Manufacturing Accounts

Introduction
Despite the diversity of enterprises which jointly make up what is commonly called ‘the commercial world’, in this Topic we are concerned with those which are involved in the manufacture, during which materials and labour are utilized in the production of articles for sale. (Depending on the types of enterprises, products may range from raw materials or components for use by other manufacturing or producing organizations, to finished products ready for eventual sale to users or consumers).

Manufacturing firms unlike retailing firms incur costs of transforming raw materials into finished goods. This cost of goods manufactured becomes part of the cost of sales in the trading account. For this reason, a preliminary statement/Account called the manufacturing statement/Account, which is an extension of the trading account, is prepared to determine the cost of goods completed/fully manufactured
 
Divisions of Costs in a Manufacturing Account/Statement
For convenience of comparison and analysis the items making up the total cost are broadly divided in the manufacturing account as direct (Prime) and Indirect (Overhead) Costs.

A) Prime /Direct Costs
These are costs that can be specifically and exhaustively identified with a particular cost Centre or cost unit for example a Department or process. They consist of direct material (Raw material) cost; direct labour cost (direct wages) and direct expenses.

Direct Material
It is material that can be specifically and exhaustively identified with a particular product (Cost unit) and cost Centre and becomes part of the finished product, for example the cost of timber in the furniture industry. it can be identified with a particular item of furniture say a particular chair, desk etc

Direct labour cost (Direct Wages)
Direct labour is traceable to a particular cost Centre. Wages paid to workers who are directly involved in the manufacturing process are called direct wages. If a worker’s Wage can be associated with only one cost Centre say a Department, process, machine etc, and then it is a direct wage. For example wages paid to the carpenter and the hiring charge of the machine using for making furniture. The cost of glue and varnish used in the furniture, wages paid to a watchman etc are indirect/overhead.

Direct expenses
These are expenses that are traceable or can be linked to specific cost Centre for example royalty costs



B) Overhead/Indirect Costs.
These are indirect costs which are not attributable to a specific cost centre. Eg indirect materials like varnish in case of furniture workshop. 
Factory overhead costs are all those costs which occur in the factory where production is being done but which cannot easily be traced to the items being manufactured
Indirect costs, or overhead costs are composed of indirect material costs, indirect labour costs and indirect expenses. Since overhead costs cannot be linked to one particular cost Centre e.g. Department, process, program etc, they must be apportioned to those cost centers and thereafter to cost units by use of suitable bases

NOTE: Ability to trace a cost to a cost center or cost unit determines whether a cost is direct or indirect


Stock in trade of a manufacturing firm
At any given time, a manufacturing concern may have stocks in three forms, namely
· Raw materials. These are materials or substances that are used in the primary production or manufacturing of goods. Eg a piece of cloth in a tailoring workshop, timber in a furniture workshop, wheat flour in a bakery, etc.
· Work in progress. These are partly finished goods at any time during the accounting period. Opening Work in progress is that at the beginning of the accounting period while closing stock is that at the end
· Finished goods. These are goods which have undergone the production process and are ready for sale. 

  Manufacturing firms disclose all these stock items as current assets in   the balance sheet

Manufacturing cost statement /Manufacturing Account
It shows the cost of the manufactured goods. Expired Costs not related to the manufacture are not shown in this account but in trading and profit and loss account

Elements of the Manufacturing account/statement

The elements of this account are as follows
A) PRIME COST. (The total of direct materials, direct labour and direct expenses)
I)	Cost of raw materials consumed/used.
	It is arrived at as follows
	Opening stock of raw materials				x
	Add: Purchases of raw materials			x
		Carriage inwards				x
								X
		Less: Discounts (If any)			x
			Returns				x 	X
	Raw materials available for mfg				X
	Less: closing stock						x	x
	Cost of raw materials	consumed					x
ADD DIRECT EXPENSES Eg DIRECT WAGES, MFG EXP ETC
(Discounts received could as well be added to the gross profit instead of being subtracted from purchases)
ii) Direct labour cost/wages. The labor involved in the actual transformation process.
This is added to the cost of raw material consumed
iii) Direct expenses concerned with production including royalties on production are added to cost of raw material consumed and direct labour cost (Direct wages)
B) Factory overheads are added to the prime cost. Factory overheads include but are not limited to the following:
0. Rent and rates of the factory
0. Factory power
0. Factory lighting
0. Depreciation of plant and machinery
0. Supervisors, wages and salaries
C). work in progress is the stock of unfinished goods /incomplete at the end of the trading period. It is valued at buying price.
Opening work-in-progress
The value of opening work-in-progress is added to costs already collected   as described above.
D) 	Closing work-in-progress
The cost of closing work-in-progress is subtracted in arriving at the cost of goods completed or fully manufactured

MANUFACTURING ACCOUNT/COSTSTATEMENT

Raw-material (Direct material cost)
Opening stock							xxx
Add: Purchases						xxx
Cost of raw materials available for mfg			Xxx
Less: Closing stock						xxx
Cost of raw materials consumed				xxxx
Add: Direct labour cost (direct wages)			xxxx
         Direct expenses						xxxx
PRIME COST							xxxx
Add: FACTORY OVERHEAD COSTS:
	Rent							 xxx
	Insurance			          			 xxx
	Depreciation						 xxx
	Etc.							 xxx	xxxx	xxx			
Add: OPENING W.I.P							 xxx
										 xxx
Less:	CLOSING W.I.P	                     				             xxx		    
COST OF GOODS COMPLETED/FULLY   MANUFACTURED          xxx                			


NB: 
1. PRIME COST= DIRECT MATERIALS +DIRECT WAGES/LABOUR +DIRECT EXPENSES.
2. COST OF PRODUCTION = PRIME COST +FACTORY OVERHEADS +WIP b/d –WIP c/d
3. In case of rejects, or by-products, their cost is deducted from the raw materials before computing cost of production.

The figure for cost of goods completed or fully manufactured is transferred to the trading account to constitute cost of goods sold.
Manufactured Goods may be transferred either at 
· Cost price or
· Cost plus markup (This will be discussed later)

Elements of a Trading and Profit and Loss Account Part
This account includes:
· Cost of goods fully manufactured /Production cost brought down from the manufacturing account. This replaces the purchases  
· Opening and closing stocks of finished goods
· Sales 
In other words, the trading account of a manufacturing firm is similar to that of a retailing firm in many aspects. The only difference is that the cost of goods manufactured replaces the purchases figure
The gross profit is carried forward to the Profit and loss part

Elements of a Profit And Loss Account
This account includes operating expenses, which are not related to the manufacture. Manufacturing firms categorise these expenses as office and administration expenses, selling and distribution expenses and financial charges.
Examples of office and administration expenses
1. Office salaries
1. Administrative allowances
1. Office rent
1. Telephone
1. Postage and stationery
1. General expenses
Examples of selling and Distribution Expenses
1. Advertising
1. Show room expenses
1. Delivery van Insurance
1. Depreciation of delivery vans
Examples of financial charges
1. Bad debts
1. Bank charges
1. Interest on loans
1. Debenture interest
1. Discount allowed
1. Legal fees
1. Audit and consultancy fees
1. Mortgage interest.
 
PROFORMA TRADING AND PROFIT AND LOSS ACCOUNT OF A MANUFACTURING FIRM

Sales										xxxx
Less: Cost of goods sold:	
Opening stock finished goods				xxxx
Cost of goods completed (fully manufactured)	xxxx 	Xxxx
Less:	Finished goods closing stock					xxxx	xxxx		
Gross profit									xxxx					
Less: Office and administration expenses
	Office salaries						xxx
	Postage and stationery 				xxx
	e.t.c							xxx	xxxx
Selling and distribution expenses
	Advertising 						xxx
	Sales commission					xxx
	Carriage out wards e.t.c				xxx	xxxx
	Financial charges
	Bank charges						xxx
	Interest on loans e.t.c					xxx	xxxx 	   xxxx
NET PROFIT/INCOME						                xxxx


WHERE MANUFACTURED GOODS ARE TRANSFERRED AT THEIR COST PRICE

EXAMPLE 

Roof clad Ltd Manufactures Iron Sheets and sells them to the final users. The following balances were extracted from its ledger on 31/12/2023
							(UGX.000)
Sales							 1,200,000		
Purchases of raw materials				 50,000	
Wages of crane Drivers				 45,000			  
Factory direct wages					40,000	   
Manufacturing expenses				15,000			   
General expenses					21,000
Promotion expenses					20,000			 
Discount allowed					  3,000				   
Discount received (on raw material purchases)	 2,000
Salesmen commission					14,000				    
Head office salaries					15,000									    
Carriage outwards					13,000			              
Electricity-Factory					14,000			             
	     -Office					17,000			             
Ground rent (factory)					3,000				  
Bad debts expense					4,000	   			
Insurance 
            -Office buildings				6,000		          
	 - Factory premises				3,000	
Depreciation
	-Office buildings				1,000
	-Factory machines				7,000						
Legal fees						1,000	


The Stock taking exercise revealed the following balances
Stock at cost					1/1/2023	31/12/2023
						(UGX 000)	(UGX 000)
Raw-materials					8,000		 7,000
Work-in-progress				4,000		 3,000
Finished goods				9,000	             8,000
 
Required:
Prepare the company’s manufacturing, trading and profit loss account for the year ended 31/12/2023

SOLUTION

ROOFCLAD LTD
MANUFACTURING, TRADING AND PROFIT AND LOSS ACCOUNT
FOR THE YEAR ENDED 31/12/2023
					(UGX 000)    (UGX 000)       	(UGX 000)
Raw materials 
Opening stock (1/1/2023)				  			   8,000
Add:  Purchases				  	 			 50,000  
							 			 58,000
Less: Discount on raw materials					              2,000
Cost of raw materials available for mfg					 56,000
		
Less: Closing stock (31/12/2023)		 			               7,000
Cost of raw materials consumed				                         49,000
Add:  Other direct costs
Factory direct wages						                        40,000
PRIME COST							                        89,000							
Add:  Factory (Manufacturing) overhead costs
Wages of crane Drivers				   45,000
Manufacturing expenses				   15,000
Depreciation of factory machines          	                7,000
Factory insurance					     3,000
Electricity (Factory)				               14,000
Ground rent (Factory) 				     3,000   	 	87,000
										176,000
									
Add: Opening W.I.P (1/1/2023) 					            4,000
										180,000
											
Less: Closing W.I.P (31/12/2023)					             3,000

Cost of goods completed 						            177,000
(Fully manufactured c/d)
Sales									         1,200,000
Less: Cost of goods sold
Finished goods opening stock 			      9,000
Add: Cost of goods completed b/d		             177,000
							 186,000
Less: Finished goods closing stock		               8,000
Cost of goods sold								178,000
Gross profit								          1,022,000
Less: Office and administration expenses
General expenses				21,000
Head office salaries			           15,000
Insurance					 6,000
Office electricity				17,000
Depreciation-Office			             1,000       60,000    
Selling and distribution expenses 
Promotion				            20,000
Carriage outwards			            13,000       33,000
Financial charges 
Discount allowed				 3,000
Legal fees					 1,000
Salesmen’s commission			14,000
Bad debts					  4,000       22,000 		115,000	
							
Net profit									907,000


NOTE: Manufacturing expenses are always taken to be overheads unless stated 
Otherwise

MANUFACTURED GOODS TRANSFERRED TO THE TRADING ACCOUNT AT THEIR CURRENT MARKET VALUE AND THE TREATMENT OF THE ARISING UNREALISED PROFIT
 
The Illustration above (Roof clad Ltd) is a simple one where goods are transferred from the manufacturing account to the trading account at their cost price (UGX 177,000). However, finished goods are sometimes transferred from the manufacturing account to the trading account at an inflated price, which is their current market value rather than their cost price. The current market value is what competitors would charge for the same goods .For example in the Roof clad illustration, if competitors can charge 194,700 for similar goods; this is the current market value. Roof clad would transfer the goods at an inflated price of 194,700 UGX instead of the cost of 177,000 UGX.
The difference between the current market value of 194,700 and the cost of 
177,000 UGX is 17,700UGX.This figure is called a markup.

Why transfer at current market value (cost plus markup) rather than the cost price?

This is done to show the factory profit. This is what the firm gains as a result of manufacturing the goods itself rather than buying the same goods from other sources. In the Roof clad example, the factory profit is the markup of UGX 17,700, which the firm gains as a result of producing at a cost of UGX 177,000 instead of buying the same goods from competitors at    UGX 194,700
The Factory/manufacturing profit is carried to the profit and loss account and is added to the gross profit.  However, the factory profit is on goods not yet sold. Disclosing such a profit in the trading and profit and loss account as part of the overall profit and transferring manufactured goods at an inflated price contravene the realization and historical cost conventions. 

How is the unrealized profit on unsold goods eliminated from the Profit and loss account?
A provision account is used to eliminate the unrealized profit on the unsold items. If the provision for unrealized profit on closing stock exceeds the provision on opening stock then the profit and loss account will be debited (subtracted from profits). If on the other hand the provision on closing stock decreases below the provision on opening stock, then the profit and loss account is credited (added to profits).


EXAMPLE
Mukwano LTD, a manufacturing company had the following finished goods stock balances at cost
					1/1/2004			31/12/2004
						(UGX)			(UGX)
Finished goods at cost        		2,500,000			4,000,000
During the period the cost of goods completed amounted to UGX 30,000,000. The company transfers goods at cost plus a mark-up of 10% to cater for factory profits. Required prepare 
· A provision for unrealized profit account 
· Manufacturing statement extract
· A trading and profit and loss Account extract
Solution 
Note: When the cost of goods manufactured is inflated, stocks must also be inflated by that same percentage. 
Profit for unrealized profit =2,500,000 x 110% - 2,500,000
On opening stock
              		            = UGX 250,000

Provision for unrealized
Profit on closing stock        =4,000,000 x 110% -4,000,000
			       	    = UGX 400,000


Provision for unrealized profit A/C
       						
                                                                         	Bal. b/d                       250,000
		 P & L A/C                  150,000
Bal c/d                                  400,000	
	    	 (Increase in provision)
			         400,000    					   400,000							

Transfer value of Finished goods   = 30,000,000 x 110%
		      			       UGX 33,000,000.
Manufacturing account (extract)

Cost of goods manufactured/fully completed					30,000,000
Add markup (10%of 30,000,000)					 	  3,000,000
Transfer value of goods manufactured					33,000,000

Note 
1. It is the Inflated (transfer) value of UGX 33,000,000 , not the cost of   30,000,000 that is transferred to the trading account
1. When goods manufactured are transferred at an inflated value, the finished goods opening and closing stocks are also inflated as shown in the trading account extract


Trading and profit and loss account (Extract)
Sales						           		      		 xxxxxxxxx
Less: Cost of goods sold
         Finished goods opening stock	  	  		  2,750,000
	(Cost x 110%)
         Value of goods completed or 
         Manufactured (transfer price or value)	                        33,000,000
         							            35,750,000
         Less: Finished goods closing stock	                           4,400,000
		(Cost x 110%)						  													31,350,000
          	     Gross profit					 		  xxxxxxxx
          Add: factory profit				           	  		  3,000,000
Less:  Increase in provision for unrealized profit 		  		     150,000


ILLUSTRATION TWO

The following information was extracted from TRI STAR manufacturers

Debit side of the cash book (receipts)				UGX

Receipts from debtors						          60,000,000
Cash sales							         650,000,000
Interest received 						             9,000,000

Credit side of the Cash book (Payments)

Direct factory wages						           30,000,000
Electricity							             5,700,000
Sales promotion expenses					                900,000
Royalty costs							             5,000,000
Indirect material						           12,000,000
Payment to creditors 					                       45,000,000
Accountancy fees						             2,400,000
Discount on raw materials bought on credit			             1,500,000
Raw material cash purchases					           32,000,000
Office equipment						         150,000,000
Bank charges 							                400,000
Carriage inwards						           18,000,000
Rent 								           15,000,000
Raw material returns						             1,000,000
Carriage outwards						             3,000,000
Manufacturing expenses					            20,000,000
Salaries								            16,000,000

The records of the manufacturers also showed the following 

Stocks at cost (UGX)			1/1/2003			31/12/2003	
Raw materials				10,000,000			14,000,000
Work-In-Progress			4,000,000			  3,000,000
Finished goods				34,000,000			24,000,000
Other balances (UGX)
1/1/2003			31/12/2003
Trade Debtors				14,000,000			20,000,000
Prepaid electricity			     500,000			     200,000
Accrued promotion expenses		  1,200,000			     900,000
Trade creditors				12,000,000	     	            16,000,000
Additional information
1. Of the manufacturing expenses, 50% are direct
1. Office equipment is depreciated at 10% on cost p.a
1. Rent is apportioned on the basis of the floor area as follows

Factory	Administration	Sales
	Area (Square metres)	    		70		       20		10
	Apportionment of Other	
	Overheads
	Salaries					    ½				¼
	Electricity				  50%		      30%			
1. Manufactured goods are transferred from the factory to the sales department at manufacturing cost plus a mark up of 20% for factory profit. Finished goods stocks are inflated by the same percentage.
Required
	
Prepare TRI-STAR Manufacturing, trading and profit and loss account for the year-ended 31.12.2003.

SOLUTION

TRI STAR
MANUFACTURING, TRADING AND PROFIT AND LOSS A/C
FOR THE YEAR ENDED 31.12.2003(UGX 000)
              Raw materials 
	Opening stock of raw materials		 	       10,000
	Add: Purchase of raw materials	82,500
	         Carriage on raw materials	18,000
						100,500
	       Less:  Raw material returns	10,000	                  99,500  
								      109,500
	Less: Closing stock of raw materials		                    4,000	
	Cost of raw materials consumed			         95,500
	Add: Direct factory wages				         30,000
	Add: direct expenses	
	         Royalty				5,000
	         Manufacturing expenses           10,000	  	          15,000
	PRIME COSTS					         140,500
	Add: FACTORY OVERHEADS
     	 Manufacturing expenses		10,000
	Indirect material			12,000
	Factory rent				10.500
	Electricity				3,000
	Salaries				8,000 		            43,500
							                      184,000
	Add: opening work in progress			              4,000
								          188,000
	Less: Closing Work in progress				  3,000
	Cost of fully manufactured goods				185,000
	Add: Mark-Up/Factory profit (20%of 185,000)         	 37,000
	Transfer value of finished goods				 222,000			      
	Sales								 716,000
	Less: Cost of sales
	         Finished goods opening stock 		40,800
	         Transfer value of goods manufactured	222,000
	         Value of goods available for sale	262,800
	 Less: Finished goods closing stock		  28,800
	Cost of sales							   234,000
	Gross profit							   482,000
	Add: Factory profit    	  			 	  37,000
	         Interest received		   			    9,000
	         Decrease in provision for unrealized profit	    2,000
	         Discount on raw material purchases		    1,500     49,500	
									     531,500

      Less: Operating expenses
	Office and administration expenses
	Rent				                3,000
	Electricity			                1,800
	Salaries		 		    4,000
	Depreciation-office equipment	  15,000   		23,800
     	Selling and distribution costs    	 
	
	Carriage outwards			    3,000
	Sales promotion		                   600
	Rent					    1,500
	Electricity				    1,200
	Salaries			                4,000	           10,300
	Finance charges	
	
Bank charges			             400
Accountancy fees			2,400 	 	             2,800          36,900
Net profit						  	                    494,600






                                Provision for Unrealized profit

Decrease in provision                      	 Bal b/d 	               6,800,000	
For unrealized profit        2,000,000

Bal c/d                            4,800,000	


                                        6,800,000	                                               6,800,000

	

                                              Trade debtors 

Bal b/f               14,000,000                         Cash                        60,000,000

Credit sales        66,000,000	Bal c/f                            20,000,000		

                          80,000,000	80,000,000	
		
[bookmark: _GoBack]

                                         Trade Creditors

Cash                              45,000,000             Bal b/f	 12,000,000

Discount                        1,500,000              Credit purchases                  50,500,000

Bal c/d                          16,000,000                               
	
                                      62,500,000                                                          62,500,000
		

Note: 
Total purchases=Cash purchases+ credit purchases
Total Sales      = Cash sales + credit sales.
Discount on raw materials purchased could as well be subtracted from the purchases figure in the manufacturing account/Statement
Exercise
Mukwano Group manufactures and Retails Cooking Oil; the following balances were extracted from its ledger on 31st December 
   2003
							(UGX 000)
Sales							7,000,000
Sales returns						   100,000
Purchases of raw materials				     50,000
Carriage inwards					       2,000
Carriage out wards					      1,000
Factory direct wages					     60,000
Royalty costs						    50, 000
Production manager’s commission			      3,000
Manufacturing expenses				     40,000
Plant maintenance					     30,000
Insurance
	-Production machines				    25,000
	-Delivery vans					    15,000
Head office salaries					    10,000		
General expenses					      2,000 
Sales promotion					       1,500
Depreciation of Office buildings			      1,000
Salesmen commission				    800
 
The stock records disclosed the following balances
				1/1/2003		31/12/2003
		  		(UGX.000)		(UGX.000)
Raw materials		 4,000			 3,000
Work in progress		3,000			 4,500
Finished Goods		100,000		 150,000

Required
Prepare the Company’s manufacturing, trading and profit and loss account for the year ended 31st December 2003


0. A COST is a value of an economic resource used as a result of producing a given item

0. A cost unit is a unit of a quantity of a product /service /or time in relation to which cost may be expressed

0. A cost centre is an individual part of an organization to which costs can be allocated. It can be an entire factory, or a single machine. Eg an oven, a crane, a person eg sales man, etc.

14

