliance with accounting standards requiring detailed cost tracking.

4. Flexibility and Adaptability

- The system can be tailored to different production environments by selecting appropriate bases for
overhead application.
- Adjustments to predetermined rates can be made periodically to reflect changes in costs or activity
levels.

5. Facilitation of Cost-Benefit Analysis

- Enables detailed profitability analysis at the job level.
- Supports strategic decisions such as product line expansion or discontinuation.

---



Implementing and Managing the System: Best
Practices for Erkens Company

For optimal results, Erkens Company should adhere to best practices in implementing and managing
its job costing system with normal costing and overhead application.

Establish Clear Costing Policies

- Define the bases for overhead application clearly.
- Set and regularly review predetermined overhead rates.
- Ensure consistency in recording direct materials and labor.

Regularly Review Predetermined Rates

- Update rates periodically based on actual costs and activity levels.
- Use variance analysis to identify areas needing adjustment.

Track and Analyze Variances

- Material Variance: Difference between actual and standard material costs.
- Labor Variance: Difference in labor costs.
- Overhead Variance: Difference between applied and actual overheads.

Analyzing these variances helps in controlling costs and refining estimates.

Leverage Technology

- Utilize manufacturing and accounting software that supports job costing modules.
- Automate data collection for direct materials, labor, and overhead tracking.

Educate Staff and Management

- Train personnel on the importance of accurate data entry.
- Foster understanding of how costing affects pricing and profitability.

---

Conclusion: A Strategic Costing Approach for Erkens
Company

Erkens Company’s use of a Job Costing System with Normal Costing and the application of factory
overhead on a chosen basis exemplifies a balanced approach that combines accuracy with efficiency.
This system enables the company to:

- Precisely allocate costs at the job level.
- Maintain manageable overhead application processes.



- Support strategic decision-making through detailed cost insights.

By carefully selecting the basis for overhead application—whether based on direct labor hours,
machine hours, or another relevant activity—Erkens can tailor its costing system to reflect its
specific production environment. Coupled with disciplined variance analysis and ongoing updates to
predetermined rates, this approach positions Erkens Company for sustained profitability,
competitive pricing, and robust financial management.

In today’s dynamic manufacturing landscape, such a system underscores the importance of
thoughtful cost management practices. It not only enhances operational control but also provides
the foundational data necessary for strategic growth and long-term success.
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