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P R E F A C E

S urvey of Accounting, Fifth Edition, is designed for a one-term in-
troductory accounting course. It provides an overview of the basic
topics in financial and managerial accounting, without the extra-
neous accounting principles topics that must be skipped or other-

wise modified to fit into a one-term course. Written for students who have no
prior knowledge of accounting, this text emphasizes how managers, in-
vestors, and other business stakeholders use accounting reports.

Hallmark Features
The fifth edition of this text continues to emphasize elements designed to
help instructors and enhance the learning experience of students. These
features include the following:

● Integrated Financial Statement Framework shows how transactions impact
each of the three primary financial statements and stresses the integrated
nature of accounting.

● Infographic art examples help students visualize important accounting
concepts within the chapter.

The Operating Cycle

The operations of a merchandising business involve
the purchase of merchandise for sale (purchasing), the
sale of the products to customers (sales), and the re-
ceipt of cash from customers (collection). This overall
process is referred to as the operating cycle. Thus, the
operating cycle begins with spending cash, and it ends
with receiving cash from customers. The operating
cycle for a merchan-
dising business is
shown to the right.
Operating cycles for
retailers are usually
shorter than for man-
ufacturers because
retailers purchase
goods in a form ready
for sale to the custo-
mer. Of course, some
retailers will have
shorter operating

cycles than others because of the nature of their pro-
ducts. For example, a jewelry store or an automobile
dealer normally has a longer operating cycle than a
consumer electronics store or a grocery store. Busi-
nesses with longer operating cycles normally have
higher profit margins on their products than businesses
with shorter operating cycles. For example, it

is not unusual for
jewelry stores to
price their jewelry at
30%–50% above
cost. In contrast,
grocery stores oper-
ate on very small
profit margins, often
below 5%. Grocery
stores make up the
difference by selling
their products more
quickly.

The  
Ope rat ing Cycle 

Sale s

Purchasing
Col le c t ion 
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● Illustrative Problems help students apply what they learn by walking them
through problems that cover the most important concepts addressed
within the chapter.

McCollum Company, a furniture wholesaler, acquired new equipment at a cost
of $150,000 at the beginning of the fiscal year. The equipment has an estimated
life of five years and an estimated residual value of $12,000. Ellen McCollum, the
president, has requested information regarding alternative depreciation
methods.

Instructions
Determine the annual depreciation for each of the five years of estimated useful
life of the equipment, the accumulated depreciation at the end of each year, and
the book value of the equipment at the end of each year by (a) the straight-line
method and (b) the double-declining-balance method.

Solution

Year
Depreciation

Expense

Accumulated
Depreciation,
End of Year

Book Value,
End of Year

a. 1 $27,600* $ 27,600 $122,400
2 27,600 55,200 94,800
3 27,600 82,800 67,200
4 27,600 110,400 39,600
5 27,600 138,000 12,000

*$27,600 = ($150,000 – $12,000) 5

b. 1 $60,000** $ 60,000 $ 90,000
2 36,000 96,000 54,000
3 21,600 117,600 32,400
4 12,960 130,560 19,440
5 7,440*** 138,000 12,000

**$60,000 = $150,000 40%
***The asset is not depreciated below the estimated residual value of $12,000.

● “Integrity, Objectivity, and Ethics in Business” features describe real-world
dilemmas, helping students apply accounting concepts within an ethical
context, using integrity and objectivity.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

A History of Ethical Conduct

The Wrigley Company, which is now a subsidiary of
Mars Incorporated, has a long history of integrity,
objectivity, and ethical conduct. When pressured to
become part of a cartel, known as the Chewing Gum
Trust, the company founder, William Wrigley Jr., said, “We
prefer to do business by fair and square methods or we
prefer not to do business at all.” In 1932, Phillip
K. Wrigley, called “PK” by his friends, became president of
the Wrigley Company after his father, William Wrigley Jr.,

died. PK also was president of the Chicago Cubs, which
played in Wrigley Field. He was financially generous to
his players and frequently gave them advice on and off
the field. However, as a man of integrity and high ethical
standards, PK docked (reduced) his salary as president
of the Wrigley Company for the time he spent working on
Cubs-related activities and business.
Source: St. Louis Post-Dispatch, “Sports—Backpages,” January 26,
2003.
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● “How Businesses Make Money” vignettes emphasize practical ways in which
businesses apply accounting concepts when generating profit strategies.

How Businesses Make Money

Not Cutting Corners

Have you ever ordered a hamburger from Wendy’s and noticed that the meat patty is
square? The square meat patty reflects a business emphasis instilled in Wendy’s by
its founder, Dave Thomas. Mr. Thomas emphasized offering high-quality products at a
fair price in a friendly atmosphere, without “cutting corners”; hence, the square meat
patty. In the highly competitive fast-food industry, Dave Thomas’s approach has en-
abled Wendy’s to become the third largest fast-food restaurant chain in the world,
with annual sales of over $7 billion.

Source: Douglas Martin, “Dave Thomas, 69, Wendy’s Founder, Dies,” New York Times, January 9,
2002.

● An attractive design engages students and clearly presents the material.
The Integrated Financial Statement Framework benefits from this peda-
gogically sound use of color, as each statement within the framework is
shaded to reinforce the integrated nature of accounting.

Integrated Financial Statement (IFS)
Approach
This framework clearly demonstrates the impact of transactions on the bal-
ance sheet, income statement, and the statement of cash flows and the cor-
responding relationship among these financial statements. The IFS frame-
work moves the student from the simple to the complex and explains the
how and why of financial statements.

Chapter 1 introduces students to this integration in the form of actual
company financials from The Hershey Company, a well-known manufacturer
of chocolates.

Integrated Financial StatementsE X H I B I T 10

The Hershey Company
Balance Sheet

December 31, 2008

Assets Liabilities
Stockholders’s’

Equity

Cash •
••

•

•
•
• Retained Earnings

$     37

$3,635 $3,285

$3,976

$   350

The Hershey Company
Statement of Cash Flows

For the Year Ended Dec. 31, 2008

Operating act.  $  520

Financing act.
(199)Investing act.
(413)

Increase in cash      (92)
Cash, Jan. 1 129

Cash, Dec. 31 $    37

The Hershey Company
Retained Earnings Statement

For the Year Ended Dec. 31, 2008

Retained earnings, Jan. 1 $3,928
Add: Net income $311
Less: Dividends 263 48

Retained earnings, Dec. 31 $3,976

The Hershey Company
Income Statement

For the Year Ended Dec. 31, 2008

Revenues $5,133
Expenses 4,822

Net income $ 311

213

$3,635
Total Liabilities + Stockholders’ Equity   

$
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Chapter 2 begins with an example format of the integrated framework
used throughout the financial chapters. Early in the course, students will
gain a greater understanding of how important trends or events can impact a
company’s financial statements, which add valuable insight into the financial
condition of a business.

Integrated Financial Statement FrameworkE X H I B I T 1

INTEGRATED 
FINANCIAL

STATEMENT 
FRAMEWORK

/  Operating activities XXX

/  Investing activities XXX

/  Financing activities XXX

Increase or decrease in cash XXX

Beginning cash XXX

Ending cash  XXX

Statement of
Cash Flows

Statement of Cash Flows

Revenues XXX

Expenses XXX

Net income or loss XXX

Income Statement

Income
Statement

XXXXXXXXXsnoitcasnarT XXX

XXX XXX XXX XXX

Balance Sheet

Assets Liabilities Stockholders’ Equity

Assets Liabilities Capital Stock Retained Earnings

The primary focus in Chapter 2 is on cash transactions, which helps
eliminate confusion for students who may have difficulty determining whe-
ther an event or transaction should be recorded.

Transaction (d)
During the first month of operations, Family Health Care earned patient fees of
$5,500, receiving the fees in cash.

The effects of this transaction on Family Health Care’s financial statements
are recorded as follows:

1. Under the Statement of Cash Flows column, Cash from Operating ac-
tivities is increased by $5,500.

2. Under the Balance Sheet column, Cash under Assets is increased by
$5,500. To balance the accounting equation, Retained Earnings under
Stockholders’ Equity is also increased by $5,500.

3. Under the Income Statement column, Fees earned is increased by $5,500.

This transaction illustrates an inflow of cash from operating activities by
earning revenues (fees earned) of $5,500. Retained Earnings is increased
under Stockholders’ Equity by $5,500 because fees earned contribute to net
income and net income increases stockholders’ equity. Since fees earned are
a type of revenue, Fees earned of $5,500 is also entered under the Income
Statement column.
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Statement of 
Cash Flows

Income
Statement

 Balances 4,000 12,000 10,000 6,000

d. Fees earned 5,500 5,500 d.

 Balances 9,500 12,000 10,000 6,000 5,500 

Statement of Cash Flows
d. Operating 5,500

Income Statement
d. Fees earned 5,500

Balance Sheet

  Assets Liabilities  Stockholders’ Equity

     Notes  Capital  Retained 
 Cash  Land  Payable  Stock  Earnings 

The effects of this transaction on Family Health Care’s financial state-
ments are shown below.

Fifth Edition Changes and
Enhancements
● Designed for today’s students, the fifth edition has been extensively revised

using an innovative, high-impact writing style that emphasizes topics con-
cisely and clearly. Direct sentences, concise paragraphs, numbered lists,
and step-by-step calculations provide students with an easy-to-follow struc-
ture for learning accounting without sacrificing content or rigor.

● All real-world company data has been updated. This includes The Hershey
Company, Home Depot, Starbucks, and Microsoft, among other real-world
examples included in the text.

● Data and solutions to all end-of-chapter exercises and problems have been
updated.

● Chapters 1–3 have been revised to incorporate the new high-impact writing
style.

● In Chapter 4, “Accounting for Merchandising Businesses,” “transportation”
terminology has been changed to “freight” for added clarity. For example,
instead of “transportation costs,” “freight costs” or simply “freight” is used.

● In Chapter 5, “Sarbanes-Oxley, Internal Control, and Cash,” “Depositor”
terminology has been changed to “Company” in the bank reconciliations.
In addition, based on user feedback, check numbers have been added to
Exhibit 5, Illustration of a Bank Statement, to reflect that most banks do
not return checks but simply list the cleared checks (by check number) on
the bank statement. Finally, a stepwise illustration of how to prepare the
bank reconciliation has been added.

● In Chapter 6, “Receivables and Inventories,” the illustrations for allowance
methods have been revised to enhance the ability to compare the percent
of sales and aging of receivables methods. In addition, a new Exhibit 3 has
been added comparing percent of sales and aging of receivables methods.

● In Chapter 7, “Fixed Assets and Intangible Assets,” new Exhibits 5 and 6
have been added that summarize and compare depreciation methods.

● In Chapter 8, “Liabilities and Stockholders’ Equity,” the contingent lia-
bility discussion has been revised, including the addition of Exhibit 2.

Preface vii



● In Chapter 9, “Financial Statement Analysis,” a new chapter opener features
Nike, Inc. Each ratio is highlighted in equation form for easier review. Finally,
an appendix on “Unusual Items on the Income Statement” has been added.

● In Chapter 11, “Cost Behavior and Cost-Volume-Profit Analysis,” a new
opener based on Netflix has been added. Also, contribution margin and
unit contribution margin equations have been added to the cost-volume-
profit discussion, including how to compute the “change in income from
operations” equation based on unit contribution margin. An equation for
computing the percent change in income from operations using “operat-
ing leverage” has been added. Finally, the discussion of margin of safety
has been expanded to indicate that margin of safety may be expressed in
sales dollars, units, or percent of current sales.

● In Chapter 12, “Differential Analysis and Product Pricing,” a new opener
based on RealNetworks has been added.

● In Chapter 13, “Budgeting and Standard Cost Systems,” a new equation
format for computing standard cost variances is now utilized so that a
positive amount indicates an unfavorable variance while a negative amount
indicates a favorable variance.

● In Chapter 14, “Performance Evaluation for Decentralized Operations,”
equations have been added for computing service department charge rates
and determining service department charges. An example format for de-
termining residual income and equations for computing increases and
decreases in divisional income using different negotiated transfer prices
have also been added.

● Chapter 15, “Capital Investment Analysis,” now includes a new opener
based on Carnival Corporation. New graphics have been added, and the
format for using the net present value method was changed to be con-
sistent with the format shown in the solutions manual.

Technology
● CengageNOWTM — Just What You Need

to Know and Do NOW! CengageNOW
for Warren’s Survey of Accounting is an
online homework solution that delivers
better student outcomes—NOW! Cen-
gageNOW includes the following:

● Homework, including algorithmic variations
● Integrated e-book
● Personalized Study Plans, which include a variety of multimedia assets

(from exercise demonstrations to video to iPod content) for students as
they master the chapter materials

● Assessment options, including the full test bank and algorithmic
variations

● Reporting capability based on AACSB, AICPA, and IMA competencies
and standards

● Course Management tools, including grade book
● WebCTâ and Blackboardâ integration
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● WebTutorTM Jumpstart your course with customizable, rich, text-specific
content within your Course Management System! Whether you want to
Web-enable your class or put an entire course online, WebTutor delivers.

● Jumpstart—Simply load a WebTutor cartridge into your Course Man-
agement System.

● Customizable—Easily blend, add, edit, reorganize, or delete content.
● Content—Includes rich, text-specific content, media assets, quizzing, test

bank, weblinks, discussion topics, interactive games and exercises, and
more.

Supplements for the Instructor
● Instructor’s Resource CD-ROM (IRCD) This convenient resource includes

the PowerPointâ presentations, Instructor’s Manual, Solutions Manual, Test
Bank, ExamViewâ, an Instructor’s Guide to Online Resources, and Excelâ ap-
plication solutions.

● Test Bank For each chapter, the Test Bank includes true/false questions,
multiple-choice questions, and problems. Each question is marked with a
difficulty level, chapter objective association, and a tie-in to standard
course outcomes. Available on the IRCD.

● ExamViewâ Pro Testing Software A computerized version of the Test
Bank allows instructors to quickly and easily customize tests for their stu-
dents. Instructors can add or edit questions, instructions, and answers and
select questions by previewing them on screen. Instructors can also create
and administer quizzes and tests online, whether over the Internet, a local
area network (LAN), or a wide area network (WAN). Available on the
IRCD.

● PowerPointâ Presentation Slides Included on the IRCD and on the pro-
duct support site, each presentation enhances lectures and simplifies class
preparation. Available on the IRCD.

● Instructor Excelâ Templates This resource provides the solutions for the
problems and exercises that have enhanced Excelâ templates for students.
Available on the IRCD.

● Instructor’s Manual Each chapter contains a number of resources designed
to aid instructors as they prepare lectures, assign homework, and teach in
the classroom. Available on the IRCD.

● Solutions Manual The Solutions Manual contains answers to all exercises,
problems, and activities that appear in the text. As always, the solutions are
author-written and verified multiple times for numerical accuracy and
consistency with the core text. Available on the IRCD.
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The Role of Accounting
in Business 1

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Describe the types and forms of
businesses, how businesses

make money, and business
stakeholders.

Obj 2 Describe the three business activities of
financing, investing, and operating.

Obj 3 Define accounting and describe its role in
business.

Obj 4 Describe and illustrate the basic financial
statements and how they interrelate.

Obj 5 Describe eight accounting concepts
underlying financial reporting.

W hen two teams pair up for a game of foot-
ball, there is often a lot of noise. The band
plays, the fans cheer, and fireworks light
up the scoreboard. Obviously, the fans are

committed and care about the outcome of the game. Just
like fans at a football game, the owners of a business
want their business to \win" against their competitors in
the marketplace. While having our football team win can
be a source of pride, winning in the marketplace goes
beyond pride and has many tangible benefits. Companies
that are winners are better able to serve customers, to
provide good jobs for employees, and to make more
money for the owners.

One such successful company is Google, one of the
most visible companies on the Internet. Many of us can-
not visit the Web without first stopping at Google to
power our search. As one writer said, \Google is the clo-
sest thing the Web has to an ultimate answer machine."
And yet, Google is a free tool—no one asks for your credit
card when you use any of Google’s search tools. So, do
you think Google has been a successful company? Does it
make money? Howwould you know? Accounting helps to
answer these questions. Google’s accounting information
tells us that Google is a very successful company that
makes a lot of money, but not from you and me. Google
makes its money from advertisers.

In this chapter, the nature, types, and activities of
businesses, such as Google, are described and illu-
strated. In addition, the role of accounting in business,
including financial statements, basic accounting con-
cepts, and how to use financial statements to evaluate a
business’s performance, is also described and illustrated.



Nature of Business and Accounting
A business1 is an organization in which basic resources (inputs), such as
materials and labor, are assembled and processed to provide goods or ser-
vices (outputs) to customers. Businesses come in all sizes, from a local coffee
house to Starbucks, which sells over $9 billion of coffee and related products
each year.

The objective of most businesses is to earn a profit. Profit is the difference
between the amounts received from customers for goods or services and the
amounts paid for the inputs used to provide the goods or services. In this
text, we focus on businesses operating to earn a profit. However, many of the
same concepts and principles also apply to not-for-profit organizations such
as hospitals, churches, and government agencies.

Types of Businesses
Three types of businesses operated for profit include service, merchandising,
and manufacturing businesses. Each type of business and some examples are
described below.

Service businesses provide services rather than products to customers.

Delta Air Lines (transportation services)

The Walt Disney Company (entertainment services)

Merchandising businesses sell products they purchase from other businesses
to customers.

Wal-Mart (general merchandise)

Amazon.com (books, music, videos)

Manufacturing businesses change basic inputs into products that are sold to
customers.

General Motors Corporation (cars, trucks, vans)

Dell Inc. (personal computers)

Forms of Business
A business is normally organized in one of the following four forms:

● proprietorship
● partnership
● corporation
● limited liability company

A proprietorship is owned by one individual. More than 70% of the busi-
nesses in the United States are organized as proprietorships. The frequency of
this form is due to the ease and low cost of organizing. The primary dis-
advantage of proprietorships is that the financial resources are limited to the
individual owner’s resources. In addition, the owner has unlimited liability to
creditors for the debts of the company.

A partnership is owned by two or more individuals. About 10% of the
businesses in the United States are organized as partnerships. Like a
proprietorship, a partnership may outgrow the financial resources of its

Obj 1 Describe the types
and forms of businesses,
how businesses make
money, and business
stakeholders.

1 A complete glossary of terms appears at the end of the text.

Roughly eight out of every
ten workers in the United
States are service
providers.
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owners. Also, the partners have unlimited liability to creditors for the debts
of the company.

A corporation is organized under state or federal statutes as a separate legal
entity. The ownership of a corporation is divided into shares of stock. A cor-
poration issues the stock to individuals or other companies, who then become
owners or stockholders of the corporation. About 20 percent of the businesses
in the United States are organized as corporations. A primary advantage of
the corporate form is the ability to obtain large amounts of resources by is-
suing shares of stock. In addition, the stockholders’ liability to creditors for
the debts of the company is limited to their investment in the corporation.

A limited liability company (LLC) combines attributes of a partnership
and a corporation. The primary advantage of the limited liability company
form is that it operates similar to a partnership, but its owners’ (or mem-
bers’) liability for the debts of the company is limited to their investment.

In addition to the ease of formation, ability to raise capital, and liability for
the debts of the business, other factors such as taxes and legal life of the
business form should be considered when forming a business. For example,
corporations are taxed as separate legal entities, while the income of sole pro-
prietorships, partnerships, and limited liability companies is passed through to
the owners and taxed on the owners’ tax returns. As separate legal entities,
corporations also continue on, regardless of the lives of the individual owners.
In contrast, sole proprietorships, partnerships, and limited liability companies
may terminate their existence with the death of an individual owner.

The characteristics of sole proprietorships, partnerships, corporations,
and limited liability companies discussed in this section are summarized
below.

Organizational
Form

Ease of
Formation Legal Liability Taxation

Limitation
on Life
of Entity

Access to
Capital

Proprietorship Simple No limitation Nontaxable (pass-through)
entity

Yes Limited

Partnership Simple No limitation Nontaxable (pass-through)
entity

Yes Average

Corporation Complex Limited liability Taxable entity No Extensive
Limited Liability
Company

Moderate Limited liability Nontaxable (pass-through)
entity by election

Yes Average

The three types of businesses we discussed earlier—manufacturing, mer-
chandising, and service—may be proprietorships, partnerships, corpora-
tions, or limited liability companies. However, businesses that require a large
amount of resources, such as many manufacturing businesses, are corpora-
tions. Likewise, most large retailers such as Wal-Mart, Sears, and JCPenney are
corporations.

Because most large businesses are corporations, they tend to dominate
the economic activity in the United States. For this reason, this text focuses
on the corporate form of organization. However, many of the concepts and
principles discussed also apply to proprietorships, partnerships, and limited
liability companies.

How Do Businesses Make Money?
The objective of a business is to earn a profit by providing goods or services
to customers. How does a company decide which products or services to

Many professional
practices such as lawyers,
doctors, and accountants
are organized as limited
liability companies.
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offer its customers? Many factors influence this decision. Ultimately, how-
ever, the decision is based on how the company plans to gain an advantage
over its competitors and, in doing so, maximize its profits.

Companies try to maximize their profits by generating high revenues
while maintaining low costs, which results in high profits. However, a com-
pany’s competitors are also trying to do the same and thus, a company can
only maximize its profits by gaining an advantage over its competitors.

Generally, companies gain an advantage over their competitors by using
one of the following two strategies:

● A low-cost strategy is one where a company designs and produces products
or services at a lower cost than its competitors. Such companies often sell
no-frills, standardized products and services.

● A premium-price strategy is one where a company tries to design and
produce products or services that serve unique market needs, allowing it to
charge premium prices. Such companies often design and market their
products so that customers perceive their products or services as having a
unique quality, reliability, or image.

Wal-Mart and Southwest Airlines are examples of companies using a low-
cost strategy. John Deere, Tommy Hilfiger, and BMW are examples of compa-
nies using a premium-price strategy.

Since business is highly competitive, it is difficult for a company to sustain
a competitive advantage over time. For example, a competitor of a company
using a low-cost strategy may copy the company’s low-cost methods or de-
velop new methods that achieve even lower costs. Likewise, a competitor of a
company using a premium-price strategy may develop products that are
perceived as more desirable by customers.

Examples of companies utilizing low-cost and premium-price strategies
include:

● Local pharmacies who develop personalized relationships with their cus-
tomers. By doing so, they are able to charge premium (higher) prices. In
contrast, Wal-Mart’s pharmacies use the low-cost emphasis and compete
on cost.

● Grocery stores such as Kroger and Safeway develop relationships with
their customers by issuing preferred customer cards. These cards allow
the stores to track consumer preferences and buying habits for use in
purchasing and advertising campaigns.

● Honda promotes the reliability and quality ratings of its automobiles and
thus, charges premium prices. Similarly, Volvo promotes the safety char-
acteristics of its automobiles. In contrast, Hyundai and Kia use a low-cost
strategy.

● Harley-Davidson emphasizes that its motorcycles are \Made in America"
and promotes its \rebel" image as a means of charging higher prices than
competitors Honda, Yamaha, or Suzuki.

Companies often struggle to find a competitive advantage. For example,
JCPenney and Sears have difficulty competing on low costs against Wal-Mart,
Kohl’s, T.J. Maxx, and Target. At the same time, JCPenney and Sears have
difficulty charging premium prices against competitors such as The Gap,
Eddie Bauer, and Talbot’s. Likewise, Delta Air Lines and United Airlines have
difficulty competing against low-cost airlines such as Southwest and AirTran.
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At the same time, Delta and United don’t offer any unique services for which
their passengers are willing to pay a premium price.

Exhibit 1 summarizes the characteristics of the low-cost and premium-
price strategies. Common examples of companies that employ each strategy
are also listed.

Business Stakeholders
A business stakeholder is a person or entity with an interest in the economic
performance and well-being of a company. For example, owners, suppliers,
customers, and employees are all stakeholders in a company.

Business stakeholders can be classified into one of the four categories
illustrated in Exhibit 2.

Capital market stakeholders provide the financing for a company to begin
and continue its operations. Banks and other long-term creditors have an
economic interest in receiving the amount loaned plus interest. Owners
want to maximize the economic value of their investments.

Product or service market stakeholders purchase the company’s products or
services or sell their products or services to the company. Customers have an
economic interest in the continued success of the company. For example,
customers who purchase advance tickets on Delta Air Lines are depending
on Delta continuing in business. Likewise, suppliers depend on continued
success of their customers. For example, if a customer fails or cuts back on
purchases, the supplier’s business will also decline.

Governments stakeholders such as federal, state, county, and city govern-
ments collect taxes from companies. The better a company does, the more
taxes the government collects. In addition, workers who are laid off by a
company can file claims for unemployment compensation, which results in a
financial burden for the state and federal governments.

Internal stakeholders such as managers and employees depend upon the
continued success of the company for keeping their jobs. Managers of

Business Strategies and IndustriesE X H I B I T 1

Industry
Business
Strategy Airline Freight Automotive Retail

Financial
Services Hotel

Low cost Southwest Union Pacific Saturn Sam’s Club Ameritrade Super 8
Premium price Virgin Atlantic FedEx BMW Talbot’s Morgan Stanley Ritz-Carlton

Business StakeholdersE X H I B I T 2

Business Stakeholder Interest in the Business Examples
Capital market

stakeholders
Providers of major financing

for the business
Banks, owners,

stockholders
Product or service

market stakeholders
Buyers of products or services

and vendors to the business
Customers and

suppliers
Government

stakeholders
Collect taxes and fees from the

business and its employees
Federal, state, and

city governments
Internal stakeholders Individuals employed by

the business
Employees and

managers
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companies that perform poorly are often fired by the owners. Likewise,
during economic downturns companies often lay off workers.

The preceding stakeholders are illustrated in Exhibit 3.

Business StakeholdersE X H I B I T 3

Stakeholders

Employees/
Managers

SuppliersCustomers

GovernmentBank and/or
Owners

Business

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

A Good Corporate Citizen

Many argue that it is good business for a company to
be a good corporate citizen and contribute to the
welfare of the society and the local community in
which it operates. The Hershey Company has a long
history of such involvement that includes the estab-
lishment and operation of the Milton Hershey School
for disadvantaged children. The school is funded by
an endowment of over $5 billion of The Hershey
Company’s stock. In addition, Hershey gives nonprofit,

charitable organizations cash awards of $200 for each
employee who can document 100 hours of volunteer
work for the organization. Hershey also donates
scholarships for minority students in south-central
Pennsylvania.

Sources: Bill Sutton, “Donations to Aid Minority Students,” The
Patriot-News, November 12, 2004, and “Hershey Throws Green-
line a Kiss,” The Commercial Appeal, September 26, 2004.

6 Chapter 1



Business Activities
All companies engage in the following three business activities:

● Financing activities to obtain the necessary funds (monies) to organize and
operate the company

● Investing activities to obtain assets such as buildings and equipment to
begin and operate the company

● Operating activities to earn revenues and profits

The preceding business activities are illustrated in Exhibit 4.

Financing Activities
Financing activities involve obtaining funds to begin and operate a business.
Companies obtain financing through the use of capital markets by:

● borrowing
● issuing shares of ownership

When a company borrows money, it incurs a liability. A liability is a legal
obligation to repay the amount borrowed according to the terms of the
borrowing agreement. When a company borrows from a vendor or supplier,
the liability is called an account payable. In such cases, the company pro-
mises to pay according to the terms set by the vendor or supplier. Most

Business ActivitiesE X H I B I T 4

Bank and/or
Owners

Purchasing

Customers and
Suppliers

Business

Business Activities

FINANCING
ACTIVITIES

INVESTING
ACTIVITIES

OPERATING
ACTIVITIES

Obj 2 Describe the three
business activities of
financing, investing, and
operating.

Google reported, as
of December 31, 2008, total
liabilities of $3,529 million,
of which $2,084 million
were accounts payable.
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vendors and suppliers require payment within a relatively short time, such as
30 days.

A company may also borrow money by issuing bonds. Bonds are sold to
investors and require repayment normally with interest. The amount of the
bonds, called the face value, usually requires repayment several years in
the future. Thus, bonds are a form of long-term financing. The interest on the
bonds, however, is normally paid semiannually. Bond obligations are reported
as bonds payable, and any interest that is due is reported as interest payable.

Many companies borrow by issuing notes payable. A note payable requires
payment of the amount borrowed plus interest. Notes payable are similar to
bonds except that they may be issued on a short-term or long-term basis.

A company may finance its operations by issuing shares of ownership. For
a corporation, shares of ownership are issued in the form of shares of stock.
Although corporations may issue a variety of different types of stock, the
basic type of stock issued to owners is called common stock. The term capital
stock refers to all the types of stock a corporation may issue.2 Investors who
purchase the stock are referred to as stockholders.

The claims of creditors and stockholders on the assets of a corporation
are different. Assets are the resources owned by a corporation (company).
Creditors have first claim on the company’s assets. Only after the creditors’
claims are satisfied do the stockholders have a right to the corporate assets.

Creditors normally receive timely payments, which may include interest.
In contrast, stockholders are not entitled to regular payments. However,
many corporations distribute earnings to stockholders on a regular basis.
These distributions of earnings to stockholders are called dividends.

Investing Activities
Investing activities involve using the company’s assets to obtain additional
assets to start and operate the business. Depending upon the nature of the
business, a variety of different assets must be acquired.

Most businesses need assets such as machinery, buildings, computers, of-
fice furnishings, trucks, and automobiles. These assets have physical char-
acteristics and as such are tangible assets. Long-term tangible assets such as
machinery, buildings, and land are normally reported separately as \Prop-
erty, plant, and equipment." Short-term tangible assets such as cash and
inventories are reported separately.

A business may also need intangible assets. For example, a business may
obtain patent rights to use in manufacturing a product. Long-term assets
such as patents, goodwill, and copyrights are reported separately as in-
tangible assets. A company may also prepay for items such as insurance or
rent. Such items, which are assets until they are consumed, are reported as
prepaid expenses. In addition, rights to payments from customers who
purchase merchandise or services on credit are reported as accounts
receivable.

Operating Activities
Operating activities involve using the necessary assets to earn revenues and
profits. The management of a company does this by implementing one of
the business strategies discussed earlier.

Microsoft is currently
paying $.52 per share for
dividends on its common
stock, which with a market
price of $24 yields a return
of 2.2% ($.52 /$24.00)

2 Types of stock are discussed in Chapter 8, \Liabilities and Stockholders’ Equity."

On a recent balance sheet,
Apple reported goodwill
and other intangible assets
of $559 million.
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Revenue is the increase in assets from selling products or services. Reven-
ues are normally identified according to their source. For example, revenues
received from selling products are called sales. Revenues received from pro-
viding services are called fees earned.

To earn revenue, a business incurs costs, such as wages of employees,
salaries of managers, rent, insurance, advertising, freight, and utilities. Costs
used to earn revenue are called expenses, which may be identified and
reported in a variety of ways. For example, the cost of products sold is re-
ferred to as the cost of merchandise sold, cost of sales, or cost of goods sold.
Other expenses are normally classified as either selling expenses or admin-
istrative expenses. Selling expenses include those costs directly related to the
selling of a product or service. For example, selling expenses include such
costs as sales salaries, sales commissions, freight, and advertising costs. Ad-
ministrative expenses include other costs not directly related to the selling,
such as officer salaries and other costs of the corporate office.

By comparing the revenues for a period to the related expenses, it can be
determined whether the company has earned net income or incurred a net
loss. Net income results when revenues exceed expenses. A net loss results
when expenses exceed revenues.

As discussed next, the major role of accounting is to provide stakeholders
with information on the financing, investing, and operating activities of
businesses. Financial statements are one source of such information.

What Is Accounting and Its Role
in Business?
The role of accounting is to provide information about the financing, invest-
ing, and operating activities of a company to its stakeholders. For example,
accounting provides information for managers to use in operating the busi-
ness. In addition, accounting provides information to other stakeholders,
such as creditors, for assessing the economic performance and condition of
the company.

In a general sense, accounting is defined as an information system that
provides reports to stakeholders about the economic activities and condition
of a business. This text focuses on accounting and its role in business. How-
ever, many of the concepts discussed also apply to individuals, governments,
and not-for-profit organizations. For example, individuals must account
for their hours worked, checks written, and bills paid. Stakeholders for in-
dividuals include creditors, dependents, and the government. A main inter-
est of the government is making sure that individuals pay the proper taxes.

Accounting is often called the \language of business." This is because
accounting is a primary means by which business information is commu-
nicated to the stakeholders.

A primary purpose of accounting is to summarize the financial perfor-
mance of the business for external stakeholders, such as banks and govern-
mental agencies. The branch of accounting that is associated with preparing
reports for users external to the business is called financial accounting.
Accounting also can be used to guide management in making financing,
investing, and operations decisions for the company. This branch of
accounting is called managerial accounting. Financial and managerial
accounting may overlap. For example, financial reports for external

On a recent income
statement, Best Buy Inc.
reported revenues of $45
billion, cost of goods sold
of $34 billion, and selling
and administrative
expenses of $9 billion.

Obj 3 Define accounting
and describe its role in
business.

The chief accountant of a
company is called the
comptroller or chief
financial officer.
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stakeholders are often used by managers in assessing the potential impact of
their decisions on the company.

This text focuses on financial accounting. The two major objectives of
financial accounting are:

● To report the financial condition of a business at a point in time
● To report changes in the financial condition of a business over a period

of time

The relationship between these two financial accounting objectives is
shown in Exhibit 5.

The first objective can be thought of as a still photograph (snapshot) of
the company’s financial (economic) condition as of a point in time. The
second objective can be thought of as a moving picture (video) of the com-
pany’s financial (economic) performance over time.

The objectives of accounting are achieved by (1) recording the economic
events affecting a business and then (2) summarizing the impact of these
events on the business in financial reports, called financial statements.

Financial Statements
Financial statements report the financial condition of a business at a point in
time and changes in the financial condition over a period of time. The four
basic financial statements and their relationship to the objectives of financial
accounting are listed below.

Financial Statement Financial Accounting Objective
Income Statement Reports change in financial condition
Retained Earnings Statement Reports change in financial condition
Balance Sheet Reports financial condition
Statement of Cash Flows Reports change in financial condition

Objectives of Financial AccountingE X H I B I T 5

Change in 
Financial Condition

for Year Ending
December 31, 2010

Financial Condition
at December 31, 2010

Financial Condition
at January 1, 2010

Obj 4 Describe and
illustrate the basic financial
statements and how they
interrelate.
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The order in which each financial statement is prepared and the nature of
each statement is described below.

Order
Prepared

Financial
Statement Description of Statement

1. Income Statement A summary of the revenue and expenses for a specific
period of time, such as a month or a year.

2. Retained Earnings
Statement

A summary of the changes in the retained earnings in
the corporation for a specific period of time, such
as a month or a year.

3. Balance Sheet A list of the assets, liabilities, and stockholders’ equity
as of a specific date, usually at the close of the last
day of a month or a year.

4. Statement of
Cash Flows

A summary of the cash receipts and cash payments for
a specific period of time, such as a month or a year.

The preceding four financial statements are described and illustrated for
The Hershey Company. These illustrations will introduce you to the financial
statements that you will be studying throughout this text.

The four financial statements for The Hershey Company are illustrated
in Exhibits 6–9. The data for the statements are adapted from the annual
report of The Hershey Company.3

Income Statement
The income statement reports the change in financial condition due to the
operations of the company. The time period covered by the income state-
ment may vary depending upon the needs of stakeholders. Public corpora-
tions are required to file quarterly and annual income statements with the
Securities and Exchange Commission (SEC). The income statement shown in
Exhibit 6 for The Hershey Company is for the year ended December 31, 2008.

Since the objective of business operations is to generate revenues, the
income statement begins by listing the revenues for the period. During 2008,
Hershey generated sales of $5,133 million. These sales are listed under

Income Statement: The Hershey CompanyE X H I B I T 6

THE HERSHEY COMPANY
Income Statement

For the Year Ended December 31, 2008 (in millions)

Revenues:
Sales $5,133

Expenses:
Cost of sales $3,375
Selling and administrative 1,073
Interest 98
Income taxes 181
Other expense 95 4,822

Net income $ 311

3 The financial statements for The Hershey Company can be found at http://www.hersheys.com through the
Investor Relations Link.
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\Revenues". The numbers shown in Exhibit 6 are expressed in millions of
dollars. It is common for large companies to express their financial state-
ments in thousands or millions of dollars.

Following the revenues, the expenses used in generating the revenues are
listed. For Hershey, these expenses include cost of sales, selling and admin-
istrative, interest, income taxes, and other expenses. By reporting the
expenses and the related revenues for a period, the expenses are said to be
matched against the revenues. This is known in accounting as the matching
concept, which is discussed later in this chapter.

When revenues exceed expenses for a period, the company has net income. If
expenses exceed revenues, the company has a net loss. Net income means that
the business increased its net assets through its operations. That is, the assets
created by the revenues exceeded the assets used in generating those revenues.

The objective of most companies is to maximize net income or profit. A
net loss means that the business decreased its net assets through its opera-
tions. While a business might survive in the short run by reporting net losses,
in the long run a business must earn net income to survive.

During 2008, Hershey earned net income of $311 million. Is this good or
bad? Certainly, net income is better than a net loss. However, the stakeholders
must assess net income according to their objectives. For example, a creditor
might be satisfied that the net income is sufficient to assure that it will be
repaid. In contrast, a stockholder might assess the corporation’s profitability
as less than its competitors’ profits and thus be disappointed. Throughout this
text, various methods of assessing corporate performance will be described
and illustrated.

Retained Earnings Statement
The retained earnings statement reports changes in financial condition due
to changes in retained earnings for a period. Retained earnings are the
portion of a corporation’s net income that is retained in the business. A
corporation may retain all of its net income for expanding operations, or it
may pay a portion or all of its net income as dividends. For example, high-
growth companies often do not distribute dividends, but instead retain
profits for future expansion. In contrast, more mature corporations nor-
mally pay a regular dividend.

Since retained earnings depend upon net income, the time period cov-
ered by the retained earnings statement is the same period as the income
statement. Thus, the retained earnings statement for Hershey shown in
Exhibit 7 is for the year ended December 31, 2008.

Retained Earnings Statement: The Hershey CompanyE X H I B I T 7

THE HERSHEY COMPANY
Retained Earnings Statement

For the Year Ended December 31, 2008 (in millions)

Retained earnings, January 1, 2008 $3,928
Add net income $311
Less dividends 263
Increase in retained earnings 48
Retained earnings, December 31, 2008 $3,976
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Dividends are reported in the retained earnings statement rather than the
income statement. This is because dividends are not an expense, but are a
distribution of net income to stockholders.

During 2008, Hershey distributed (declared) dividends of $263 million
and retained $48 million of its net income in the company. Thus, Hershey’s
retained earnings increased from $3,928 million to $3,976 million during
2008.

Balance Sheet
The balance sheet reports the financial condition as of a point in time. This is
in contrast to the income statement, retained earnings statement, and
statement of cash flows, which report changes in financial condition for a
period of time. The financial condition of a business as of a point in time is
measured by its total assets and claims or rights to those assets. Thus, the
financial condition of a business can be represented as:

Assets = Claims (Rights to the Assets)

The claims on a company’s assets consist of rights of creditors and stock-
holders. The rights of creditors are liabilities. The rights of stockholders are
referred to as stockholders’ equity or owners’ equity. Thus, the assets and the
claims on those assets can be expressed in equation form as:

Assets = Liabilities + Stockholders’ Equity

This equation is called the accounting equation. This equation is the
foundation of accounting information systems, which are discussed in later
chapters.

The balance sheet, sometimes called the statement of financial condition,
is prepared using the accounting equation. The balance sheet is prepared by
listing the accounting equation in vertical rather than horizontal form as
follows:

Step 1. Each asset is listed and added to arrive at total assets.
Step 2. Each liability is listed and added to arrive at total liabilities.
Step 3. Each stockholders’ equity item is listed and added to arrive at total

stockholders’ equity.
Step 4. Total liabilities and total stockholders’ equity is added to arrive at

total liabilities and stockholders’ equity.
Step 5. Total assets must equal total liabilities and stockholders’ equity.

The accounting equation must balance in Step 5; hence, the name bal-
ance sheet. The balance sheet for The Hershey Company as of December 31,
2008, is shown in Exhibit 8.

As of December 31, 2008, Hershey’s total assets of $3,635 million equals its
total liabilities of $3,285 million plus its total stockholders’ equity of $350
million.

Statement of Cash Flows
The statement of cash flows reports the change in financial condition due
to the changes in cash during a period. The statement of cash flows is
organized around the three business activities of financing, investing, and
operating. Any changes in cash must be related to one or more of these
activities.
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The net cash flows from operating activities is reported first. This is because
cash flows from operating activities is a primary focus of the company’s
stakeholders. In the short term, creditors use cash flows from operating
activities to assess whether the company’s operating activities are generating
enough cash to repay them. In the long term, a company cannot survive
unless it generates positive cash flows from operating activities. Thus, cash
flows from operating activities is also a focus of employees, managers, sup-
pliers, customers, and other stakeholders who are interested in the long-
term success of the company.

The net cash flows from investing activities is reported second. This is because
investing activities directly impact the operations of the company. Cash
receipts from selling property, plant, and equipment are reported in this
section. Likewise, any purchases of property, plant, and equipment are
reported as cash payments. Companies that are expanding rapidly, such as
start-up companies, normally report negative net cash flows from investing
activities. In contrast, companies that are downsizing or selling segments of
the business may report positive net cash flows from investing activities.

The net cash flows from financing activities is reported third. Any cash
receipts from issuing debt or stock are reported in this section as cash
receipts. Likewise, cash payments of debt and dividends are reported in this
section.

The statement of cash flows is completed by adding the net cash flows
from operating, investing, and financing activities to determine the net in-
crease or decrease in cash for the period. This net increase or decrease in cash is

Balance Sheet: The Hershey CompanyE X H I B I T 8

THE HERSHEY COMPANY
Balance Sheet

December 31, 2008 (in millions)

Assets
Cash $ 37
Accounts receivable 455
Inventories 593
Prepaid expenses 189
Property, plant, and equipment 1,459
Intangibles 665
Other assets 237
Total assets $ 3,635

Liabilities
Accounts payable $ 250
Accrued liabilities 504
Notes and other debt 2,512
Income taxes payable 19
Total liabilities $ 3,285

Stockholders’ Equity
Capital stock $ 712
Retained earnings 3,976
Repurchased capital stock and other equity items (4,338)
Total stockholders’ equity $ 350
Total liabilities and stockholders’ equity $ 3,635
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then added to the cash at the beginning of the period to arrive at the cash at the
end of the period.

The statement of cash flows for The Hershey Company for the year ended
December 31, 2008 is shown in Exhibit 9.

During 2008, Hershey’s operating activities generated a positive net cash
flow of $520 million. Hershey’s investing activities used $199 million of cash
primarily to purchase property, plant, and equipment. Hershey’s financing
activities used $413 million of cash. This cash was used to pay dividends of
$263 million, pay debt of $376 million, and purchase $60 million of its own
stock. A company may purchase its own capital stock if the corporate man-
agement believes its stock is undervalued or for providing stock to employees
or managers as part of an incentive (stock option) plan.4 Hershey received
cash of $286 million by borrowing from creditors.

During 2008, Hershey decreased its cash by $92 million. This decrease is
added to the cash at the beginning of the period of $129 million to arrive at
net cash at the end of the period of $37 million.

Overall, Hershey’s statement of cash flows indicates that Hershey gener-
ated over $520 million in cash flows from its operations. It used this cash to
expand its operations and pay dividends to stockholders. Thus, Hershey
appears to be in a strong operating position.

Integrated Financial Statements
The financial statements are prepared in the following order:

1. income statement

2. retained earnings statement

3. balance sheet

4. statement of cash flows

Statement of Cash Flows: The Hershey CompanyE X H I B I T 9

THE HERSHEY COMPANY
Statement of Cash Flows

For the Year Ended December 31, 2008 (in millions)

Net cash flows from operating activities $ 520
Cash flows from investing activities:

Cash received from selling property, plant, and equipment $ 84
Investments in property, plant, and equipment (283)

Net cash flows used in investing activities $ (199)
Cash flows from financing activities:

Cash receipts from financing activities, including debt $ 286
Dividends paid to stockholders (263)
Repurchase of stock (60)
Other, including repayment of debt (376)

Net cash flows used in financing activities $ (413)
Net decrease in cash during 2008 $ (92)
Cash as of January 1, 2008 129
Cash as of December 31, 2008 $ 37

4 The accounting for a company’s purchase of its own stock is discussed in a later chapter.
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Preparing the financial statements in the preceding order is important
because the financial statements are integrated as follows:5

1. The income and retained earnings statements are integrated. The net
income or net loss reported on the income statement also appears on
the retained earnings statement as either an addition (net income) to or
deduction (net loss) from the beginning retained earnings.

2. The retained earnings statement and the balance sheet are integrated.
The retained earnings at the end of the period on the retained earnings
statement also appears on the balance sheet as a part of stockholders’
equity.

3. The balance sheet and statement of cash flows are integrated. The cash
on the balance sheet also appears as the end-of-period cash on the
statement of cash flows.

To illustrate, The Hershey Company’s financial statements in Exhibits 6–9
are integrated as follows:

1. Net income of $311 million is also reported on the retained earnings
statement as an addition to the beginning retained earnings.

2. Retained earnings of $3,976 million as of December 31, 2008, is also
reported on the balance sheet.

3. Cash of $37 million on the December 31, 2008 balance sheet is also
reported as the end-of-period cash on the statement of cash flows.

The preceding integrations are shown in Exhibit 10. These integrations
are important in analyzing (1) financial statements and (2) the impact of
transactions on the financial statements. In addition, these integrations serve
as a check on whether the financial statements have been prepared correctly.
For example, if the ending cash on the statement of cash flows doesn’t agree
with the balance sheet cash, then an error has occurred.

Accounting Concepts
The four corporate financial statements described and illustrated in the
preceding section were prepared using accounting \rules," called generally
accepted accounting principles (GAAP). Generally accepted accounting
principles (GAAP) are necessary so that stakeholders can compare among
companies and across time. If the management of a company could prepare
financial statements as they saw fit, the comparability between companies
and across time would be impossible.

Accounting principles and concepts develop from research, accepted ac-
counting practices, and pronouncements of regulators. Within the United
States, the Financial Accounting Standards Board (FASB) has the primary
responsibility for developing accounting principles. The FASB publishes
Statements of Financial Accounting Standards as well as interpretations of these
Standards.

The Securities and Exchange Commission (SEC), an agency of the U.S.
government, also has authority over the accounting and financial disclosures

5 Depending upon the method of preparing cash flows from operating activities, net income may also appear on
the statement of cash flows. This method of preparing the statement of cash flows is called the indirect method.
This link and method are illustrated in a later chapter. In addition, Chapter 2 illustrates how cash flows from
operating activities may equal net income.

Obj 5 Describe eight
accounting concepts
underlying financial
reporting.
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for corporations whose stock is traded and sold to the public. The SEC
normally accepts the accounting principles set forth by the FASB. However,
the SEC may issue Staff Accounting Bulletins on accounting matters that may
not have been addressed by the FASB.

Many countries outside the United States use generally accepted ac-
counting principles adopted by the International Accounting Standards
Board (IASB). The IASB issues International Financial Reporting Standards
(IFRS). Significant differences currently exist between FASB and IASB ac-
counting principles. However, the FASB and IASB are working together to
reduce and eliminate these differences into a single set of accounting prin-
ciples. Such a set of worldwide accounting principles would help facilitate
investment and business in an increasingly global economy.

Generally accepted accounting principles (GAAP) rely upon eight sup-
porting accounting concepts as shown in Exhibit 11. Throughout this text,
emphasis is on accounting principles and concepts. In this way, you will gain
an understanding of \why" as well as \how" accounting is applied in busi-
ness. Such an understanding is essential for analyzing and interpreting
financial statements.

Business Entity Concept
The business entity concept limits the economic data recorded in an
accounting system to data related to the activities of that company. In other
words, the company is viewed as an entity separate from its owners, creditors,
or other companies. For example, a company with one owner records the

Integrated Financial StatementsE X H I B I T 10

The Hershey Company
Balance Sheet

December 31, 2008

Assets Liabilities
Stockholders’

Equity

Cash •
••

•

•
•
• Retained Earnings

$     37

$3,635 $3,285

$3,976

$   350

The Hershey Company
Statement of Cash Flows

For the Year Ended Dec. 31, 2008

Operating act.  $  520

Financing act.
(199)Investing act.
(413)

Increase in cash      (92)
Cash, Jan. 1 129

Cash, Dec. 31 $    37

The Hershey Company
Retained Earnings Statement

For the Year Ended Dec. 31, 2008

Retained earnings, Jan. 1 $3,928
Add: Net income $311
Less: Dividends 263 48

Retained earnings, Dec. 31 $3,976

The Hershey Company
Income Statement

For the Year Ended Dec. 31, 2008

Revenues $5,133
Expenses 4,822

Net income $ 311

1 23

$3,635
Total Liabilities + Stockholders’ Equity   

$
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activities of only that company and does not record the personal activities,
property, or debts of the owner. A business entity may take the form of a
proprietorship, partnership, corporation, or limited liability company
(LLC).

To illustrate, the accounting for The Hershey Company, a corporation, is
separate from the accounting for other entities. In other words, the ac-
counting for transactions and events of individual stockholders, creditors, or
other Hershey stakeholders is not included in The Hershey Company’s fi-
nancial statements. Only the transactions and events of the corporation are
included.

Cost Concept
The cost concept initially records assets in the accounting records at their
cost or purchase price. To illustrate, assume that Aaron Publishers pur-
chased the following land on February 20, 2009 for $150,000:

Price listed by seller on January 1, 2009 $160,000
Aaron Publishers’ initial offer to buy on January 31, 2009 140,000
Estimated selling price on December 31, 2012 220,000
Assessed value for property taxes, December 31, 2012 190,000

Under the cost concept, Aaron Publishers records the purchase of the
land on February 20, 2009, at the purchase price of $150,000. The other
amounts listed above have no effect on the accounting records.

Accounting Principles and ConceptsE X H I B I T 11

Financial Statements

Generally Accepted Accounting Principles
(GAAP)

Retained
Earnings

Statement
Income

Statement

Statement
of

Cash Flows
Balance
Sheet

Accounting Concepts

• Business Entity Concept

• Cost Concept

• Going Concern Concept

• Matching Concept

• Objectivity Concept

• Unit of Measure Concept

• Adequate Disclosure Concept

• Accounting Period Concept

18 Chapter 1



The fact that the land has an estimated selling price of $220,000 on
December 31, 2012, indicates that the land has increased in value. However,
to use the $220,000 in the accounting records would be to record an illusory
or unrealized profit. If Aaron Publishers sells the land on January 9, 2013, for
$240,000, a profit of $90,000 ($240,000 – $150,000) is then realized and
recorded. The new owner would record $240,000 as its cost of the land.

Going Concern Concept
The going concern concept assumes that a company will continue in business
indefinitely. This assumption is made because the amount of time that a
company will continue in business is not known.

The going concern concept justifies the use of the cost concept for re-
cording purchases, such as land. For example, in the preceding illustration
Aaron Publishers plans to build a plant on the land. Since Aaron Publishers
does not plan to sell the land, reporting changes in the market value of the
land is irrelevant. That is, the amount Aaron Publishers could sell the land
for if it went out of business is not important. This is because Aaron Pub-
lishers plans to continue its operations.

If, however, there is strong evidence that a company is planning on
discontinuing its operations, then the accounting records are revised. To
illustrate, the assets and liabilities of businesses in receivership or bankruptcy
are valued from a quitting concern or liquidation point of view, rather than
from the going concern point of view.

Matching Concept
The matching concept reports the revenues earned by a company for a per-
iod with the expenses incurred in generating the revenues. That is, expenses
are matched against the revenues they generated.

Revenues are normally recorded at the time a product is sold or a service
is rendered, which is referred to as revenue recognition. At the point of sale, the
sale price has been agreed upon, the buyer acquires ownership of the pro-
duct or acquires the service, and the seller has a legal claim against the buyer
for payment.

The following excerpt from the notes to Hershey’s annual report de-
scribes when it records sales:

The Corporation records sales when . . . a . . . customer order with a fixed price
has been received, . . . the product has been shipped, . . . there is no further
obligation to assist in the resale of the product, and collectability (of the account
receivable) is reasonably assured.

Objectivity Concept
The objectivity concept requires that entries in the accounting records and
the data reported on financial statements be based on verifiable or objective
evidence. For example, invoices, bank statements, and a physical count of
supplies on hand are all objective and verifiable. Thus, they can be used for
entering amounts in the accounting system. In some cases, judgments, esti-
mates, and other subjective factors may have to be used in preparing
financial statements. In such situations, the most objective evidence available
is used.
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Unit of Measure Concept
In the United States, the unit of measure concept requires that all economic
data be recorded in dollars. Other relevant, nonfinancial information may
also be recorded, such as terms of contracts. However, it is only through
using dollar amounts that the various transactions and activities of a business
can be measured, summarized, reported, and compared. Money is common
to all business transactions and thus, it is the unit of measurement for fi-
nancial reporting.

Adequate Disclosure Concept
The adequate disclosure concept requires that the financial statements, in-
cluding related footnotes, contain all relevant data a stakeholder needs to
understand the financial condition and performance of the company.
Nonessential data are excluded to avoid clutter.

Accounting Period Concept
The accounting period concept requires that accounting data be recorded
and summarized in financial statements for periods of time. For example,
transactions are recorded for a period of time such as a month or a year. The
accounting records are then summarized and updated before preparing
the financial statements.

The financial history of a company may be shown by a series of balance
sheets and income statements. If the life of a company is expressed by a line
moving from left to right, the financial history of the company may
be graphed as shown in Exhibit 12.

Responsible Reporting
The reliability of the financial reporting system is important to the economy
and for the ability of businesses to raise money from investors. That is,
stockholders and creditors require accurate financial reporting before they
will invest their money. Scandals and financial reporting frauds threaten the
confidence of investors. Exhibit 13 is a partial list of financial reporting
frauds and abuses.

The companies listed in Exhibit 13 were caught in the midst of ethical
lapses that led to fines, firings, and criminal or civil prosecution. The second
column of Exhibit 13 identifies the accounting concept that was violated in

Financial History of a CompanyE X H I B I T 12

Balance sheet
Dec. 31, 2009

 DEC.  31

2 0 0 9

F I N A N C I A L  H I S T O R Y  O F  A  C O M PA N Y

Income statement
for the year ended

Dec. 31, 2009

Balance sheet
Dec. 31, 2010

 DEC.  31

2 0 1 0Income statement
for the year ended

Dec. 31, 2010

Balance sheet
Dec. 31, 2011

 DEC.  31

2 0 1 1Income statement
for the year ended

Dec. 31, 2011
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committing these unethical business practices. For example, the WorldCom
fraud involved reporting various expense items as though they were assets.
This is a violation of the matching concept and resulted in overstating
income and assets. The third column of the exhibit identifies some of the

Accounting FraudsE X H I B I T 13

Company Concept Violated Result
Adelphia Business Entity Concept: Rigas family treated the

company assets as their own.
Bankruptcy. Rigas family members convicted of

fraud and lost their investment in the company.

AIG Business Entity Concept: Compensation
transactions with an off-shore company that
should have been disclosed on AIG’s books.

CEO (Chief Executive Officer) resigned. AIG paid
$126 million in fines.

AOL and
PurchasePro

Matching Concept: Back-dated contracts to
inflate revenues.

Civil charges filed against senior executives of both
companies. $500 million fine.

Computer
Associates

Matching Concept: Fraudulently inflating
revenues.

CEO and senior executives indicted. Five executives
pled guilty. $225 million fine.

Enron Business Entity Concept: Treated transactions as
revenue, when they should have been
treated as debt.

Bankruptcy. Criminal charges against senior
executives. Over $60 billion in stock market
losses.

Fannie Mae Accounting Period Concept: Managing earnings by
shifting expenses between periods.

CEO and CFO fired. $9 billion in restated
earnings.

HealthSouth Matching Concept: $4 billion in false entries to
overstate revenues.

Senior executives face regulatory and civil charges.

Quest Matching Concept: Improper recognition of $3
billion in revenue.

CEO and six other executives charged with
“massive financial fraud.” $250 million SEC
fine.

Tyco Adequate Disclosure Concept: Failure to disclose
secret loans to executives that were
subsequently forgiven.

CEO forced to resign and was convicted in
criminal proceedings.

WorldCom Matching Concept: Improperly treated expenses
as assets.

Bankruptcy. Criminal conviction of CEO and CFO.
Over $100 billion in stock market losses.
Directors fined $18 million.

Xerox Matching Concept: Recognized $3 billion in
revenue in periods earlier than should have
been recognized.

$10 million fine to SEC. Six executives fined $22
million.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Doing the Right Thing

Time magazine named three women as “Persons of
the Year 2002.” Each of these not-so-ordinary women
had the courage, determination, and integrity to do the
right thing. Each risked their personal careers to ex-
pose shortcomings in their organizations. Sherron
Watkins, an Enron vice president, wrote a letter to
Enron’s chairman, Kenneth Lay, warning him of im-
proper accounting that eventually led to Enron’s col-
lapse. Cynthia Cooper, an internal accountant,

informed WorldCom’s Board of Directors of phony
accounting that allowed WorldCom to cover up over
$3 billion in losses and forced WorldCom into bank-
ruptcy. Coleen Rowley, an FBI staff attorney, wrote a
memo to FBI Director Robert Mueller, exposing
how the Bureau brushed off her pleas to investigate
Zacarias Moussaoui, who was indicted as a co-
conspirator in the September 11 terrorist attacks.
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results of these events. In most cases, senior and midlevel executives lost
their jobs and were sued by upset investors. In some cases, the executives also
were criminally prosecuted and are serving prison terms.

What went wrong for the managers and companies listed in Exhibit 13?
The answer normally involved one or both of the following factors:

● Failure of Individual Character. Ethical managers and accountants are honest
and fair. However, managers and accountants often face pressures from
supervisors to meet company and investor expectations. In many of the
cases in Exhibit 13, managers and accountants justified small ethical vio-
lations to avoid such pressures. However, these small violations became big
violations as the company’s financial problems became worse.

● Culture of Greed and Ethical Indifference. By their behavior and attitude, se-
nior managers set the company culture. In most of the companies listed in
Exhibit 13, the senior managers created a culture of greed and in-
difference to the truth.

As a result of accounting and business frauds, the United States Congress
passed laws to monitor the behavior of accounting and business. For ex-
ample, the Sarbanes-Oxley Act of 2002 (SOX) was enacted. SOX established
a new oversight body for the accounting profession called the Public Com-
pany Accounting Oversight Board (PCAOB). In addition, SOX established
standards for independence, corporate responsibility, and disclosure.

How does one behave ethically when faced with financial or other types of
pressure? Guidelines for behaving ethically are shown in Exhibit 14.

Many companies have ethical standards of conduct for managers and
employees. In addition, the Institute of Management Accountants and the
American Institute of Certified Public Accountants have professional codes
of conduct.

Guidelines for Ethical ConductE X H I B I T 14

1. Identify an ethical decision by using your personal ethical standards of honesty and
fairness.

2. Identify the consequences of the decision and its effect on others.

3. Consider your obligations and responsibilities to those that will be affected by your
decision.

4. Make a decision that is ethical and fair to those affected by it.

Key Points

1. Describe the types and forms of businesses,
how businesses make money, and business
stakeholders.
The three types of businesses operated for
profit include manufacturing, merchandis-
ing, and service businesses. Such businesses
may be organized as proprietorships, part-
nerships, corporations, and limited liability

companies. A business may make money
(profits) by gaining an advantage over its
competitors using a low-cost or a premium-
price emphasis. Under a low-cost emphasis, a
business designs and produces products or
services at a lower cost than its competitors.
Under a premium-price emphasis, a business tries
to design products or services that possess

In 2008, Bernard Madoff
admitted of defrauding
clients of up to $50 billion in
a massive Ponzi scheme
that was committed over a
number of years.
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unique attributes or characteristics for which
customers are willing to pay more. A busi-
ness’s economic performance is of interest to
its stakeholders. Business stakeholders
include four categories: capital market
stakeholders, product or service market sta-
keholders, government stakeholders, and
internal stakeholders.

2. Describe the three business activities of
financing, investing, and operating.
All businesses engage in financing, investing,
and operating activities. Financing activities
involve obtaining funds to begin and operate
a business. Investing activities involve obtain-
ing the necessary resources to start and oper-
ate the business. Operating activities involve
using the business’s resources according to its
business emphasis.

3. Define accounting and describe its role in
business.
Accounting is an information system that pro-
vides reports to stakeholders about the

economic activities and condition of a busi-
ness. Accounting is the \language of business."

4. Describe and illustrate the basic financial
statements and how they interrelate.
The principal financial statements of a cor-
poration are the income statement, the
retained earnings statement, the balance
sheet, and the statement of cash flows.
The income statement reports a period’s net
income or net loss, which also appears on the
retained earnings statement. The ending
retained earnings reported on the retained
earnings statement is also reported on the
balance sheet. The ending cash balance is re-
ported on the balance sheet and the statement
of cash flows.

5. Describe eight accounting concepts
underlying financial reporting.
The eight accounting concepts discussed in
this chapter include the business entity, cost,
going concern, matching, objectivity, unit of
measure, adequate disclosure, and account-
ing period concepts.

Key Terms

Accounting An information system that provides
reports to stakeholders about the economic ac-
tivities and condition of a business.

Accounting equation Assets = Liabilities + Stock-
holders’ Equity

Accounting period concept An accounting con-
cept in which accounting data are recorded and
summarized in a period process.

Accounts payable Liabilities for amounts in-
curred from purchases of products or services in
the normal operations of a business.

Accounts receivable Receivables created by sell-
ing merchandise or services on credit.

Adequate disclosure concept An accounting
concept that requires financial statements to in-
clude all relevant data a reader needs to under-
stand the financial condition and performance of
a business.

Administrative expenses Costs not directly re-
lated to selling, such as officer salaries.

Assets The resources owned by a business.

Balance sheet A list of the assets, liabilities, and
owner’s equity as of a specific date, usually at the
close of the last day of a month or a year.

Bonds payable A type of long-term debt finan-
cing with a face amount that is in the future with
interest that is normally paid semiannually.

Business An organization in which basic
resources (inputs), such as materials and labor,
are assembled and processed to provide goods
and services (outputs) to customers.

Business entity concept An accounting concept
that limits the economic data in the accounting sys-
tem of a specific business or entity to data related
directly to the activities of that business or entity.

Business stakeholder A person or entity that has
an interest in the economic performance of a
business.

Capital stock Types of stock a corporation may
issue.
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Common stock The basic type of stock issued to
stockholders of a corporation when a corporation
has issued only one class of stock.

Corporation A business organized under state or
federal statues as a separate legal entity.

Cost concept An accounting concept that
determines the amount initially entered into the
accounting records for purchases.

Cost of goods sold The cost of products sold may
also be referred to as cost of merchandise sold or
cost of sales.

Cost of merchandise sold The cost of products
sold may also be referred to as cost of sales or cost
of goods sold.

Cost of sales The cost of products sold may also
be referred to as cost of merchandise sold or cost
of goods sold.

Dividends Distributions of the earnings of a cor-
poration to its stockholders.

Expenses Costs used to earn revenues.

Fees earned Revenues received from providing
services.

Financial accounting The branch of accounting
that is associated with preparing reports for users
external to the business.

Financial Accounting Standards Board (FASB)
The authoritative body that has the primary re-
sponsibility for developing accounting principles.

Financial statements Financial reports that sum-
marize the effects of events on a business.

Financing activities Business activities that
involve obtaining funds to begin and operate a
business.

Generally accepted accounting principles (GAAP)
Rules for the way financial statements should be
prepared.

Going concern concept An accounting concept
that assumes a business will continue operating
for an indefinite period of time.

Income statement A summary of the revenue and
expenses for a specific period of time, such as a
month or a year.

Intangible assets Long-lived assets that are useful
in the operations of a business, are not held for
sale, and are without physical qualities.

Interest payable A liability to pay interest on a
due date.

International Accounting Standards Board An
authoritative body that establishes accounting

principles and practices for companies outside of
the United States.

Investing activities Business activities that involve
obtaining the necessary resources to start and
operate the business.

Liabilities The rights of creditors that represent
a legal obligation to repay an amount borrowed
according to terms of the borrowing agreement.

Limited liability company (LLC) A form of cor-
poration that combines attributes of a partner-
ship and a corporation.

Low-cost strategy A strategy in which a company
designs and produces products or services at a
lower cost than its competitors.

Managerial accounting The branch of account-
ing that aids management in making financing,
investing, and operating decisions for the
company.

Manufacturing businesses A type of business that
changes basic inputs into products that are sold
to individual customers.

Matching concept An accounting concept that
requires expenses of a period to be matched with
the revenue generated during that period.

Merchandising businesses Businesses that sell
products they purchase from other businesses to
customers.

Net income The excess of revenues over
expenses.

Net loss The excess of expenses over revenues.

Note payable A type of short- or long-term
financing that requires payment of the amount
borrowed plus interest.

Objectivity concept An accounting concept that
requires accounting records and data reported in
financial statements be based on objective
evidence.

Operating activities Business activities that in-
volve using the business’s resources to implement
its business strategy.

Owner’s equity The financial rights of the owner.

Partnership A business owned by two or more
individuals.

Premium-price strategy A strategy in which a
company tries to design and produce products or
services that serve unique market needs, allowing
it to charge premium prices.

Prepaid expenses Assets resulting from the pre-
payment of future expenses such as insurance or
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rent that are expected to become expenses over
time or through the normal operations of the
business; often called deferred expenses.
Profit The excess of the amounts received from
customers for goods or services and the amounts
paid for the inputs used to provide the goods or
services.

Proprietorship A business owned by one
individual.

Retained earnings Net income retained in a
corporation.

Retained earnings statement A summary of the
changes in the retained earnings of a corporation
for a specific period of time, such as a month or a
year.

Revenue The increase in assets from selling pro-
ducts or services to customers.

Sales Revenues received from selling products.

Securities and Exchange Commission An agency
of the U.S. government that has authority over
the accounting and financial disclosures for cor-
porations whose stock is traded and sold to the
public.

Selling expenses Costs directly related to the
selling of a product or service such as sales sal-
aries and advertising expenses.

Service businesses A type of business that pro-
vides services rather than products to customers.

Statement of cash flows A summary of the cash
receipts and cash payments for a specific period
of time, such as a month or a year.

Statement of financial condition Reports the fi-
nancial condition as of a point in time; often re-
ferred to as the balance sheet.

Stockholders’ equity The stockholders’ rights to
the assets of a business.

Stockholders Investors who purchase stock in a
corporation.

Tangible assets Assets such as machinery, build-
ings, computers, office furnishings, trucks, and
automobiles that have physical characteristics.

Unit of measure concept An accounting concept
requiring that economic data be recorded in
dollars.

Illustrative Problem

The financial statements at the end of Spratlin Consulting’s first month of
operations follow.

SPRATLIN CONSULTING
Income Statement

For the Month Ended June 30, 2010

Fees earned $36,000
Operating expenses:

Wages expense $12,000
Rent expense 7,640
Utilities expense (a)
Miscellaneous expense 1,320

Total operating expenses 23,120
Net income $(b)

SPRATLIN CONSULTING
Retained Earnings Statement

For the Month Ended June 30, 2010

Net income for June $ (c)
Less dividends (d)
Retained earnings, June 30, 2010 $ (e)
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SPRATLIN CONSULTING
Balance Sheet
June 30, 2010

Assets
Cash $ 5,600
Land 50,000
Total assets $(f)

Liabilities
Accounts payable $ 1,920

Stockholders’ Equity
Capital stock (g)
Retained earnings (h)

Total stockholders’ equity $ (i)
Total liabilities and stockholders’ equity $ (j)

SPRATLIN CONSULTING
Statement of Cash Flows

For the Month Ended June 30, 2010

Cash flows from operating activities:
Cash received from customers $ 36,000
Deduct cash payments for operating expenses (k)
Net cash flows from operating activities $14,800

Cash flows from investing activities:
Cash payments for acquisition of land (l)

Cash flows from financing activities:
Cash received from issuing capital stock $ 48,000
Deduct dividends 7,200
Net cash flows from financing activities (m)

Net cash flow and June 30, 2010 cash balance $ (n)

Instructions
By analyzing how the four financial statements are integrated, determine the
proper amounts for (a) through (n).

Solution
a. Utilities expense, $2,160 ($23,120 – $12,000 – $7,640 – $1,320)

b. Net income, $12,880 ($36,000 – $23,120)

c. Net income, $12,880 (same as b)

d. Dividends, $7,200 (from statement of cash flows)

e. Retained earnings, $5,680 ($12,880 – $7,200)

f. Total assets, $55,600 ($5,600 + $50,000)

g. Capital stock, $48,000 (from the statement of cash flows)

h. Retained earnings, $5,680 (same as e)

i. Total stockholders’ equity, $53,680 ($48,000 + $5,680)

j. Total liabilities and stockholders’ equity, $55,600 ($1,920 + $53,680)
(same as f)

k. Cash payments for operating expenses, $21,200 ($36,000 – $14,800)
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l. Cash payments for acquisition of land, $50,000 (from balance sheet)

m. Net cash flows from financing activities, $40,800 ($48,000 – $7,200)

n. Net cash flow and June 30, 2010 cash balance, $5,600 ($14,800 – $50,000 +
$40,800)

Self-Examination Questions (Answers appear at the end of chapter.)

1. A profit-making business operating as a se-
parate legal entity and in which ownership is
divided into shares of stock is known as a:

A. proprietorship.

B. service business.

C. partnership.

D. corporation.

2. The resources owned by a business are called:

A. assets.

B. liabilities.

C. the accounting equation.

D. stockholders’ equity.

3. A listing of a business entity’s assets, liabilities,
and stockholders’ equity as of a specific date is:

A. a balance sheet.

B. an income statement.

C. the retained earnings statement.

D. a statement of cash flows.

4. If total assets are $20,000 and total liabilities
are $12,000, the amount of stockholders’
equity is:

A. $32,000.

B. ($32,000).

C. ($8,000).

D. $8,000.

5. If revenue was $45,000, expenses were
$37,500, and dividends were $10,000, the
amount of net income or net loss would be:

A. $45,000 net income.

B. 7,500 net income.

C. $37,500 net loss.

D. $2,500 net loss.

Class Discussion Questions

1. What is the objective of most businesses?

2. What is the difference between a manu-
facturing business and a merchandising
business? Give an example of each type of
business.

3. What is the difference between a manu-
facturing business and a service business?
Is a restaurant a manufacturing business, a
service business, or both?

4. Why are most large companies like Google,
CocaCola, Ford, and IBM organized as
corporations?

5. Both KIA and Porsche produce and sell auto-
mobiles. Describe and contrast the business
emphasis of KIA and Porsche.

6. Assume that a friend of yours operates a
family-owned pharmacy. A Super Wal-Mart is

scheduled to open in the next several months
that will also offer pharmacy services. What
business emphasis would your friend use to
compete with the Super Wal-Mart pharmacy?

7. What services does eBay offer its customers?

8. A business’s stakeholders can be classified
into capital market, product or service mar-
ket, government, and internal stakeholders.
Will the interests of all the stakeholders with-
in a classification be the same? Use bankers
and stockholders of the capital market as an
example in answering this question.

9. The three business activities are financing,
investing, and operating. Using Delta Air
Lines, give an example of a financing, in-
vesting, and operating activity.

10. What is the role of accounting in business?
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11. Briefly describe the nature of the informa-
tion provided by each of the following fi-
nancial statements: the income statement,
the retained earnings statement, the balance
sheet, and the statement of cash flows. In
your descriptions, indicate whether each of
the financial statements covers a period of
time or is for a specific date.

12. For the year ending February 2, 2008, Gap
Inc. had revenues of $15,763 million and total
expenses of $14,930 million. Did Gap Inc. (a)
incur a net loss or (b) realize net income?

13. What particular item of financial or operat-
ing data appears on both the income state-
ment and the retained earnings statement?
What item appears on both the balance
sheet and the retained earnings statement?
What item appears on both the balance
sheet and statement of cash flows?

14. Megan Graft is the owner of Mission Delivery
Service. Recently, Megan paid interest of
$5,000 on a personal loan of $80,000 that she
used to begin the business. Should Mission
Delivery Service record the interest payment?
Explain.

15. On July 6, Imperial Repair Service extended
an offer of $90,000 for land that had been
priced for sale at $120,000. On August 17,
Imperial Repair Service accepted the seller’s
counteroffer of $99,000. Describe how Im-
perial Repair Service should record the land.

16. Land with an assessed value of $300,000 for
property tax purposes is acquiredby abusiness
for $500,000. Seven years later, the plot of land
has an assessed value of $900,000 and the
business receives an offer of $1,200,000 for it.
Should the monetary amount assigned to the
land in the business recordsnow be increased?

Exercises

Indicate whether each of the following companies is primarily a service, mer-
chandise, or manufacturing business. If you are unfamiliar with the company,
you may use the Internet to locate the company’s home page or use the finance
Web site of Yahoo.com.

1. Alcoa
2. AT&T
3. Boeing
4. Caterpillar
5. Citigroup
6. CVS
7. Dow Chemical
8. FedEx

9. First Republic Bank
10. Ford Motor
11. Gap Inc.
12. Hilton Hotels
13. H&R Block Inc.
14. Procter & Gamble
15. Sears Roebuck

Identify the primary business emphasis of each of the following companies as
(a) a low-cost emphasis or (b) a premium-price emphasis. If you are unfamiliar
with the company, you may use the Internet to locate the company’s home page
or use the finance Web site of Yahoo.com.

1. BMW
2. Charles Schwab
3. Best Buy
4. Coca-Cola
5. Dollar General
6. Goldman Sachs Group

7. Home Depot
8. Sub-Zero
9. Nike

10. Office Depot
11. Sara Lee
12. Southwest Airlines

E1-1
Types of businesses

Obj 1

E1-2
Business emphasis

Obj 1
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The total assets and total liabilities of Best Buy and Hewlett-Packard are shown
here.

Best Buy
(in millions)

Hewlett-Packard
(in millions)

Assets $12,758 $113,331
Liabilities 8,274 74,389

Determine the stockholders’ equity of each company.

The total assets and total liabilities of Marathon Oil and Dell are shown here.

Marathon Oil
(in millions)

Dell
(in millions)

Assets $42,686 $26,500
Liabilities 21,277 22,229

Determine the stockholders’ equity of each company.

Determine the missing amount for each of the following:

Assets = Liabilities + Stockholders’ Equity
a. X = $ 35,000 + $60,000
b. $ 80,000 = X + $ 35,000
c. $675,000 = $227,000 + X

Determine the missing amounts (in millions) for the condensed balance sheets
shown below.

Target Wal-Mart Costco
Assets $ 44,106 $ (b) $20,682
Liabilities (a) 98,906 11,490
Stockholders’ equity 13,712 64,608 (c)

The income statement of a corporation for the month of June indicates a net
income of $150,000. During the same period, $180,000 in cash dividends were
paid.

Would it be correct to say that the business incurred a net loss of $30,000
during the month? Discuss.

Four different companies, Alpha, Beta, Charlie, and Dawg, show the same bal-
ance sheet data at the beginning and end of a year. These data, exclusive of the
amount of owners’ equity, are summarized as follows:

Total
Assets

Total
Liabilities

Beginning of the year $400,000 $150,000
End of the year 675,000 315,000

E1-3
Accounting equation

Obj 4

✓ Best Buy, $4,484

E1-4
Accounting equation

Obj 4

✓ Dell, $4,271

E1-5
Accounting equation

Obj 4

✓ a. $95,000

E1-6
Accounting equation

Obj 4

✓ a. $30,394

E1-7
Net income and dividends

Obj 4

E1-8
Net income and stockholders’
equity for four businesses

Obj 4

✓ Company Alpha: Net
income, $110,000
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On the basis of the preceding data and the following additional information for
the year, determine the net income (or loss) of each company for the year.
(Hint: First determine the amount of increase or decrease in stockholders’
equity during the year.)

Company Alpha: No additional capital stock was issued, and no dividends were
paid.

Company Beta: No additional capital stock was issued, but dividends of $35,000
were paid.

Company Charlie: Capital stock of $90,000 was issued, but no dividends were
paid.

Company Dawg: Capital stock of $90,000 was issued, and dividends of $35,000
were paid.

Staples, Inc., is a leading office products distributor, with retail stores in the
United States, Canada, Asia, Europe, and South America. The following fi-
nancial statement data were adopted from Staples’ financial statements as of
January 31, 2009 and February 2, 2008:

2009
(in thousands)

2008
(in thousands)

Total assets $13,005,978 $9,036,344
Total liabilities (1) 3,318,337
Total stockholders’ equity 5,564,207 (2)
Sales 23,083,775
Cost of goods sold 16,836,839
Selling and administrative expenses 4,631,219
Other income and (expense) (381,590)
Income tax expense 428,863

a. Determine the missing data indicated for (1) and (2).
b. Using the income statement data for 2009, determine the amount of net

income or loss.

From the following list of selected items taken from the records of Metro
Appliance Service as of a specific date, identify those that would appear on the
balance sheet.

1. Accounts Payable
2. Capital Stock
3. Cash
4. Fees Earned
5. Land

6. Salaries Expense
7. Salaries Payable
8. Supplies
9. Supplies Expense

10. Utilities Expense

Based on the data presented in Exercise 1-10, identify those items that would
appear on the income statement.

E1-9
Accounting equation and
income statement

Obj 4

✓ 1. $7,441,771

E1-10
Balance sheet items

Obj 4

E1-11
Income statement items

Obj 4
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Identify each of the following items as (a) an asset, (b) a liability, (c) revenue,
(d) an expense, or (e) a dividend:

1. Amounts due from customers
2. Amounts owed vendors
3. Cash on hand
4. Cash paid to stockholders
5. Cash sales
6. Equipment

7. Note payable owed to the bank
8. Rent paid for the month
9. Sales commissions paid to

salespersons
10. Wages paid to employees

Financial information related to In Good Taste Company for the month ended
April 30, 2010, is as follows:

Net income for April $ 125,000
Dividends during April 18,000
Retained earnings, April 1, 2010 395,000

Prepare a retained earnings statement for the month ended April 30, 2010.

Idyllwild Services was organized on August 1, 2010. A summary of the revenue
and expense transactions for August follows:

Fees earned $800,000
Wages expense 380,000
Miscellaneous expense 17,500
Rent expense 42,200
Supplies expense 8,300

Prepare an income statement for the month ended August 31.

One item is omitted in each of the following summaries of balance sheet and
income statement data for four different corporations, East, North, South, and
West.

East North South West
Beginning of the year:

Assets $500,000 $300,000 $160,000 $ (d)
Liabilities 200,000 130,000 121,600 350,000

End of the year:
Assets 750,000 460,000 144,000 1,200,000
Liabilities 300,000 110,000 128,000 700,000

During the year:
Additional issue of capital stock (a) 50,000 16,000 100,000
Dividends 40,000 20,000 (c) 90,000
Revenue 125,000 (b) 184,000 420,000
Expenses 65,000 70,000 196,000 480,000

Determine the missing amounts, identifying them by letter. [Hint: First
determine the amount of increase or decrease in owners’ (stockholders’) equity
during the year.]

E1-12
Financial statement items

Obj 4

E1-13
Retained earnings statement

Obj 4

S P R E A D S H E E T

✓ Retained earnings,
April 30, 2010:
$502,000

E1-14
Income statement

Obj 4

S P R E A D S H E E T

✓ Net income: $352,000

E1-15
Missing amounts from balance
sheet and income statement
data

Obj 4

✓ (a) $130,000
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Financial information related to Joshua Tree Interiors for August and Septem-
ber 2010 is as follows:

August 31, 2010 September 30, 2010
Accounts payable $ 40,000 $ 55,000
Accounts receivable 75,000 90,000
Capital stock 60,000 60,000
Retained earnings ? ?
Cash 110,000 140,000
Supplies 15,000 20,000

a. Prepare balance sheets for Joshua Tree Interiors as of August 31 and as of
September 30, 2010.

b. Determine the amount of net income for September, assuming that no ad-
ditional capital stock was issued and no dividends were paid during the
month.

c. Determine the amount of net income for September, assuming that no ad-
ditional capital stock was issued but dividends of $17,500 were paid during the
month.

Each of the following items is shown in the financial statements of ExxonMobil
Corporation. Identify the financial statement (balance sheet or income state-
ment) in which each item would appear.

a. Accounts payable
b. Cash equivalents
c. Crude oil inventory
d. Equipment
e. Exploration expenses
f. Income taxes payable
g. Investments
h. Long-term debt

i. Marketable securities
j. Notes and loans payable
k. Operating expenses
l. Prepaid taxes

m. Retained earnings
n. Sales
o. Selling expenses

Indicate whether each of the following cash activities would be reported on the
statement of cash flows as (a) an operating activity, (b) an investing activity, or
(c) a financing activity.

1. Issued capital stock
2. Paid rent
3. Paid for office equipment
4. Sold services
5. Issued a note payable

6. Sold excess office equipment
7. Paid officers’ salaries
8. Paid for advertising
9. Paid insurance

10. Paid dividends

Indicate whether each of the following activities would be reported on the
statement of cash flows as (a) an operating activity, (b) an investing activity, or
(c) a financing activity.

1. Cash received from investment by stockholders
2. Cash received from fees earned
3. Cash paid for expenses
4. Cash paid for land

E1-16
Balance sheets, net income

Obj 4

S P R E A D S H E E T

✓ b. $35,000

E1-17
Financial statements

Obj 4

E1-18
Statement of cash flows

Obj 4

E1-19
Statement of cash flows

Obj 4
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Pantera Inc. was organized on May 1, 2011. A summary of cash flows for May
follows.

Cash receipts:
Cash received from customers $300,000
Cash received for capital stock 275,000
Cash received from note payable 55,000

Cash payments:
Cash paid out for expenses $180,000
Cash paid out for purchase of equipment 95,000
Cash paid as dividends 15,000

Prepare a statement of cash flows for the month ended May 31, 2011.

A company’s stakeholders often differ in their financial statement focus. For
example, some stakeholders focus primarily on the income statement, while
others may focus primarily on the statement of cash flows or the balance sheet.
For each of the following situations, indicate which financial statement would
be the likely focus for the stakeholder. Choose either the income statement,
balance sheet, or statement of cash flows and justify your choice.

Situation 1: Assume that you are considering purchasing a personal computer
from Dell.

Situation 2: Assume that you are considering investing in eBay (capital market
stakeholder).

Situation 3: Assume that you are employed by Sara Lee Corporation (product
market stakeholder) and are considering whether to extend credit for a 60-
day period to a new grocery store chain that has recently opened through-
out the Midwest.

Situation 4: Assume that you are considering taking a job (internal stakeholder)
with either Sears or JCPenney.

Situation 5: Assume that you are a banker for US Bank (capital market stake-
holder), and you are considering whether to grant a major credit line (loan)
to Target. The credit line will allow Target to borrow up to $400 million for a
5-year period at the market rate of interest.

Amazon.com, Inc. operates as an online retailer in North America and inter-
nationally. Both Amazon and third parties, via the Amazon.com Web site, sell
products across various product categories.

The following items were adapted from the annual report of Amazon.com for
the period ending December 31, 2008:

In millions
1. Accounts payable $ 4,687
2. Accounts receivable 1,031
3. Intangible assets 598
4. Interest expense 71
5. Inventories 1,399
6. Cost of sales 14,896
7. Selling general and administrative expenses 3,428
8. Income tax expense 247
9. Net cash provided by operating activities 1,697
10. Net cash flows used for investing activities 1,199

(Continued )

E1-20
Statement of cash flows

Obj 4

S P R E A D S H E E T

✓ Net cash flows from
operating activities,
$120,000

E1-21
Using financial statements

Obj 4

E1-22
Financial statement items

Obj 4
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In millions
11. Net sales 19,166
12. Other income 121
13. Property, plant, and equipment 854
14. Purchase of capital stock 89
15. Retained earnings (Jan. 1, 2008) (1,375)

Using the following notations, indicate on which financial statement you
would find each of the preceding items. (Note: An item may appear on more
than one statement.)

IS Income statement
RE Retained earnings statement
BS Balance sheet
SCF Statement of cash flows

Based on the Amazon.com, Inc. financial statement data shown in Exercise 1-22,
prepare an income statement for the year ending December 31, 2008.

Though the McDonald’s menu of hamburgers, cheeseburgers, the Big Macâ,
Quarter Pounderâ, Filet-O-Fishâ, and Chicken McNuggetsâ is easily recognized,
McDonald’s financial statements may not be as familiar. The following items
were adapted from a recent annual report of McDonald’s Corporation:

1. Accounts payable
2. Accrued interest payable
3. Capital stock outstanding
4. Cash
5. Cash provided by operations
6. Food and packaging costs

used in operations
7. Income tax expense
8. Interest expense
9. Inventories

10. Long-term debt payable

11. Net income
12. Net increase in cash
13. Notes payable
14. Notes receivable
15. Occupancy and rent expense
16. Payroll expense
17. Prepaid expenses not yet

used in operations
18. Property and equipment
19. Retained earnings
20. Sales

Identify the financial statement on which each of the preceding items would
appear. An item may appear on more than one statement. Use the following
notations:

IS Income statement
RE Retained earnings statement
BS Balance sheet
SCF Statement of cash flows

Redwood Realty, organized May 1, 2011, is owned and operated by Lorrimer
Fleming. How many errors can you find in the following financial statements
for Redwood Realty, prepared after its first month of operations? Assume that
the cash balance on May 31, 2011, is $46,600 and that cash flows from operating
activities is reported correctly.

E1-23
Income statement

Obj 4

✓ Net income, $645

E1-24
Financial statement items

Obj 4

E1-25
Financial statements

Obj 4

✓ Correct amount
of total assets is
$195,000
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REDWOOD REALTY
Income Statement

May 31, 2011

Sales commissions $308,400
Operating expenses:

Office salaries expense $172,600
Rent expense 31,200
Miscellaneous expense 2,200
Automobile expense 7,900

Total operating expenses 213,900
Net income $134,500

LORRIMER FLEMING
Retained Earnings Statement

May 31, 2010

Retained earnings, May 1, 2011 $ 17,800
Less dividends during May 12,000

$ 5,800
Net income for the month 134,500
Retained earnings, May 31, 2011 $140,300

Balance Sheet
For the Month Ended May 31, 2011

Assets
Cash $ 46,600
Accounts payable 12,500
Land 60,000
Total assets $119,100

Liabilities
Accounts receivable $ 81,200
Prepaid expenses 7,200

Stockholders’ Equity
Capital stock $100,000
Retained earnings 140,300 240,300
Total liabilities and stockholders’ equity $328,700

Statement of Cash Flows
May 31, 2011

Cash flows from operating activities:
Cash received from customers $227,200
Cash paid for operating expenses 208,600
Net cash flow from operating activities $ 18,600

Cash flows from financing activities:
Cash received from issuance of capital stock $100,000
Dividends paid to stockholders (12,000)
Net cash flow from financing activities 88,000

Net cash flow and cash balance as of May 31, 2011 $106,600

Match each of the following statements with the appropriate accounting con-
cept. Some concepts may be used more than once, while others may not be used
at all. Use the notations shown to indicate the appropriate accounting concept.

E1-26
Accounting concepts

Obj 5
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Accounting Concept Notation
Accounting period concept P
Adequate disclosure concept D
Business entity concept B
Cost concept C
Going concern concept G
Matching concept M
Objectivity concept O
Unit of measure concept U

Statements
1. Assume that a business will continue forever.
2. Material litigation involving the corporation is described in a footnote.
3. Monthly utilities costs are reported as expenses along with the monthly

revenues.
4. Personal transactions of owners are kept separate from the business.
5. This concept supports relying on an independent actuary (statistician), ra-

ther than the chief operating officer of the corporation, to estimate a pen-
sion liability.

6. Changes in the use of accounting methods from one period to the next are
described in the notes to the financial statements.

7. Land worth $800,000 is reported at its original purchase price of $220,000.
8. This concept justifies recording only transactions that are expressed in

dollars.
9. If this concept was ignored, the confidence of users in the financial state-

ments could not be maintained.
10. The changes in financial condition are reported at the end of the month.

Chalet Sports sells hunting and fishing equipment and provides guided hunting
and fishing trips. Chalet Sports is owned and operated by Cliff Owen, a well-
known sports enthusiast and hunter. Cliff ’s wife, Judy, owns and operates Joliet
Boutique, a women’s clothing store. Cliff and Judy have established a trust fund
to finance their children’s college education. The trust fund is maintained by
City Bank in the name of the children, John and Morgan.

For each of the following transactions, identify which of the entities listed
should record the transaction in its records.

Entities
C Chalet Sports
B City Bank Trust Fund
J Joliet Boutique
X None of the above

1. Cliff paid a local doctor for a physical, which was required by the workmen’s
compensation insurance policy carried by Chalet Sports.

2. Cliff received a cash advance from customers for a guided hunting trip.
3. Judy paid her dues to the YWCA.
4. Cliff paid a breeder’s fee for an English springer spaniel to be used as a

hunting guide dog.
5. Judy deposited a $5,000 personal check in the trust fund at City Bank.
6. Cliff paid for an advertisement in a hunters’ magazine.

E1-27
Business entity concept

Obj 5
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7. Judy authorized the trust fund to purchase mutual fund shares.
8. Judy donated several dresses from the store’s inventory to a local charity

auction for the benefit of a women’s abuse shelter.
9. Cliff paid for dinner and a movie to celebrate Cliff and Judy’s fifteenth

wedding anniversary.
10. Judy purchased two dozen spring dresses from a Seattle designer for a special

spring sale.

Problems

The amounts of the assets and liabilities of Padre Travel Service as of June 30,
2010, the end of the current year, and its revenue and expenses for the year are
listed below. The retained earnings were $210,000, and the capital stock was
$90,000 as of July 1, 2009, the beginning of the current year. Dividends of
$180,000 were paid during the current year.

Accounts payable $71,500
Accounts receivable 188,100
Cash 318,300
Fees earned 1,579,200
Miscellaneous expense 16,000
Rent expense 226,800
Supplies 20,100
Supplies expense 42,600
Taxes expense 33,600
Utilities expense 135,000
Wages expense 790,200

Instructions
1. Prepare an income statement for the current year ended June 30, 2010.
2. Prepare a retained earnings statement for the current year ended June 30,

2010.
3. Prepare a balance sheet as of June 30, 2010.

The financial statements at the end of Stone Realty’s first month of operations
are shown below.

STONE REALTY
Income Statement

For the Month Ended September 30, 2010

Fees earned $141,000
Operating expenses:

Wages expense $ (a)
Rent expense 14,400
Supplies expense 12,000
Utilities expense 8,100
Miscellaneous expense 4,950

Total operating expenses 71,700
Net income $ (b)

P1-1
Income statement, retained
earnings statement, and
balance sheet

Obj 4

S P R E A D S H E E T

✓ 1. Net income:
$335,000

P1-2
Missing amounts from
financial statements

Obj 4

S P R E A D S H E E T

✓ j. $303,300
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STONE REALTY
Retained Earnings Statement

For the Month Ended September 30, 2010

Net income for September $ (c)
Less dividends (d)
Retained earnings, September 30, 2010 $ (e)

STONE REALTY
Balance Sheet

September 30, 2010

Assets
Cash $88,500
Supplies 6,000
Land (f)
Total assets $ (g)

Liabilities
Accounts payable $ 7,200

Stockholders’ Equity
Capital stock $ (h)
Retained earnings (i) (j)
Total liabilities and stockholders’ equity $ (k)

STONE REALTY
Statement of Cash Flows

For the Month Ended September 30, 2010

Cash flows from operating activities:
Cash received from customers $ (l)
Deduct cash payments for expenses and

payments to creditors
70,500

Net cash flows from operating activities $ (m)
Cash flows from investing activities:

Cash payments for acquisition of land 216,000
Cash flows from financing activities:

Cash received from issuing capital stock $270,000
Deduct dividends 36,000
Net cash flows from financing activities (n)

Net cash flow and September 30, 2010 cash balance $ (o)

Instructions
1. Would you classify a realty business like Stone Realty as a manufacturing,

merchandising, or service business?
2. By analyzing the interrelationships among the financial statements, deter-

mine the proper amounts for (a) through (o).

The following financial data were adapted from the annual report of Best Buy Inc.
for the period ending February 28, 2009:

In millions
Accounts payable $ 4,997
Capital stock 442
Cash 498
Cost of goods sold 34,017
Income tax expense 674

(Continued )

P1-3
Income statement, retained
earnings statement, and
balance sheet

Obj 4

S P R E A D S H E E T

✓ 1. Net income, $1,003
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In millions
Interest expense $ 94
Inventories 4,573
Investments 406
Goodwill and other intangible assets 2,698
Other assets 1,429
Other expenses 250
Other liabilities 5,673
Other revenue (net) 7
Property, plant, and equipment 4,174
Receivables 1,868
Sales 45,015
Selling, general, and administrative expenses 8,984

Instructions
1. Prepare Best Buy’s income statement for the year ending February 28, 2009.
2. Prepare Best Buy’s retained earnings statement for the year ending February

28, 2009. (Note: The retained earnings at March 1, 2008, was $3,933. During
the year, Best Buy paid dividends of $222.)

3. Prepare a balance sheet as of February 28, 2009, for Best Buy.

The following cash data were adapted from the annual report of Google Inc. for
the period ended December 31, 2008. The cash balance as of January 1, 2008,
was $6,082 (in millions).

In millions
Receipts from capital stock, etc. $ 41
Purchases of property, plant, and equipment, etc. 21,082
Receipts from sale of investments (net) 15,763
Net cash flows from operating activities 7,853

Instructions
Prepare Google’s statement of cash flows for the year ended December 31, 2008.

eSupplies Corporation began operations on January 1, 2011, as an online re-
tailer of computer software and hardware. The following financial statement
data were taken from eSupplies’ records at the end of its first year of operations,
December 31, 2011.

Accounts payable $ 20,000
Accounts receivable 60,000
Capital stock 252,000
Cash ?
Cash payments for operating activities 657,000
Cash receipts from operating activities 690,000
Cost of sales 435,000
Dividends 30,000
Income tax expense 53,000
Income taxes payable 8,000
Interest expense 2,000
Inventories 115,000
Note payable (due in 2017) 50,000
Property, plant, and equipment 265,000
Retained earnings ?
Sales 750,000
Selling and administrative expense 80,000

P1-4
Statement of cash flows

Obj 4

S P R E A D S H E E T

✓ Net increase in cash,
$2,575

P1-5
Financial statements, including
statement of cash flows

Obj 4

S P R E A D S H E E T

✓ 1. Net income,
$236,250 NC
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Instructions
1. Prepare an income statement for the year ended December 31, 2011.

2. Prepare a retained earnings statement for the year ended December 31, 2011.

3. Prepare a balance sheet as of December 31, 2011.

4. Prepare a statement of cash flows for the year ended December 31, 2011.

Activities

The management of The Hershey Company has asked union workers in two of its
highest cost Pennsylvania plants to accept higher health insurance premiums and
take a wage cut. The workers’ portion of the insurance cost would double from 6%
of the premium to 12%. In addition, workers hired after January 2000 would have
their hourly wages cut by $4, which would be partially off set by a 2% annual raise.
Management says that the plants need to be more cost competitive. Management
has indicated that if the workers accept the proposal, the company would invest
$30 million to modernize the plants and move future projects to the plants.
Management, however, has refused to guarantee more work at the plants if the
workers approve the proposal. If the workers reject the proposal, management
implies that it would move future projects to other plants and that layoffs might be
forthcoming. Do you consider management’s actions ethical?

Source: Susan Govzdas, \Hershey to Cut Jobs or Wages," Central Penn Business Journal, September 24, 2004.

Beatriz Janke, president and owner of Jaguar Enterprises, applied for a $300,000
loan from First National Bank. The bank requested financial statements from
Jaguar Enterprises as a basis for granting the loan. Beatriz has told her accoun-
tant to provide the bank with a balance sheet. Beatriz has decided to omit the
other financial statements because there was a net loss during the past year.

In groups of three or four, discuss the following questions:

1. Is Beatriz behaving in a professional manner by omitting some of the fi-
nancial statements?

2. a. What types of information about their businesses would owners be will-
ing to provide bankers? What types of information would owners not be
willing to provide?

b. What types of information about a business would bankers want before
extending a loan?

c. What common interests are shared by bankers and business owners?

Assume that you are the chief executive officer for a national poultry producer.
The company’s operations include hatching chickens through the use of bree-
der stock and feeding, raising, and processing the mature chicks into finished
products. The finished products include breaded chicken nuggets and patties
and deboned, skinless, and marinated chicken. The company sells its products
to schools, military services, fast-food chains, and grocery stores.

In groups of four or five, discuss the following business emphasis and risk
issues:

1. In a commodity business like poultry production, what do you think is the
dominant business emphasis? What are the implications in this dominant
emphasis for how you would run the company?

A1-1
Integrity, objectivity, and ethics
at The Hershey Company

E T H I C S

A1-2
Ethics and professional
conduct in business

G R O U P

E T H I C S

A1-3
How businesses make money

G R O U P
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2. Identify at least two major business risks for operating the company.
3. How could the company try to differentiate its products?

On January 9, 2011, Dr. Linda Tempkin established M Expert, a medical practice
organized as a professional corporation. The following conversation occurred
the following September between Dr. Tempkin and a former medical school
classmate, Dr. Myron Romo, at an American Medical Association convention in
London.

Dr. Romo: Linda, good to see you again. Why didn’t you call when you were in
Chicago? We could have had dinner together.

Dr. Tempkin: Actually, I never made it to Chicago this year. My husband and kids
went to our Wisconsin Dells condo twice, but I got stuck in New York. I opened a
new consulting practice this January and haven’t had any time for myself since.

Dr. Romo: I heard about it . . . Expert . . . something . . . right?

Dr. Tempkin: Yes, M Expert. My husband chose the name.

Dr. Remo: I’ve thought about doing something like that. Are you making any
money? I mean, is it worth your time?

Dr. Tempkin: You wouldn’t believe it. I started by opening a bank account with
$60,000, and my August bank statement has a balance of $175,000. Not bad for
eight months—all pure profit.

Dr. Romo: Maybe I’ll try it in Chicago. Let’s have breakfast together tomorrow
and you can fill me in on the details.

Comment on Dr. Tempkin’s statement that the difference between the opening
bank balance ($60,000) and the August statement balance ($175,000) is pure
profit.

Obtain the annual reports for three well-known companies, such as Ford Motor
Co., General Motors, IBM, Microsoft, or Amazon.com. These annual reports can be
obtained from the library, the company’s Web site under \Investor Relations,"
http://www.finance.yahoo.com (type in the company name for Get Quotes), or
the company’s 10-K filing with the Securities and Exchange Commission at
http://www.sec.gov/.

To obtain annual report information under Filings & Forms, click on \Search
for Company Filings." Next, click on \Companys or funds, ticker symbol.…" Key
in the company name. The Electronic Data Gathering, Analysis, and Retrieval
system (EDGAR) will list the reports available for the company. Click on the 10-K
(or 10-K405) report for the year you want to download. If you wish, you can save
the whole 10-K report to a file and then open it with your word processor.

Examine the balance sheet for each company and determine the total assets,
liabilities, and stockholders’ equity. Verify that total assets equal the total of the
liabilities plus stockholders’ equity.

The financial statements of The Hershey Company are shown in Exhibits 6
through 9 of this chapter. Based upon these statements, answer the following
questions.

1. What are Hershey’s sales (in millions)?
2. What is Hershey’s cost of sales (in millions)?
3. What is Hershey’s net income (in millions)?

A1-4
Net income versus cash flow

A1-5
The accounting equation

A1-6
Hershey’s annual report
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4. What is Hershey’s percent of the cost of sales to sales? Round to one decimal
place.

5. The percent that a company adds to its cost of sales to determine the selling
price is called a markup. What is Hershey’s markup percent? Round to one
decimal place.

6. What is the percentage of net income to sales for Hershey? Round to one
decimal place.

The following data (in millions) were adapted from the December 31, 2008,
financial statements of Tootsie Roll Industries Inc.:

Sales $496
Cost of goods sold 334
Net income 39

1. What is Tootsie Roll’s percent of the cost of sales to sales? Round to one
decimal place.

2. The percent a company adds to its cost of sales to determine selling price
is called a markup. What is Tootsie Roll’s markup percent? Round to one
decimal place.

3. What is the percentage of net income to sales for Tootsie Roll? Round to one
decimal place.

4. Compare your answer to (3) with that of The Hershey Company in Activity 1-6.
What are your conclusions?

Enron Corporation, headquartered in Houston, Texas, provided products and
services for natural gas, electricity, and communications to wholesale and retail
customers. Enron’s operations were conducted through a variety of subsidiaries
and affiliates that involve transporting gas through pipelines, transmitting elec-
tricity, and managing energy commodities. The following data were taken from
Enron’s December 31, 2000, financial statements:

In millions
Total revenues $100,789
Total costs and expenses 98,836
Operating income 1,953
Net income 979
Total assets 65,503
Total liabilities 54,033
Total stockholders’ equity 11,470
Net cash flows from operating activities 4,779
Net cash flows from investing activities (4,264)
Net cash flows from financing activities 571
Net increase in cash 1,086

At the end of 2000, the market price of Enron’s stock was approximately $83
per share. Eventually, however, Enron’s stock was selling for $0.22 per share.

Review the preceding financial statement data and search the Internet for
articles on Enron Corporation. Briefly explain why Enron’s stock dropped so
dramatically in such a short time.

A1-7
Income statement analysis

A1-8
Financial analysis of Enron
Corporation
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Answers to Self-Examination Questions

1. D A corporation, organized in accordance
with state or federal statutes, is a separate
legal entity in which ownership is
divided into shares of stock (answer D).
A proprietorship (answer A) is an
unincorporated business owned by one
individual. A service business (answer B)
provides services to its customers. It can be
organized as a proprietorship, partnership,
or corporation. A partnership (answer C)
is an unincorporated business owned by
two or more individuals.

2. A The resources owned by a business are
called assets (answer A). The debts of the
business are called liabilities (answer B),
and the equity of the owners is called
stockholders’ equity (answer D). The
relationship among assets, liabilities, and
stockholders’ equity is expressed as the
accounting equation (answer C).

3. A The balance sheet is a listing of the assets,
liabilities, and stockholders’ equity of a
business at a specific date (answer A). The
income statement (answer B) is a summary
of the revenue and expenses of a business
for a specific period of time. The retained

earnings statement (answer C) summarizes
the changes in retained earnings during a
specific period of time. The statement of
cash flows (answer D) summarizes the cash
receipts and cash payments for a specific
period of time.

4. D The accounting equation is:

Assets = Liabilities + Stockholders’ Equity

Therefore, if assets are $20,000 and li-
abilities are $12,000, stockholders’ equity is
$8,000 (answer D), as indicated in the fol-
lowing computation:

Assets ¼ Liabilities þ Stockholders’
Equity

þ$20,000 ¼ $12,000 þ Stockholders’ Equity
þ$20,000 � $12,000 ¼ Stockholders’ Equity
þ$8,000 ¼ Stockholders’ Equity

5. B Net income is the excess of revenue
over expenses, or $7,500 (answer B). If
expenses exceed revenue, the difference is
a net loss. Dividends are the opposite of
the stockholders investing in the business
and do not affect the amount of net
income or net loss.
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Basic Accounting Concepts 2
Learning Objectives

After studying this chapter, you should be able to:

Obj 1 Describe the basic elements of a
financial accounting system.

Obj 2 Analyze, record, and summarize
transactions for a corporation’s

first period of operations.

Obj 3 Prepare financial statements for a
corporation’s first period

of operations.

Obj 4 Analyze, record, and summarize
transactions for a corporation’s

second period of operations.

Obj 5 Prepare financial statements for a
corporation’s second
period of operations.

Every day it seems like you get an incredible
amount of incoming e-mail messages; you get
them from your friends, relatives, subscribed
e-mail lists, and even spammers! But how do you

organize all of these messages? You might create folders
to sort messages by sender, topic, or project. Perhaps you
use keyword search utilities. You might even use filters/
rules to automatically delete spam or sendmessages from
your best friend to a special folder. In any case, you are
organizing information so that it is simple to retrieve and
allows you to understand, respond, or refer to the
messages.

In the same way that you organize your e-mail, compa-
nies develop an organized method for processing,
recording, and summarizing financial transactions. For ex-
ample, Apple, Inc., has a huge volume of financial trans-
actions, resulting from sales of its innovative computers,
digital media (like iPodTM music and video players), and
iPhoneTM mobile phones. When Apple sells an iPhone
online or at TheApple Store, a customer has the option of
paying with a credit card, a debit or check card, an Apple
gift card, a financing arrangement, or cash (using a cash-
ier’s check, a money order, or a wire transfer). In order
to analyze only the information related to Apple’s cash
transactions, the company must record or summarize all
these similar sales using a single category or \cash"
account. This is comparable to how you summarize cash in
the check register of your checkbook. Similarly, Apple will
record credit card payments for iPhones and sales from
financing arrangements in different accounts (records).

This chapter describes the basic elements of a financial
accounting system. Such systems process, record, and
summarize financial transactions, allowing for the pre-
paration of financial statements, as discussed in Chapter 1.

The simplest form of an accounting system records and
summarizes only transactions involving the receipt and
payment of cash. For this reason, this chapter describes
and illustrates a cash basis accounting system. This serves
as a foundation for later discussions of more complex
accounting systems and financial reporting issues.



Elements of an Accounting System
A financial accounting system is designed to produce financial statements.
The financial statements include the income statement, retained earnings
statement, balance sheet, and statement of cash flows.

The basic elements of a financial accounting system include:

● Rules for determining what, when, and the amount that should be recorded
● A framework for preparing financial statements
● Controls to determine whether errors may have arisen in the recording process

Rules
The rules for determining what, when, and the amount recorded are derived
from the eight concepts discussed in Chapter 1. These concepts are the
basis of generally accepted accounting principles (GAAP), which require the
recording of transactions affecting elements of the financial statements.

A transaction is an economic event that under GAAP affects the financial
statements. A transaction may affect one, two, or more items within the fi-
nancial statements. For example, equipment purchased for cash affects only
assets. That is, one asset (equipment) increases while another asset (cash)
decreases. If, on the other hand, the equipment is purchased on credit,
assets (equipment) and liabilities (accounts or notes payable) increase.

Framework
Transactions must be analyzed, recorded, and summarized using a frame-
work. The accounting equation is the basis for all such frameworks. The
accounting equation is expressed as follows:

Assets ¼ Liabilities þ Stockholders’ Equity

By expanding the accounting equation, as shown in Exhibit 1, an in-
tegrated financial statement approach can be designed for analyzing, re-
cording, and summarizing transactions. This is done by including columns
for the statement of cash flows, balance sheet, and income statement.

The left-hand column in Exhibit 1 shows the effects of transactions on the
statement of cash flows. Each cash transaction is recorded and classified into
operating, investing, and financing activities. This serves as a basis for pre-
paring the statement of cash flows.

The cash at the beginning of the period plus or minus the cash flows from
operating, investing, and financing activities equals the end-of-period cash.
This end-of-period cash amount is reported as an asset on the balance sheet.
Thus, the statement of cash flows is integrated with the balance sheet in
Exhibit 1.

The right-hand column in Exhibit 1 shows the effects of transactions on the
income statement. Each revenue and expense transaction is recorded and
classified as a revenue or expense. This serves as a basis for preparing the
income statement.

A net income for the period, revenues less expenses, is added to beginning
retained earnings.1 Thus, revenue and expense transactions are also recorded
under the Retained Earnings column of the balance sheet. By doing so, the
balance sheet is integrated with the income statement in Exhibit 1.

1 A net loss for the period, which occurs when expenses exceed revenues, is subtracted from beginning retained
earnings.

Obj 1 Describe the basic
elements of a
financial accounting
system.

These basic elements are
found in all financial
accounting systems,
including those of Apple,
Google, and Boeing.
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Exhibit 1 also illustrates the importance of the balance sheet as the con-
necting link between the statement of cash flows and the income statement.2

This integrated financial statement approach for analyzing, recording, and
summarizing transactions is illustrated later in this chapter.

The integrated financial statement approach shown in Exhibit 1 is an
invaluable tool for analyzing transactions and their effects on the financial
statements. It is also an aid for analyzing and interpreting a company’s fi-
nancial statements. This is because, without understanding how a company’s
financial statements are integrated, important trends or events may be
missed or misinterpreted.

To illustrate, assume a company reports net income (profits) on its
income statement. As a result, it might be mistakenly concluded that the
company’s operations are doing well and no major changes are necessary.
In fact, the company might be experiencing a continuing negative net cash
flow from operations and thus, be headed towards bankruptcy. This is why it
is essential to analyze all the financial statements and their integration.

Controls
The integrated financial statement approach shown in Exhibit 1 has built-in
controls to ensure that all transactions are correctly analyzed, recorded, and
summarized. These controls include the following:3

1. The accounting equation must balance.

2. The ending cash on the statement of cash flows must equal the cash on
the balance sheet.

3. The net income on the income statement must equal the net effects of
revenues and expenses on retained earnings.

Integrated Financial Statement FrameworkE X H I B I T 1

INTEGRATED 
FINANCIAL

STATEMENT 
FRAMEWORK

/  Operating activities XXX

/  Investing activities XXX

/  Financing activities XXX

Increase or decrease in cash XXX

Beginning cash XXX

Ending cash  XXX

Statement of
Cash Flows

Statement of Cash Flows

Revenues XXX

Expenses XXX

Net income or loss XXX

Income Statement

Income
Statement

Transactions XXX XXX XXX   XXX

XXX XXX XXX   XXX

Balance Sheet

Assets Liabilities Stockholders’ Equity

Assets Liabilities Capital Stock Retained Earnings

2 In Chapter 3, the use of the balance sheet to reconcile net cash flows from operating activities with net income
is described and illustrated.

3 Additional accounting controls are discussed in Chapter 5.
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First, the accounting equation requires that total assets equal total
liabilities plus total stockholders’ equity. If at the end of the period this
equality does not hold, an error has occurred.

To illustrate, assume that a cash purchase of equipment for $10,000 is
incorrectly recorded as a $10,000 increase in equipment and a $10,000 in-
crease (instead of decrease) in cash. In this case, the total assets exceed the
total liabilities plus stockholders’ equity by $20,000. Likewise, assume that
the equipment was increased by $10,000, but the $10,000 decrease in cash
was omitted. In this case, the total assets exceed total liabilities plus stock-
holders’ equity by $10,000. In both cases, the inequality of the equation
indicates that an error has occurred.

The equality of the Equation doesn’t necessarily mean that no errors have
occurred. To illustrate, assume that a business purchased $10,000 of equip-
ment on credit and recorded the transaction as an increase in equipment of
$10,000. However, instead of increasing the liabilities by $10,000, the trans-
action was recorded as a $10,000 decrease in cash. In this case, the account-
ing equation still balances, even though cash and liabilities are understated
by $10,000.

Second, the ending Cash shown in the Statement of Cash Flows column
must equal the ending cash under Assets in the Balance Sheet column. If
these two amounts do not agree, an error has occurred.

To illustrate, assume that a $5,000 cash receipt was recorded as an in-
crease in Cash in the Balance Sheet Column under Assets, but was omitted
from the Statement of Cash Flows column. In this case, the ending cash
shown in the Statement of Cash Flows column would be $5,000 less than the
balance of Cash under Assets in the Balance Sheet column.

Third, the net income or loss from the Income Statement column must
equal the net effects of revenues and expenses on retained earnings. If these
two amounts do not agree, an error has occurred.

To illustrate, assume that a $7,500 payment for rent expense was recorded
under Retained Earnings in the Balance Sheet column, but was omitted

How Businesses Make Money

Got the Flu? Why Not Chew Some Gum?

Facing a slumping market for sugared chewing gum—such as Juicy FruitTM and
DoublemintTM—Wm. Wrigley Jr. Company, a subsidiary of Mars Incorporated, is
reinventing itself by expanding its product lines and introducing new chewing gum
applications. Wrigley’s new products include sugarless breath mints and more
powerful flavored mint chewing gum, like Extra Polar IceTM. In addition, Wrigley is
experimenting with health-care applications of chewing gum. Wrigley’s Health Care
Division has already developed SurpassTM, an antacid chewing gum to compete with
Rolaids and Mylanta. Wrigley is also developing a cold-relief chewing gum and a gum
that would provide dental benefits, such as whitening teeth and reducing plaque.
Given that the U.S. population is aging, the company figures that people might prefer
chewing gum to taking pills for sore throats, colds, or the flu. The effects of these new
initiatives will ultimately be reflected in Wrigley’s financial statements.

Source: Adapted from “A Young Heir Has New Plans at Old Company,” by David Barboza, New York
Times, August 28, 2001.
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from the Income Statement column. In this case, the Net income in the
Income Statement column would be $7,500 more than the net effects of
revenues and expenses on retained earnings.

Recording a Corporation’s First Period
of Operations
The integrated financial statement framework shown in Exhibit 1 is illu-
strated using the transactions for a corporation’s first period of operations.
Assume that on September 1, 2011, Lee Landry, M.D., organizes a profes-
sional corporation to practice general medicine. The business is to be known
as Family Health Care, P.C., where P.C. refers to a professional corporation.

Each of Family Health Care’s transactions during September is described
and recorded in this section. These transactions are then summarized into
financial statements. The transactions begin with Dr. Landry’s investment to
establish the business.

Transaction (a)
Dr. Landry deposits $6,000 in a bank account in the name of Family Health Care,
P.C., in return for shares of stock in the corporation.

Stock issued to owners (stockholders) such as Lee Landry is referred to as
capital stock. In recording this transaction, increases are recorded as positive
numbers, while decreases are recorded as negative numbers.

The effects of this transaction on Family Health Care’s financial state-
ments are recorded as follows:

1. Under the Statement of Cash Flows column, Cash from Financing activ-
ities is increased by $6,000.

2. Under the Balance Sheet column, Cash under Assets is increased by
$6,000. To balance the accounting equation, Capital Stock under
Stockholders’ Equity is also increased by $6,000.

Since no revenues or expenses are affected, there are no entries under the
Income Statement column. The effects of this transaction on Family Health
Care’s financial statements are shown below.

Statement of 
Cash Flows

Income
Statement

a. Investment by Dr. Landry 6,000   6,000 

Statement of Cash Flows
a. Financing 6,000

Balance Sheet

Assets Liabilities Stockholders’ Equity

Capital 
Cash Stock 

Note that the preceding recording of transaction (a) relates only to the
business, Family Health Care, P.C. Dr. Landry’s personal assets (such as a
home or a personal bank account) and personal liabilities are excluded. This
is because under the business entity concept, Family Health Care is treated
as a separate entity, with cash of $6,000 and stockholders’ equity of $6,000.

Obj 2 Analyze, record, and
summarize transactions for
a corporation’s first period
of operations.
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Transaction (b)
Family Health Care borrows $10,000 from First National Bank to finance its
operations.

To borrow the $10,000, Dr. Landry signs a note payable with First National
Bank in the name of Family Health Care. The note payable is a liability that
Family Health Care must pay in the future. The note payable also requires
the payment of interest of $100 per month until the note of $10,000 is paid
on September 30, 2016. The interest is to be paid at the end of each month.

The effects of this transaction on Family Health Care’s financial state-
ments are recorded as follows:

1. Under the Statement of Cash Flows column, Cash from Financing activ-
ities is increased by $10,000.

2. Under the Balance Sheet column, Cash under Assets is increased by
$10,000. To balance the accounting equation, Notes Payable under
Liabilities is also increased by $10,000.

This transaction changes the mix of assets and liabilities on the balance
sheet, but does not change Family Health Care’s stockholders’ equity of
$6,000. Since no revenues or expenses are affected, no entries are made
under the Income Statement column.

The effects of this transaction on Family Health Care’s financial state-
ments are shown below.

Statement of 
Cash Flows

Income
Statement

 Balances 6,000   6,000

b. Loan from bank 10,000 10,000

 Balances 16,000  10,000 6,000 

Statement of Cash Flows
b. Financing 10,000

Balance Sheet

Assets Liabilities Stockholders’ Equity

Notes Capital 
Cash Payable Stock 

Transaction (c)
Family Health Care buys land for $12,000 cash.

The land is located near a new suburban hospital that is under construction.
Dr. Landry plans to rent office space and equipment for several months. When
the hospital is completed, Family Health Care will build on the land.

The effects of this transaction on Family Health Care’s financial state-
ments are recorded as follows:

1. Under the Statement of Cash Flows column, Cash from Investing activ-
ities is decreased by $12,000.

2. Under the Balance Sheet column, Cash under Assets is decreased by
$12,000. To balance the accounting equation, Land under Assets is in-
creased by $12,000.

This transaction illustrates the use of cash for an investing activity. As a result,
�$12,000 was entered under the Statement of Cash Flows column. In addition,
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the mix of assets changes on the balance sheet. Since no revenues or expenses
are affected, no entries are made under the Income Statement column.

The effects of this transaction on Family Health Care’s financial state-
ments are shown below.

Statement of 
Cash Flows

Income
Statement

 Balances 16,000  10,000 6,000

c. Purchase of land 12,000 12,000

 Balances 4,000 12,000 10,000 6,000 

Statement of Cash Flows
c. Investing 12,000

Balance Sheet

Assets Liabilities Stockholders’ Equity 

Notes Capital 
Cash Land Payable Stock 

Transaction (d)
During the first month of operations, Family Health Care earned patient fees of
$5,500, receiving the fees in cash.

The effects of this transaction on Family Health Care’s financial statements
are recorded as follows:

1. Under the Statement of Cash Flows column, Cash from Operating ac-
tivities is increased by $5,500.

2. Under the Balance Sheet column, Cash under Assets is increased by
$5,500. To balance the accounting equation, Retained Earnings under
Stockholders’ Equity is also increased by $5,500.

3. Under the Income Statement column, Fees earned is increased by $5,500.

This transaction illustrates an inflow of cash from operating activities by
earning revenues (fees earned) of $5,500. Retained Earnings is increased
under Stockholders’ Equity by $5,500 because fees earned contribute to net
income and net income increases stockholders’ equity. Since fees earned are
a type of revenue, Fees earned of $5,500 is also entered under the Income
Statement column.

The effects of this transaction on Family Health Care’s financial state-
ments are shown below.

Statement of 
Cash Flows

Income
Statement

 Balances 4,000 12,000 10,000 6,000

d. Fees earned 5,500 5,500 d.

 Balances 9,500 12,000 10,000 6,000 5,500 

Statement of Cash Flows
d. Operating 5,500

Income Statement
d. Fees earned 5,500

Balance Sheet

  Assets Liabilities  Stockholders’ Equity

     Notes  Capital  Retained 
 Cash  Land  Payable  Stock  Earnings 
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Transaction (e)
Family Health Care paid expenses during September as follows: wages, $1,125; rent,
$950; utilities, $450; interest, $100; and miscellaneous, $275.

Miscellaneous expenses include small amounts paid for such items as post-
age, newspapers, and magazines. The effects of this transaction on Family
Health Care’s financial statements are recorded as follows:

1. Under the Statement of Cash Flows column, Cash from Operating ac-
tivities is decreased by $2,900, which is the sum of the expenses ($1,125 +
$950 + $450 + $100 + $275).

2. Under the Balance Sheet column, Cash under Assets is decreased by
$2,900. To balance the accounting equation, Retained Earnings under
Stockholders’ Equity is also decreased by $2,900.

3. Under the Income Statement column, each expense is listed as a negative
amount.

This transaction illustrates an outflow of cash of $2,900 for operating ac-
tivities (paying expenses). Thus, �$2,900 is entered in the Statement of Cash
Flows column as an Operating activity. Expenses have the opposite effect from
revenues on net income and retained earnings. As a result, �$2,900 is
entered for Retained Earnings under Stockholders’ Equity. In addition, each
expense is listed under the income statement column as a negative amount.

The effects of this transaction on Family Health Care’s financial state-
ments are shown below.

Statement of 
Cash Flows

Income
Statement

 Balances 9,500 12,000 10,000 6,000 5,500

e. Paid expenses 2,900    2,900 e.

 Balances 6,600 12,000 10,000 6,000 2,600 

Statement of Cash Flows
e. Operating 2,900

Income Statement
e. Wages expense 1,125

 Rent expense 950

 Utilities expense 450

 Interest expense 100

 Misc. expense 275

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

     Notes  Capital  Retained 
 Cash  Land  Payable  Stock  Earnings 

Transaction (f)
Family Health Care paid $1,500 to stockholders (Dr. Lee Landry) as dividends.

Dividends are distributions of a company’s earnings to stockholders. Divi-
dends should not be confused with expenses. Dividends do not represent
assets consumed or services used in earning revenues. Instead, dividends are
a distribution of earnings to the stockholders.

The effects of this transaction on Family Health Care’s financial state-
ments are recorded as follows:

1. Under the Statement of Cash Flows column, Cash from Financing activ-
ities is decreased by $1,500.
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2. Under the Balance Sheet column, Cash under Assets is decreased by
$1,500. To balance the accounting equation, Retained Earnings under
Stockholders’ Equity is also decreased by $1,500.

This transaction illustrates an outflow of cash of $1,500 for financing ac-
tivities (paying dividends). Thus, �$1,500 is entered in the Statement of
Cash Flows column as a Financing activity. Dividends decrease retained
earnings; thus, �$1,500 is entered for Retained Earnings under Stock-
holders’ Equity. Since dividends are not an expense, no entry is made under
the Income Statement column.

The effects of this transaction on Family Health Care’s financial state-
ments are shown below.

Statement of 
Cash Flows

Income
Statement

 Balances 6,600 12,000 10,000 6,000 2,600

f. Paid dividends 1,500    1,500 

 Balances 5,100 12,000 10,000 6,000 1,100 

Statement of Cash Flows
f. Financing 1,500

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity 

     Notes  Capital  Retained 
 Cash  Land  Payable  Stock  Earnings

The September transactions of Family Health Care are summarized in
Exhibit 2. Each transaction is identified by letter, and the balances are shown
as of the end of September.

Exhibit 2 illustrates the three controls that are built into the integrated
financial statement approach. These controls are as follows:

1. The accounting equation under the Balance Sheet column balances.
That is, total assets of $17,100 ($5,100 + $12,000) equals total liabilities
plus stockholders’ equity of $17,100 ($10,000 + $6,000 + $1,100).

2. The ending cash under the Statement of Cash Flows column of $5,100
equals the cash balance under the Balance Sheet column of $5,100.

3. The net income under the Income Statement column of $2,600 equals
the net effects of revenues of $5,500 and expenses of $2,900 on retained
earnings of $2,600 ($5,500�$2,900).

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

A History of Ethical Conduct

The Wrigley Company, which is now a subsidiary of
Mars Incorporated, has a long history of integrity,
objectivity, and ethical conduct. When pressured to
become part of a cartel, known as the Chewing Gum
Trust, the company founder, William Wrigley Jr., said, “We
prefer to do business by fair and square methods or we
prefer not to do business at all.” In 1932, Phillip
K. Wrigley, called “PK” by his friends, became president of
the Wrigley Company after his father, William Wrigley Jr.,

died. PK also was president of the Chicago Cubs, which
played in Wrigley Field. He was financially generous to
his players and frequently gave them advice on and off
the field. However, as a man of integrity and high ethical
standards, PK docked (reduced) his salary as president
of the Wrigley Company for the time he spent working on
Cubs-related activities and business.
Source: St. Louis Post-Dispatch, “Sports—Backpages,” January 26,
2003.
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In reviewing Exhibit 2, you should note that the following apply to all
companies:

● The Balance Sheet column reflects the accounting equation (Assets ¼
Liabilities + Stockholders’ Equity).

● The two sides of the accounting equation are always equal.
● Every transaction affects (increases or decreases) one or more of the bal-

ance sheet elements—assets, liabilities, or stockholders’ equity.
● A transaction may or may not affect (increase or decrease) an element of

the statement of cash flows or the income statement. Some transactions
affect elements of both statements, some transactions affect only one
statement and not the other, and some transactions affect neither
statement.

● Every cash transaction increases or decreases the asset (cash) on the bal-
ance sheet. Every cash transaction also increases or decreases an operating,
investing, or financing activity on the statement of cash flows.

● The ending balance of Cash under the Statement of Cash Flows column,
($5,100 in Exhibit 2) agrees with the ending cash balance shown on the
balance sheet. Since September was Family Health Care’s first period of
operations, this ending cash balance equals the net increase in cash for the
period. In future periods, the net increase (decrease) in cash is added to
(or subtracted from) the beginning cash balance to equal the ending cash
balance. This ending cash balance is reported in the statement of cash
flows and balance sheet.

Family Health Care Summary of Transactions for SeptemberE X H I B I T 2

a. Financing 6,000

b. Financing 10,000

c. Investing 12,000

d. Operating 5,500

e. Operating 2,900

f. Financing 1,500

 Increase in cash 
  and Sept. 30 cash       5,100

Statement of
Cash Flows

Statement of Cash Flows

d. Fees earned 5,500

e. Wages expense 1,125
 Rent expense 950
 Utilities expense 450
 Interest expense 100
 Misc. expense 275
 Net income    2,600

Income Statement

Income
Statement

Balance Sheet

  Assets   Liabilities   Stockholders’ Equity

     Notes  Capital  Retained
 Cash  Land  Payable  Stock  Earnings

a. Investment by Dr. Landry 6,000   6,000

b. Loan from bank 10,000  10,000

c. Purchase of land 12,000 12,000

d. Fees earned 5,500    5,500  d.

e. Paid expenses 2,900    2,900  e.

f. Paid dividends 1,500    1,500

 Balances, Sept. 30 5,100 12,000 10,000 6,000 1,100

On its 2008 balance
sheet, Apple reported
(in millions) assets of
$39,572, which equals its
liabilities of $18,542 plus
its stockholders’ equity
of $21,030.
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● The stockholders’ equity is increased by amounts invested by stockholders
(capital stock).

● Revenues increase stockholders’ equity (retained earnings) and expenses
decrease stockholders’ equity (retained earnings). The effects of revenue
and expense transactions are also shown in the Income Statement column.

● Stockholders’ equity (retained earnings) is decreased by dividends paid to
stockholders.

● The change in retained earnings for the period is the net income minus
dividends. For a net loss, the change in retained earnings is the net loss
plus dividends.

● The statement of cash flows is linked to the balance sheet through cash.
● The income statement is linked to the balance sheet through revenues and

expenses (net income or loss), which affects retained earnings.

Exhibit 3 summarizes the effects of the various transactions affecting
stockholders’ equity.

Financial Statements for a Corporation’s
First Period of Operations
Exhibit 2 lists Family Health Care’s September transactions in the order they
occurred. Exhibit 2, however, does not group and summarize like transac-
tions together. The accounting reports that provide this summarized in-
formation are financial statements.

Family Health Care’s September financial statements can be prepared
from Exhibit 2. These financial statements are shown in Exhibit 4.

The financial statements shown in Exhibit 4 are prepared from Exhibit 2
as follows:

1. The income statement is prepared using the Income Statement column.

Effects of Transactions on Stockholders’ EquityE X H I B I T 3

Capital Stock Retained Earnings

Stockholders’
investments

IN

CREASED BY 

Revenues

IN

CREASED BY 

Expenses

D

ECREASED BY 

Dividends

D

ECREASED BY 

S TO C K H O L D E R S ’  E Q U I T Y

Obj 3 Prepare financial
statements for a
corporation’s first period
of operations.
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2. The retained earnings statement is prepared next because the ending
balance of retained earnings is needed to prepare the balance sheet. The
retained earnings statement is prepared using net income from the in-
come statement and the amount recorded for dividends under retained
earnings.

3. The balance sheet is prepared next using the balances shown under the
Balance Sheet column.

4. The statement of cash flows is normally prepared last using the State-
ment of Cash Flows column.

Each financial statement is identified by the name of the business, the title
of the statement, and the date or period of time.

Income Statement
The income statement for Family Health Care shown in Exhibit 4 reports
fees earned of $5,500, total operating expenses of $2,900, and net income of
$2,600. The $5,500 of fees earned is taken from the Income Statement col-
umn of Exhibit 2. Likewise, the expenses are summarized from the Income
Statement column of Exhibit 2. These expenses are reported under the
heading \Operating expenses." Operating expenses are normally listed in
order of size, beginning with the largest expense. Miscellaneous expense is
usually shown as the last item, regardless of amount.

FAMILY HEALTH CARE, P.C.
Retained Earnings Statement

For the Month Ended September 30, 2011

Net income for September $2,600
Less dividends 1,500
Retained earnings, September 30, 2011 $1,100

(Continued)

Family Health Care Financial Statements for SeptemberE X H I B I T 4

FAMILY HEALTH CARE, P.C.
Income Statement

For the Month Ended September 30, 2011

Fees earned $5,500
Operating expenses:

Wages expense $1,125
Rent expense 950
Utilities expense 450
Interest expense 100
Miscellaneous expense 275

Total operating expenses 2,900
Net income $2,600
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Retained Earnings Statement
Since Family Health Care has been in operation for only one month, it has no
retained earnings at the beginning of September. The ending September bal-
ance is the change in retained earnings created by net income and dividends.
This change, $1,100, is the beginning retained earnings balance for October.

Balance Sheet
Family Health Care’s assets, liabilities, and stockholders’ equity as of Sep-
tember 30, 2011 are taken from the last line of the Balance Sheet column of
Exhibit 2. The September 30, 2011 balance sheet is shown in Exhibit 4.

In the Assets section of the balance sheet, assets are normally listed in
order of liquidity, starting with cash. Liquidity refers to the ability to convert
an asset to cash. Land is less liquid than cash and thus, would be listed
second in Family Health Care’s balance sheet.

FAMILY HEALTH CARE, P.C.
Balance Sheet

September 30, 2011

Assets
Cash $ 5,100
Land 12,000
Total assets $17,100

Liabilities
Notes payable $10,000

Stockholders’ Equity
Capital stock $6,000
Retained earnings 1,100

Total stockholders’ equity 7,100
Total liabilities and stockholders’ equity $17,100

FAMILY HEALTH CARE, P.C.
Statement of Cash Flows

For the Month Ended September 30, 2011

Cash flows from operating activities:
Cash received from customers $ 5,500
Deduct cash payments for expenses 2,900

Net cash flow from operating activities $ 2,600

Cash flows from investing activities:
Cash payments for acquisition of land (12,000)

Cash flows from financing activities:
Cash received from sale of capital stock $ 6,000
Cash received from notes payable 10,000 $16,000
Deduct cash dividends 1,500

Net cash flow from financing activities 14,500
Net increase in cash $ 5,100
September 1, 2011, cash balance 0
September 30, 2011, cash balance $ 5,100

E X H I B I T 4 Continued
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In the Liabilities section of the Family Health Care’s balance sheet, notes
payable is the only liability. When there are two or more categories of li-
abilities, each should be listed and the total amount reported. Liabilities
should be presented in the order that they will be paid in cash. Thus, the notes
payable due in 2016 will be listed after the liabilities that are due earlier.

The stockholders’ equity for Family Health Care as of September 30, 2011,
consists of $6,000 of capital stock and retained earnings of $1,100. The re-
tained earnings is the ending retained earnings reported on the retained
earnings statement.

Statement of Cash Flows
Family Health Care’s statement of cash flows for September is prepared from
the Statement of Cash Flows column of Exhibit 2. Cash increased from a zero
balance at the beginning of the month to $5,100 at the end of the month.

The $5,100 increase in cash during September was created by:

1. Operating activities that generated $2,600 of cash

2. Investing activities that used $12,000 of cash

3. Financing activities that generated $14,500 of cash

The details of how the operating, investing, and financing activities
generated or used cash is reported in the statement of cash flows. For
example, financing activities generated $6,000 from the sale of capital stock
and $10,000 from borrowing by issuing a note payable. Financing activities
used $1,500 for paying dividends.

Integration of Financial Statements
Exhibit 5 shows how Family Health Care’s financial statements for September
are integrated. As shown in Exhibit 5, these statements are integrated as follows:

1. The ending cash balance of $5,100 on the balance sheet equals the
ending cash balance reported on the statement of cash flows.

2. The net income of $2,600 is reported on the income statement and the
retained earnings statement.

3. The ending retained earnings of $1,100 is reported in the retained
earnings statement and the balance sheet.

4. The cash flows from operating activities of $2,600 reported on the
statement of cash flows equals the net income on the income statement.
The relationship between cash flows from operating activities and net
income is further described and illustrated in Chapter 3.

Recording a Corporation’s Second Period
of Operations
During October, Family Health Care entered into the following transactions:

a. Received, in cash, fees of $6,400

b. Paid expenses, in cash, as follows: wages, $1,370; rent, $950; utilities, $540;
interest, $100; and miscellaneous, $220

c. Paid cash dividends of $1,000

The October transactions are analyzed and entered into the integrated
financial statement framework shown in Exhibit 6.

Obj 4 Analyze, record, and
summarize transactions for
a corporation’s second
period of operations.
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Family Health Care Integrated Financial Statements for SeptemberE X H I B I T 5

Family Health Care, P.C.
Balance Sheet

September 30, 2011

Assets Liabilities

Cash

Stockholders’ Equity

•
•

•

$5,100

•
•
•

$10,000$12,000

•
•
•

$6,000

•
•
•

$1,100

Operating act. $   2,600

Financing act.
(12,000)Investing act.
14,500

Increase in cash
and Sept. 30 cash $   5,100

Family Health Care, P.C.
Retained Earnings Statement

For the Month Ended Sept. 30, 2011

Net income $2,600
1,500Less dividends

Retained earnings, Sept. 30 $1,100

Revenues $5,500
Expenses 2,900

Net income $2,600

$17,100 $17,100 
Total Liabilities + Stockholders’ Equity   Total Assets =

Family Health Care, P.C.
Statement of Cash Flows

For the Month Ended Sept. 30, 2011

Family Health Care, P.C.
Income Statement

For the Month Ended Sept. 30, 2011

Land Notes
Payable

Capital
Stock

Retained
Earnings

Family Health Care Summary of Transactions for OctoberE X H I B I T 6

a. Operating 6,400

b. Operating 3,180

c. Financing 1,000

 Increase in cash 2,220

Statement of
Cash Flows

Statement of Cash Flows

a. Fees earned 6,400

b. Wages expense 1,370
 Rent expense 950
 Utilities expense 540
 Interest expense 100
 Misc. expense 220
 Net income 3,220

Income Statement

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

     Notes  Capital  Retained
 Cash  Land  Payable  Stock  Earnings

 Balances, Oct. 1 5,100 12,000 10,000 6,000 1,100

a. Fees earned 6,400 6,400 a.

b. Paid expenses 3,180    3,180 b.

c. Paid dividends 1,000    1,000

 Balances, Oct. 31 7,320 12,000 10,000 6,000 3,320

58 Chapter 2



The Balance Sheet column of Exhibit 6 begins with the ending balances
as of September 30, 2011 taken from Exhibit 2. This is because the balance
sheet is the cumulative total of the entity’s assets, liabilities, and stock-
holders’ equity since the company’s inception.

As of October 1, 2011, Family Health Care has cash of $5,100, land of
$12,000, notes payable of $10,000, capital stock of $6,000, and retained
earnings of $1,100. In contrast, the statement of cash flows and the income
statement report only transactions for a period and are not cumulative.

Financial Statements for a Corporation’s
Second Period of Operations
Family Health Care’s financial statements for October are shown in Exhibit 7.
These statements were prepared from Exhibit 6.

Income Statement
The income statement for October reports net income of $3,220. This is an
increase of $620, or 23.8% ($620/$2,600), from September’s net income of
$2,600. The increase in net income was due to fees increasing from $5,500 to
$6,400, a $900, or 16.4% ($900/$5,500), increase from September. At the same
time, total operating expenses increased only $280, or 9.7% ($280/$2,900).
This suggests that Family Health Care’s operations are profitable and
expanding.

FAMILY HEALTH CARE, P.C.
Retained Earnings Statement

For the Month Ended October 31, 2011

Retained earnings, October 1, 2011 $1,100
Net income for October $3,220
Less dividends 1,000 2,220
Retained earnings, October 31, 2011 $3,320

Family Health Care Financial Statements for OctoberE X H I B I T 7

FAMILY HEALTH CARE, P.C.
Income Statement

For the Month Ended October 31, 2011

Fees earned $6,400
Operating expenses:

Wages expense $1,370
Rent expense 950
Utilities expense 540
Interest expense 100
Miscellaneous expense 220

Total operating expenses 3,180
Net income $3,220

(Continued)

Obj 5 Prepare financial
statements for a
corporation’s second
period of operations.
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Retained Earnings Statement
The retained earnings statement is prepared by first listing the retained
earnings as of the beginning of the period. This is the ending retained
earnings balance of the prior period. As shown in Exhibit 4, Family Health
Care’s retained earnings statement for the month ending September 30,
2011 is $1,100. Thus, retained earnings as of October 1, 2011 is reported as
$1,100 in Exhibit 7.

During October, Family Health Care reported an increase in retained
earnings of $2,220. This increase is the result of net income ($3,220) less the
dividends ($1,000). The ending retained earnings balance as of October 31,
2011 is $3,320.

Balance Sheet
The balance sheet in Exhibit 6 shows that total assets increased from $17,100
on September 30, 2011, to $19,320 on October 31. This increase of $2,220
was due to an increase in cash from $5,100 to $7,320. Total liabilities of
$10,000 remained the same.

Since total assets increased by $2,220 and total liabilities remained the
same, total stockholders’ equity must also have increased by $2,220. This is

FAMILY HEALTH CARE, P.C.
Balance Sheet

October 31, 2011

Assets
Cash $ 7,320
Land 12,000
Total assets $19,320

Liabilities
Notes payable $10,000

Stockholders’ Equity
Capital stock $6,000
Retained earnings 3,320

Total stockholders’ equity 9,320
Total liabilities and stockholders’ equity $19,320

FAMILY HEALTH CARE, P.C.
Statement of Cash Flows

For the Month Ended October 31, 2011

Cash flows from operating activities:
Cash received from customers $ 6,400
Deduct cash payments for expenses 3,180

Net cash flow from operating activities $ 3,220
Cash flows from investing activities 0
Cash flows from financing activities:

Deduct cash dividends (1,000)
Net increase in cash $ 2,220
October 1, 2011, cash balance 5,100
October 31, 2011, cash balance $ 7,320

E X H I B I T 7 Continued
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because the accounting equation must always balance. Exhibit 7 shows that
total stockholders’ equity did increase by $2,220, which is the increase in
retained earnings.

Statement of Cash Flows
Family Health Care’s statement of cash flows for October indicates that cash
increased by $2,220. This increase is cash generated from operating activities
of $3,220 less cash used by financing activities to pay dividends of $1,000.

The net increase in cash of $2,220 is added to the beginning cash balance
of $5,100 to yield the ending cash balance of $7,320. This ending cash
balance of $7,320 also appears on the October 31, 2011 balance sheet.

Integration of Financial Statements
Exhibit 8 illustrates that Family Health Care’s financial statements for
October are integrated as follows:

1. The ending cash balance of $7,320 on the balance sheet equals the
ending cash balance reported on the statement of cash flows.

2. The net income of $3,220 is reported on the income statement and the
retained earnings statement.

Family Health Care Integrated Financial Statements for OctoberE X H I B I T 8

Family Health Care, P.C.
Balance Sheet

October 31, 2011

Assets Liabilities

Cash

Stockholders’ Equity

•
•

•

$7,320

•
•
•

$10,000$12,000

•
•
•

$6,000

•
•
•

$3,320

Operating act. $  3,220
0

Financing act.
Investing act.

(1,000)

5,100
Increase in cash
Cash, Oct. 1
Cash, Oct. 31 $  7,320

$  2,220

Family Health Care, P.C.
Retained Earnings Statement

For the Month Ended Oct. 31, 2011

Retained earnings, Oct. 1 $ 1,100
Net income 3,220

(1,000)Dividends

Retained earnings, Oct. 31 $ 3,320

Revenues $6,400
Expenses 3,180

Net income $3,220

$19,320 $19,320 
Total Liabilities + Stockholders’ Equity   Total Assets =

Family Health Care, P.C.
Statement of Cash Flows

For the Month Ended Oct. 31, 2011

Family Health Care, P.C.
Income Statement

For the Month Ended Oct. 31, 2011

Land Notes
Payable

Capital
Stock

Retained
Earnings
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3. The ending retained earnings of $3,320 is reported in the retained
earnings statement and the balance sheet.

4. The cash flows from operating activities of $3,220 reported on the
statement of cash flows equals the net income on the income statement.
The relationship between cash flows from operating activities and net
income is further described and illustrated in Chapter 3.

Key Points

1. Describe the basic elements of a
financial accounting system.
The basic elements of a financial accounting
system include (1) a set of rules for deter-
mining what, when, and the amount that
should be recorded; (2) a framework for pre-
paring financial statements; and (3) one or
more controls to determine whether errors
may have arisen in the recording process.

2. Analyze, record, and summarize transactions
for a corporation’s first period of operations.
Using the integrated financial statement
framework, September transactions for Family
Health Care are recorded and summarized in
Exhibit 2.

3. Prepare financial statements for a
corporation’s first period of operations.
The financial statements for Family Health
Care for September, its first period of opera-
tions, are shown in Exhibit 4.

4. Analyze, record, and summarize transactions
for a corporation’s second period of operations.
Using the accounting equation as a basic frame-
work, October transactions for Family Health
Care are recorded and summarized in Exhibit 6.

5. Prepare financial statements for a
corporation’s second period of operations.
The financial statements for Family Health
Care for October, its second period of opera-
tions, are shown in Exhibit 7.

Key Terms

Capital stock The portion of a corporation’s
stockholders’ equity contributed by investors
(owners) in exchange for shares of stock.

Financial accounting system A system that in-
cludes (1) a set of rules for determining what,
when, and the amount that should be recorded
for an economic event; (2) a framework for
preparing financial statements; and, (3) one or

more controls to determine whether errors could
have occurred in the recording process.

Liquidity The ability to convert an asset to cash.

Transaction An economic event that, under gen-
erally accepted accounting principles (GAAP),
affects an element of the accounting equation and
must be recorded.

Illustrative Problem

Beth Sumner established an insurance agency on April 1, 2011, and completed
the following transactions during April:

a. Opened a business bank account in the name of Sumner Insurance Inc., with
a deposit of $15,000 in exchange for capital stock.

b. Borrowed $8,000 by issuing a note payable.

c. Received cash from fees earned, $11,500.

d. Paid rent on office and equipment for the month, $3,500.

e. Paid automobile expenses for the month, $650, and miscellaneous expenses,
$300.

f. Paid office salaries, $1,400.
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g. Paid interest on the note payable, $60.

h. Purchased land as a future building site, $20,000.

i. Paid dividends, $1,000.

Instructions
1. Indicate the effect of each transaction and the balances after each trans-

action, using the integrated financial statement framework.

2. Prepare an income statement and retained earnings statement for April.

3. Prepare a balance sheet as of April 30, 2011.

4. Prepare a statement of cash flows for April.

Solution
(1)

a. Financing 15,000

b. Financing 8,000

c. Operating 11,500

d. Operating 3,500

e. Operating 950

f. Operating 1,400

g. Operating 60

h. Investing 20,000

i. Financing 1,000

 Increase in cash and 
   April 30 cash 7,590

Statement of
Cash Flows

Statement of Cash Flows

c. Fees earned 11,500

d. Rent expense 3,500

e. Auto expense 650

e. Misc. expense 300

f. Salary expense 1,400

g. Interest expense 60

 Net income 5,590

Income Statement

Income
Statement

Balance Sheet

  Assets Liabilities Stockholders’ Equity

Notes Capital Retained
Cash Land Payable Stock Earnings

a. Investment 15,000  15,000

b. Issued note payable 8,000 8,000

  Balances 23,000 8,000 15,000

c. Fees earned 11,500  11,500 c.

 Balances 34,500 8,000 15,000 11,500

d. Rent expense 3,500    3,500 d.

 Balances 31,000 8,000 15,000 8,000

e. Paid expenses 950    950 e.

 Balances 30,050 8,000 15,000 7,050

f. Paid salary expense 1,400    1,400 f.

 Balances 28,650 8,000 15,000 5,650

g. Paid interest expense 60    60 g.

 Balances 28,590 8,000 15,000 5,590

h. Purchased land 20,000 20,000 

 Balances 8,590 20,000 8,000 15,000 5,590

i. Paid dividends 1,000    1,000

 Balances, April 30 7,590 20,000 8,000 15,000 4,590
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(2)

SUMNER INSURANCE, INC.
Income Statement

For the Month Ended April 30, 2011

Revenues:
Fees earned $11,500

Expenses:
Rent expense $3,500
Salaries expense 1,400
Automotive expense 650
Interest expense 60
Miscellaneous expense 300

Total expenses 5,910
Net income $ 5,590

SUMNER INSURANCE, INC.
Retained Earnings Statement

For the Month Ended April 30, 2011

Net income $5,590
Less dividends 1,000
Retained earnings, April 30, 2011 $4,590

(3)

SUMNER INSURANCE, INC.
Balance Sheet
April 30, 2011

Assets
Cash $ 7,590
Land 20,000
Total assets $27,590

Liabilities
Note payable $ 8,000

Stockholders’ Equity
Capital stock $15,000
Retained earnings 4,590

Total stockholders’ equity 19,590
Total liabilities and stockholders’ equity $27,590
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(4)

SUMNER INSURANCE, INC.
Statement of Cash Flows

For the Month Ended April 30, 2011

Cash flows from operating activities:
Cash receipts from operating activities $ 11,500
Cash payments for operating activities 5,910

Net cash flows from operating activities $ 5,590
Cash flows from investing activities:

Cash payments for land (20,000)
Cash flows from financing activities:

Cash receipts from issuing capital stock $15,000
Cash receipts from note payable 8,000
Cash payments for dividends (1,000)

Net cash flows used in financing activities 22,000
Net increase in cash during April $ 7,590
Cash as of April 1, 2011 0
Cash as of April 30, 2011 $ 7,590

Self-Examination Questions (Answers appear at the end of chapter)

1. The purchase of land for $50,000 cash was
incorrectly recorded as an increase in land
and an increase in notes payable. Which of
the following statements is correct?

A. The accounting equation will not balance
because cash is overstated by $50,000.

B. The accounting equation will not balance
because notes payable are overstated by
$50,000.

C. The accounting equation will not balance
because assets will exceed liabilities by
$50,000.

D. Even though a recording error has been
made, the accounting equation will balance.

2. The receipt of $8,000 cash for fees earned was
recorded by Langley Consulting as an increase
in cash of $8,000 and a decrease in retained
earnings (revenues) of $8,000. What is the ef-
fect of this error on the accounting equation?

A. Total assets will exceed total liabilities
and stockholders’ equity by $8,000.

B. Total assets will be less than total liabilities
and stockholders’ equity by $8,000.

C. Total assets will exceed total liabilities
and stockholders’ equity by $16,000.

D. The error will not affect the accounting
equation.

3. If total assets increased $20,000 during a
period and total liabilities increased $12,000
during the same period, the amount and
direction (increase or decrease) of the
change in stockholders’ equity for that
period is:

A. a $32,000 increase.

B. a $32,000 decrease.

C. an $8,000 increase.

D. an $8,000 decrease.

4. If revenue was $90,000, expenses were
$75,000, and dividends were $20,000, the
amount of net income or net loss would
be:

A. $90,000 net income.

B. $15,000 net income.

C. $75,000 net loss.

D. $5,000 net loss.

5. Which of the following transactions changes
only the mix of assets and does not affect li-
abilities or stockholders’ equity?

A. Borrowed $40,000 from First National
Bank

B. Purchased land for cash

C. Received $3,800 for fees earned

D. Paid $4,000 for office salaries
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Class Discussion Questions

1. What are the basic elements of a financial
accounting system? Do these elements apply
to all businesses, from a local restaurant to
Apple Inc.? Explain.

2. Provide an example of a transaction that af-
fects (a) only one element of the accounting
equation, (b) two elements of the account-
ing equation, (c) three elements of the ac-
counting equation.

3. Indicate whether the following error would
cause the accounting equation to be out of
balance and, if so, indicate how it would
be out of balance. The payment of utilities
of $3,700 was recorded as a decrease in cash
of $3,700 and a decrease in retained earn-
ings (utilities expense) of $7,300.

4. For each of the following errors, indicate
whether the error would cause the account-
ing equation to be out of balance and, if so,
indicate how it would be out of balance. (a)
The purchase of land for $37,750 cash was
recorded as an increase in land of $37,750
and a decrease in cash of $3,775. (b) The
receipt of $4,000 for fees earned was re-
corded as an increase in cash of $4,000 and
an increase in liabilities of $4,000.

5. What is a primary control for determining
the accuracy of a business’s record keeping?

6. Millstone Consulting Services acquired land
8 years ago for $100,000. Millstone recently
signed an agreement to sell the land for
$375,000. In accordance with the sales
agreement, the buyer transferred $375,000
to Millstone’s bank account on February 19.
How would elements of the accounting
equation be affected by the sale?

7. (a) How does the payment of dividends of
$40,000 affect the three elements of the ac-
counting equation? (b) Is net income af-
fected by the payment of dividends? Explain.

8. Assume that Esquire Consulting erroneously
recorded the payment of $25,000 of dividends
as salary expense. (a) How would this error
affect the equality of the accounting equation?
(b) How would this error affect the income
statement, retained earnings statement, bal-
ance sheet, and statement of cash flows?

9. Assume that Bell Tower Realty Inc. borrowed
$90,000 from First Bank and Trust. In re-
cording the transaction, Bell Tower erro-
neously recorded the receipt as an increase in
cash, $90,000, and an increase in fees earned,
$90,000. (a) How would this error affect the
equality of the accounting equation? (b) How
would this error affect the income statement,
retained earnings statement, balance sheet,
and statement of cash flows?

10. Assume that as of January 1, 2011, Hamlet
Consulting has total assets of $800,000 and
total liabilities of $300,000. As of December
31, 2011, Hamlet has total liabilities of
$350,000 and total stockholders’ equity of
$690,000. (a) What was Hamlet’s stock-
holders’ equity as of December 31, 2010?
(b) Assume that Hamlet did not pay any di-
vidends during 2011. What was the amount
of net income for 2011?

11. Using the January 1 and December 31, 2011,
data given in Question 10, answer the follow-
ing question: If Hamlet Consulting paid
$45,000 of dividends during 2011, what was
the amount of net income for 2011?

Exercises

Determine the missing amount for each of the following:

Assets = Liabilities + Stockholders’ Equity
a. X = $250,000 + $780,000
b. $125,000 = X + $ 39,500
c. $ 60,000 = $ 7,500 + X

E2-1
Accounting equation

Obj 1

✓ a. $1,030,000
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The Walt Disney Company had the following assets and liabilities (in millions) as of
September 29, 2007.

Assets $60,928
Liabilities 30,175

a. Determine the stockholders’ equity of Walt Disney as of September 29, 2007.
b. If assets increased by $1,569 and stockholders’ equity increased by $1,570,

what was the increase or decrease in liabilities for the year ending September
27, 2008?

c. What were the total assets, liabilities, and stockholders’ equity as of September
30, 2008?

d. Based upon your answer to (c), does the accounting equation balance?

Campbell Soup Co. had the following assets and liabilities (in millions) as of July
29, 2007.

Assets $6,445
Liabilities 5,150

a. Determine the stockholders’ equity of Campbell Soup as of July 29, 2007.
b. If assets increased by $29 and liabilities increased by $6, what was the increase

or decrease in stockholders’ equity for the year ending August 3, 2008?
c. What were the total assets, liabilities, and stockholders’ equity as of August 3,

2008?
d. Based upon your answer to (c), does the accounting equation balance?

One item is omitted in each of the following summaries of balance sheet and
income statement data (in millions) for Google and Verizon Communications as of
December 31, 2008 and 2007.

Google Verizon
December 31, 2007:

Assets $25,336 (e)
Liabilities (a) (f)
Stockholders’ equity (b) $ 50,581

Increase (Decrease) in assets, liabilities,
and stockholders’ equity during 2008:

Assets $ 6,432 (g)
Liabilities 883 $ 24,268
Stockholders’ equity 5,549 (h)

December 31, 2008:
Assets (c) $202,352
Liabilities $ 3,529 (i)
Stockholders’ equity (d) 41,706

Determine the amounts of the missing items (a) through (i).

Bryan Segota is the sole stockholder and operator of Thatch, a motivational
consulting business. At the end of its accounting period, December 31, 2010,
Thatch has assets of $760,000 and liabilities of $240,000. Using the accounting

E2-2
Accounting equation

Obj 1

✓ a. $30,753

E2-3
Accounting equation

Obj 1

✓ a. $1,295

E2-4
Accounting equation

Obj 1

✓ a. $2,646

E2-5
Accounting equation

Obj 1

✓ b. $568,000
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equation and considering each case independently, determine the following
amounts:

a. Stockholders’ equity, as of December 31, 2010.
b. Stockholders’ equity, as of December 31, 2011, assuming that assets increased

by $120,000 and liabilities increased by $72,000 during 2011.
c. Stockholders’ equity, as of December 31, 2011, assuming that assets decreased

by $60,000 and liabilities increased by $21,600 during 2011.
d. Stockholders’ equity, as of December 31, 2011, assuming that assets increased

by $100,000 and liabilities decreased by $38,400 during 2011.
e. Net income (or net loss) during 2011, assuming that as of December 31, 2011,

assets were $960,000, liabilities were $156,000, and there were no dividends
and no additional capital stock was issued.

For Target Corporation, indicate whether the following transactions would (1)
increase, (2) decrease, or (3) have no effect on stockholders’ equity.

a. Borrowed money from the bank.
b. Paid creditors.
c. Made cash sales to customers.
d. Purchased store equipment.
e. Paid dividends.

f. Paid store rent.
g. Paid interest expense.
h. Sold store equipment at a gain.
i. Received interest revenue.
j. Paid taxes.

Describe how the following business transactions affect the three elements of the
accounting equation.

a. Received cash for services
performed.

b. Paid for utilities used in the
business.

c. Borrowed cash at local bank.
d. Issued capital stock for cash.
e. Purchased land for cash.

A vacant lot acquired for $150,000, on which there is a balance owed of $80,000,
is sold for $290,000 in cash. The seller pays the $80,000 owed. What is the effect
of these transactions on the total amount of the seller’s (1) assets, (2) liabilities,
and (3) stockholders’ equity?

Indicate whether each of the following types of transactions will (a) increase
stockholders’ equity or (b) decrease stockholders’ equity.

a. Issued capital stock for cash.
b. Received cash for fees earned.
c. Paid cash for utilities expense.

d. Paid cash for rent expense.
e. Paid cash dividends.

Lindberg Delivery Service had the following selected transactions during
October:

1. Received cash from issuance of capital stock, $75,000.
2. Paid rent for October, $4,200.
3. Paid advertising expense, $4,000.
4. Received cash for providing delivery services, $39,750.
5. Purchased supplies for cash, $2,500.

E2-6
Effects of transactions on
stockholders’ equity

Objs 2, 4

E2-7
Effects of transactions
on accounting equation

Objs 1, 2, 4

E2-8
Effects of transactions on
accounting equation

Objs 1, 2, 4

✓ (1) Assets increased
by $60,000

E2-9
Effects of transactions on
stockholders’ equity

Objs 2, 4

E2-10
Transactions

Objs 1, 2, 4
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6. Billed customers for delivery services on account, $81,200.
7. Paid creditors on account, $9,280.
8. Received cash from customers on account, $25,600.
9. Determined that the cost of supplies on hand was $900; therefore, $1,600 of

supplies had been used during the month.
10. Paid dividends, $3,000.

Indicate the effect of each transaction on the accounting equation by listing
the numbers identifying the transactions, (1) through (10), in a vertical column,
and inserting at the right of each number the appropriate letter from the fol-
lowing list:

a. Increase in an asset, decrease in another asset.
b. Increase in an asset, increase in a liability.
c. Increase in an asset, increase in stockholders’ equity.
d. Decrease in an asset, decrease in a liability.
e. Decrease in an asset, decrease in stockholders’ equity.

Sally Fleming operates her own catering service. Summary financial data for
February are presented in equation form as follows. Each line designated by a
number indicates the effect of a transaction on the balance sheet. Each increase
and decrease in stockholders’ equity, except transaction (4), affects net income.

Cash + Land = Liabilities +
Capital
Stock +

Retained
Earnings

Bal. 30,000 100,000 16,000 24,000 90,000
1. +25,000 +25,000
2. –20,000 +20,000
3. –18,000 –18,000
4. –3,000 –3,000
Bal. 14,000 120,000 16,000 24,000 94,000

a. Describe each transaction.
b. What is the amount of net decrease in cash during the month?
c. What is the amount of net increase in retained earnings during the month?
d. What is the amount of the net income for the month?
e. How much of the net income for the month was retained in the business?
f. What is the amount of net cash flows from operating activities?
g. What is the amount of net cash flows from investing activities?
h. What is the amount of net cash flows from financing activities?

The income statement of a corporation for the month of July indicates a net
income of $75,000. During the same period, $100,000 in cash dividends were
paid.

Would it be correct to say that the business incurred a net loss of $25,000
during the month? Discuss.

E2-11
Nature of transactions

Objs 1, 2, 4

✓ b. $16,000 decrease

E2-12
Net income and dividends

Objs 3, 5
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Four different companies, A, B, C, and D, show the same balance sheet data at
the beginning and end of a year. These data, exclusive of the amount of stock-
holders’ equity, are summarized as follows:

Total Assets Total Liabilities
Beginning of the year $ 810,000 $324,000
End of the year 1,296,000 540,000

On the basis of the preceding data and the following additional information
for the year, determine the net income (or loss) of each company for the year.
(Suggestion: First determine the amount of increase or decrease in stockholders’
equity during the year.)

Company A: No additional capital stock was issued, and no dividends were paid.
Company B: No additional capital stock was issued, but dividends of $72,000 were paid.
Company C: Capital stock of $162,000 was issued, but no dividends were paid.
Company D: Capital stock of $162,000 was issued, and dividends of $72,000 were paid.

One item is omitted from each of the following summaries of balance sheet and
income statement data for four different corporations.

Earth Mars Neptune Pluto
Beginning of the year:

Assets $216,000 $250,000 $100,000 (d)
Liabilities 129,600 130,000 76,000 $120,000

End of the year:
Assets 268,200 350,000 90,000 248,000
Liabilities 117,000 110,000 80,000 136,000

During the year:
Additional issuance

of capital stock (a) 50,000 10,000 40,000
Dividends 14,400 16,000 (c) 60,000
Revenue 71,190 (b) 115,000 112,000
Expenses 38,880 64,000 122,500 128,000

Determine the amounts of the missing items, identifying them by letter.
(Suggestion: First determine the amount of increase or decrease in stockholders’
equity during the year.)

Use the following data (in thousands) for Barnes & Noble, Inc. for the year end-
ing February 2, 2008, to answer the questions below:

Retained earnings, February 3, 2007 $ 600,404
Retained earnings, February 2, 2008 696,861
Net cash flows from operating activities 434,680
Net increase in cash 12,280
Net cash flows used for financing activities (241,837)

a. Determine the amount of earnings retained in Barnes & Noble for the year
ended February 2, 2008.

b. Determine the net cash flows used for investing activities for the year ended
February 2, 2008.

E2-13
Net income and stockholders’
equity for four businesses

Objs 1, 3, 5

✓ Company C: Net
income, $108,000

E2-14
Missing amounts from balance
sheet and income statement
data

Objs 1, 3, 5

✓ a. $46,890

E2-15
Net income, retained earnings,
and dividends

Objs 3, 5

✓ a. $96,457
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Financial information related to Kate’s Interiors for May and June of 2011 is as
follows:

May 31, 2011 June 30, 2011
Notes payable $200,000 $250,000
Land 500,000 575,000
Capital stock 75,000 90,000
Retained earnings ? ?
Cash 100,000 175,000

a. Prepare balance sheets for Kate’s Interiors as of May 31 and June 30, 2011.
b. Determine the amount of net income for June, assuming that dividends of

$35,000 were paid.
c. Determine the net cash flows from operating activities.
d. Determine the net cash flows from investing activities.
e. Determine the net cash flows from financing activities.
f. Determine the net increase or decrease in cash.

After its first month of operation, the following amounts were taken from the
accounting records of Polaris Realty Inc. as of November 30, 2011.

Capital stock $25,000 Notes payable $ 35,000
Cash 38,000 Rent expense 5,000
Dividends 10,000 Retained earnings 0
Interest expense 2,000 Salaries expense 65,000
Land 42,000 Sales commissions 120,000
Miscellaneous expense 3,000 Utilities expense 15,000

Prepare an income statement for the month ending November 30, 2011.

Using the financial data shown in Exercise 2-17 for Polaris Realty Inc., prepare a
retained earnings statement for the month ending November 30, 2011.

Using the financial data shown in Exercise 2-17 for Polaris Realty Inc., prepare a
balance sheet as of November 30, 2011.

E2-16
Balance sheet, net income,
and cash flows

Objs 3, 5

S P R E A D S H E E T

✓ b. $120,000

E2-17
Income statement

Objs 3, 5

S P R E A D S H E E T

✓ Net income, $30,000

E2-18
Retained earnings statement

Objs 3, 5

S P R E A D S H E E T

✓ Retained earnings,
November 30, 2011,
$20,000

E2-19
Balance sheet

Objs 3, 5

S P R E A D S H E E T

✓ Total assets, $80,000
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Using the financial data shown in Exercise 2-17 for Polaris Realty Inc., prepare a
statement of cash flows for the month ending November 30, 2011.

Describe how the following transactions of Sun Microsystems, Inc. would affect the
three elements of the accounting equation.

a. Paid research and development expenses for the current year.
b. Purchased machinery and equipment for cash.
c. Received cash from issuing stock.
d. Received cash from the issuance of long-term debt.
e. Made cash sales.
f. Paid selling expenses.
g. Paid employee pension expenses for the current year.
h. Received proceeds from selling a portion of manufacturing operations for a

gain on the sale.
i. Paid officer salaries.
j. Paid taxes.
k. Paid off long-term debt.
l. Paid dividends.

Based upon the financial transactions for Sun Microsystems, Inc. shown in
Exercise 2-21, indicate whether the transaction would be reported in the cash flows
from operating, investing, or financing sections of the statement of cash flows.

Problems

Chris Woods established an insurance agency on July 1, 2011, and completed the
following transactions during July:

a. Opened a business bank account in the name of Woods Insurance Inc., with
a deposit of $40,000 in exchange for capital stock.

b. Borrowed $30,000 by issuing a note payable.
c. Received cash from fees earned, $28,000.
d. Paid rent on office and equipment for the month, $3,000.
e. Paid automobile expense for the month, $1,800, and miscellaneous expense,

$900.
f. Paid office salaries, $4,200.
g. Paid interest on the note payable, $100.
h. Purchased land as a future building site, $55,000.
i. Paid dividends, $2,000.

Instructions
1. Indicate the effect of each transaction and the balances after each transac-

tion, using the integrated financial statement framework.

E2-20
Statement of cash flows

Objs 3, 5

S P R E A D S H E E T

✓ Net cash flows from
operating activities,
$30,000

E2-21
Effects of transactions on
accounting equation

Objs 1, 2, 4

E2-22
Statement of cash flows

Objs 3, 5

P2-1
Transactions and financial
statements

Objs 1, 2, 3

S P R E A D S H E E T

✓ 3. Net income,
$18,000
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2. Briefly explain why the stockholders’ investments and revenues increased
stockholders’ equity, while dividends and expenses decreased stockholders’
equity.

3. Prepare an income statement and retained earnings statement for July.
4. Prepare a balance sheet as of July 31, 2011.
5. Prepare a statement of cash flows for July.

Wendy Dwyer established Outlaw Computer Services on January 1, 2011. The
effect of each transaction and the balances after each transaction for January are
shown below in the integrated financial statement framework.

Instructions
1. Prepare an income statement for the month ended January 31, 2011.
2. Prepare a retained earnings statement for the month ended January 31,

2011.
3. Prepare a balance sheet as of January 31, 2011.
4. Prepare a statement of cash flows for the month ended January 31, 2011.

a. Financing 30,000

b. Operating 22,000

c. Operating 2,500

d. Financing 10,000

e. Investing 40,000

f. Operating 1,900

g. Operating 3,600

h. Financing 2,000

 Increase in cash 12,000

Statement of
Cash Flows

Statement of Cash Flows

b. Fees earned 22,000

c. Rent expense 2,500

f. Auto expense 1,200

f. Misc. expense 700

g. Salary expense 3,600

 Net income 14,000

Income Statement

Income
Statement

Balance Sheet

  Asset   Liabilities  Stockholders’ Equity

     Notes  Capital  Retained
 Cash  Land  Payable  Stock  Earnings

a. Investment 30,000  30,000

b. Fees earned 22,000  22,000 b.

 Balances 52,000  30,000 22,000

c. Rent expense 2,500    2,500 c.

 Balances 49,500  30,000 19,500

d. Issued notes payable 10,000 10,000

 Balances 59,500 10,000 30,000 19,500

e. Purchased land 40,000 40,000

 Balances 19,500 40,000 10,000 30,000 19,500

f. Paid expenses 1,900 1,900 f.

 Balances 17,600 40,000 10,000 30,000 17,600

g. Paid salary expense 3,600    3,600 g.

 Balances 14,000 40,000 10,000 30,000 14,000

h. Paid dividends 2,000 2,000

 Balances, Jan. 31 12,000 40,000 10,000 30,000 12,000

P2-2
Transactions and financial
statements

Objs 1, 2, 3

S P R E A D S H E E T

✓ 1. Net income,
$14,000
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The following amounts were taken from the accounting records of Bontancia
Services, Inc., as of August 31, 2011. Bontancia Services began its operations on
September 1, 2010.

Capital stock $ 23,000
Cash 50,000
Dividends 13,000
Fees earned 300,000
Interest expense 2,500
Land 100,000
Miscellaneous expense 7,500
Notes payable 30,000
Rent expense 28,000
Salaries expense 90,000
Taxes expense 22,000
Utilities expense 40,000

Instructions
1. Prepare an income statement for the year ending August 31, 2011.
2. Prepare a retained earnings statement for the year ending August 31, 2011.
3. Prepare a balance sheet as of August 31, 2011.
4. Prepare a statement of cash flows for the year ending August 31, 2011.

After its second year of operations, the following amounts were taken from the
accounting records of Bontancia Services, Inc., as of August 31, 2012. Bontancia
Services began its operations on September 1, 2010 (see Problem 2-3).

Capital stock $ 55,000
Cash ?
Dividends 25,000
Fees earned 400,000
Interest expense 3,000
Land 240,000
Miscellaneous expense 11,000
Notes payable 38,000
Rent expense 36,000
Salaries expense 110,000
Taxes expense 28,000
Utilities expense 52,000

Instructions
1. Prepare an income statement for the year ending August 31, 2012.
2. Prepare a retained earnings statement for the year ending August 31, 2012.

(Note: The retained earnings at September 1, 2011, was $97,000.)
3. Prepare a balance sheet as of August 31, 2012.
4. Prepare a statement of cash flows for the year ending August 31, 2012. (Hint:

You should compare the asset and liability amounts of August 31, 2012, with
those of August 31, 2011, to determine cash used in investing and financing
activities. See Problem 2-3 for the August 31, 2011, balance sheet amounts.)

P2-3
Financial statements

Objs 2, 3

S P R E A D S H E E T

✓ 1. Net income,
$110,000

P2-4
Financial statements

Obj 5

S P R E A D S H E E T

✓ 1. Net income,
$160,000
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The financial statements at the end of Miramar, Inc.’s first month of
operation are shown below. By analyzing the interrelationships among the
financial statements, fill in the proper amounts for (a) through (s).

MIRAMAR REALTY, INC.
Income Statement

For the Month Ended July 31, 2011

Fees earned $ (a)
Operating expenses:

Wages expense $33,120
Rent expense 18,000
Utilities expense (b)
Interest expense 1,800
Miscellaneous expense 3,960

Total operating expenses 67,500
Net income $ (c)

MIRAMAR REALTY, INC.
Retained Earnings Statement

For the Month Ended July 31, 2011

Retained earnings, July 1, 2011 $ (d)
Net income for July $49,500
Less dividends (e) (f)
Retained earnings, July 31, 2011 $ (g)

MIRAMAR REALTY, INC.
Balance Sheet
July 31, 2011

Assets
Cash $ (h)
Land 180,000
Total assets $ 238,500

Liabilities
Notes payable $ 108,000

Stockholders’ Equity
Capital stock $ (i)
Retained earnings (j)

Total stockholders’ equity (k)
Total liabilities and stockholders’ equity $ (l)

P2-5
Missing amounts from financial
statements

Objs 3, 5

S P R E A D S H E E T

✓ a. $117,000
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MIRAMAR REALTY, INC.
Statement of Cash Flows

For the Month Ended July 31, 2011

Cash flows from operating activities:
Cash received from customers $117,000
Deduct cash payments for expenses 67,500

Net cash flows from operating activities $ (m)

Cash flows from investing activities:
Cash payment for purchase of land (180,000)

Cash flows from financing activities:
Cash received from sale of capital stock $ 90,000
Cash received from notes payable (n) $ (o)
Deduct cash dividends 9,000

Net cash flows from financing activities (p)
Net increase in cash $ (q)
July 1, 2011, cash balance (r)
July 31, 2011, cash balance $ (s)

Bitterroot Realty, Inc., organized October 1, 2011, is operated by Dale Flynn.
How many errors can you find in the following financial statements for
Bitterroot Realty, Inc., prepared after its first month of operation?

BITTERROOT REALTY, INC.
Income Statement
October 31, 2011

Sales commissions $92,200
Operating expenses:

Office salaries expense $16,300
Rent expense 7,600
Automobile expense 3,500
Dividends 2,000
Miscellaneous expense 1,550

Total operating expenses 30,950
Net income $41,250

DALE FLYNN
Retained Earnings Statement

October 31, 2010

Net income for the month $41,250
Retained earnings, October 31, 2010 $41,250

Balance Sheet
For the Month Ended October 31, 2010

Assets
Cash $ 60,850
Notes payable 20,000
Total assets $ 80,850

Liabilities
Land $ 40,400

Stockholders’ Equity
Capital stock $20,000
Retained earnings 41,250

Total stockholders’ equity 61,250
Total liabilities and stockholders’ equity $101,650

P2-6
Financial statements

Objs 3, 5
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BITTERROOT REALTY, INC.
Statement of Cash Flows

October 31, 2011

Cash flows from operating activities:
Cash receipts from sales commissions $ 92,200

Cash flows from investing activities:
Cash payments for land (40,400)

Cash flows from financing activities:
Cash receipts from retained earnings 81,250

Net increase in cash during May $133,050
Cash as of October 1, 2011 0
Cash as of October 31, 2011 $133,050

Activities

Assume that you are considering developing a nationwide chain of women’s
clothing stores. You have contacted a Seattle-based firm that specializes in
financing new business ventures and enterprises. Such firms, called venture
capital firms, finance new businesses in exchange for a percentage of the
ownership.

1. In groups of four or five, discuss the different business emphases that you
might use in your venture.

2. For each emphasis you listed in (1), provide an example of a real-world
business using the same emphasis.

3. What percentage of the ownership would you be willing to give the venture
capital firm in exchange for its financing?

On August 1, 2011, Dr. Dana Hendley established Med, a medical practice
organized as a professional corporation. The following conversation occurred
the following February between Dr. Hendley and a former medical school
classmate, Dr. Elyse Monti, at an American Medical Association convention in
New York City.

Dr. Monti: Dana, good to see you again. Why didn’t you call when you were in
Denver? We could have had dinner together.

Dr. Hendley: Actually, I never made it to Denver this year. My husband and kids
went up to our Vail condo twice, but I got stuck in Fort Lauderdale. I opened a
new consulting practice this August and haven’t had any time for myself since.

Dr. Monti: I heard about it ... Med ... something ... right?

Dr. Hendley: Yes, Med. My husband chose the name.

Dr. Monti: I’ve thought about doing something like that. Are you making any
money? I mean, is it worth your time?

Dr. Hendley: You wouldn’t believe it. I started by opening a bank account with
$30,000, and my January bank statement has a balance of $75,000. Not bad for
six months—all pure profit.

A2-1
Business emphasis

G R O U P

A2-2
Cash accounting
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Dr. Monti: Maybe I’ll try it in Denver! Let’s have breakfast together tomorrow and
you can fill me in on the details.

Comment on Dr. Hendley’s statement that the difference between the opening
bank balance ($30,000) and the January statement balance ($75,000) is pure
profit.

Amazon.com, an Internet retailer, was incorporated in the early 1990s and
opened its virtual doors on the Web shortly thereafter. On its statement of cash
flows, would you expect Amazon.com’s net cash flows from operating, investing,
and financing activities to be positive or negative for its first three years of op-
eration? Use the following format for your answers, and briefly explain your
logic.

Year 1 Year 2 Year 3
Net cash flows from operating activities negative
Net cash flows from investing activities
Net cash flows from financing activities

Yahoo.com’s finance Internet site provides summary financial information about
public companies, such as stock quotes, recent financial filings with the Secu-
rities and Exchange Commission, and recent news stories. Go to Yahoo.com’s
financial Web site (http://finance.yahoo.com/) and enter Apple, Inc.’s stock
symbol, AAPL. Answer the following questions concerning Apple, Inc. by click-
ing on the various items under the tab \More Reports for AAPL."

1. At what price did Apple’s stock last trade?
2. What is the 52-week range of Apple’s stock?
3. When was the last time Apple’s stock hit a 52-week high?
4. Over the last six months, has there been any insider selling or buying of

Apple’s stock?
5. Who is the chief executive officer of Apple Inc., and how old is the

president?
6. What was the salary of the president of Apple Inc.?
7. What is the annual dividend of Apple’s stock?
8. How many current broker recommendations are strong buy, buy, hold, sell,

or strong sell? What is the average of the broker recommendations?
9. What is the net cash flow from operations for this year?

10. What is the operating margin for this year?

On February 25, 2009, Gabriel Madway wrote an article titled \Apple Investors
Get No Satisfaction on Jobs" which appeared on Reuters.com. The article raises
concerns about Steve Jobs’s health and the possible reoccurrence of his pan-
creatic cancer. The following excerpt is taken from the article:

Jobs—who co-founded Apple and is credited with transforming it into a consumer
juggernaut after returning as CEO a decade ago—announced in January he would
take a five-month leave of absence, handing over the reins of the firm and saying his
health problems were "more complex" than originally thought.

Answer the following questions:

1. Is the article favorable, neutral, or unfavorable regarding future prospects
for Apple Inc.?

A2-3
Business emphasis

A2-4
Financial information

A2-5
Analyzing financial information
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2. Assuming you owned stock in Apple Inc., would you sell your stock based
only upon this article? If not, what additional information would you want?

3. Would it be a prudent investment strategy to only rely upon published fi-
nancial statements in deciding to invest in a company’s stock?

4. What sources do you think financial analysts use in making investment de-
cisions and recommendations?

Answers to Self-Examination Questions

1. D Even though a recording error has been
made, the accounting equation will
balance (answer D). However, assets
(cash) will be overstated by $50,000, and
liabilities (notes payable) will be
overstated by $50,000. Answer A is
incorrect because although cash is
overstated by $50,000, the accounting
equation will balance. Answer B is
incorrect because although notes payable
are overstated by $50,000, the accounting
equation will balance. Answer C is
incorrect because the accounting
equation will balance and assets will not
exceed liabilities.

2. C Total assets will exceed total liabilities and
stockholders’ equity by $16,000. This is
because stockholders’ equity (retained
earnings) was decreased instead of increased
by $8,000. Thus, stockholders’ equity will be
understated by a total of $16,000.

3. C The accounting equation is:

Assets ¼ Liabilities þ Stockholders0 Equity

Therefore, if assets increased by $20,000
and liabilities increased by $12,000,

stockholders’ equity must have increased
by $8,000 (answer C), as indicated in the
following computation:

Assets ¼ Liabilities þ Stockholders’
Equity

þ$20,000 ¼ $12,000 þ Stockholders’ Equity
þ$20,000 � $12,000 ¼ Stockholders’ Equity
þ$8,000 ¼ Stockholders’ Equity

4. B Net income is the excess of revenue over
expenses, or $15,000 (answer B). If
expenses exceed revenue, the difference is
a net loss. Dividends are the opposite of
the stockholders investing in the business
and do not affect the amount of net
income or net loss.

5. B The purchase of land for cash changes the
mix of assets and does not affect liabilities
or stockholders’ equity (answer B).
Borrowing cash from a bank (answer A)
increases assets and liabilities. Receiving
cash for fees earned (answer C) increases
cash and stockholders’ equity (retained
earnings). Paying office salaries (answer
D) decreases cash and stockholders’ equity
(retained earnings).

Basic Accounting Concepts 79



Accrual Accounting
Concepts 3

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Describe basic accrual accounting
concepts, including the matching

concept.

Obj 2 Use accrual concepts of accounting to
analyze, record, and summarize

transactions.

Obj 3 Describe and illustrate the end-of-period
adjustment process.

Obj 4 Prepare financial statements using
accrual concepts of accounting,

including a classified balance
sheet.

Obj 5 Describe how the accrual basis of
accounting enhances the
interpretation of financial

statements.

Do you subscribe to any magazines? Most of us
subscribe to one or more magazines such as
Cosmopolitan, Sports Illustrated, Golf Digest,
Newsweek, or Rolling Stone. Magazines

usually require you to prepay the yearly subscription price
before you receive any issues. When should the maga-
zine company record revenue from the subscriptions?

As we discussed in Chapter 2, sometimes revenues
are earned and expenses are incurred at the point cash is
received or paid. For transactions such as magazine sub-
scriptions, the revenue is earned when the magazine is
delivered, not when the cash is received. Most compa-
nies are required to account for revenues and expenses
when the benefit is substantially provided or consumed,
which may not be when cash is received or paid.

One company that records revenue from subscriptions
is Marvel Entertainment, Inc. Marvel began in 1939 as
a comic book publishing company, establishing such
popular comic book characters as Spider-Manâ, X-Menâ,
Fantastic Fourâ, and the Avengersâ. From these humble
beginnings, Marvel has grown into a full-line, multi-billion-
dollar entertainment company that was recently acquired
by The Walt Disney Company. Marvel not only pub-
lishes comic books, but it has also added feature films,
such as the Spider-Man movies, video games, and toys,
to its product offerings.

In this chapter, we continue our discussion of financial
statements and financial reporting systems. In doing so,
we focus on accrual concepts of accounting that are used
by all major businesses, such asMarvel Entertainment. Our
discussions will include how to record transactions under
accrual accounting concepts, update accounting records,
and prepare accrual financial statements. Because all large
companies, and many small ones, use accrual concepts of
accounting, a thorough understanding of this topic is
important for your business studies and future career.



Basic Accrual Accounting Concepts,
Including the Matching Concept
Family Health Care’s transactions and financial statements for September
and October were illustrated in Chapter 2. These illustrations used many of
the eight accounting concepts described in Chapter 1. For example, the
business entity concept was used to account for Family Health Care as a
separate entity, independent of the owner-manager, Dr. Lee Landry. The
cost, unit of measure, going concern, accounting period, full disclosure, and
objectivity concepts were also used.

The one accounting concept not used in Chapter 2 was the matching
concept. This is because all the transactions in Chapter 2 were structured so
that cash was either received or paid. This was done to simplify the recording
of transactions and preparing of the financial statements. For example, all
revenues were received in cash at the time the services were rendered and all
expenses were paid in cash at the time they were incurred.

In the real world, cash may be received or paid at a different time from
when revenues are earned or expenses are incurred. In fact, companies
often earn revenue before or after cash is received and incur expenses be-
fore or after cash is paid.

To illustrate, a real estate company might spend months or years devel-
oping land for a business complex or subdivision. During this period, the
company earns no revenues, but makes payments for materials, wages, in-
surance, and other construction items. Thus, if revenues were recorded only
when cash is received and expenses recorded only when cash is paid, the
company would report a series of losses on its income statement while the
land is being developed. In such cases, the income statements would not
provide a realistic picture of the company’s operations. In fact, the devel-
opment might become highly successful and the early losses misleading.

Accrual accounting is designed to avoid misleading information arising
from the timing of cash receipts and payments. Under accrual accounting,
transactions are recorded as they occur and thus affect the accounting
equation (assets, liabilities, and stockholders’ equity). Since the receipt or
payment of cash affects assets (cash), all cash receipts and payments are
recorded in the accounts under accrual accounting. Conversely, under ac-
crual accounting, transactions are also recorded even though cash is not
received or paid until a later point.

How Businesses Make Money

Not Cutting Corners

Have you ever ordered a hamburger from Wendy’s and noticed that the meat patty is
square? The square meat patty reflects a business emphasis instilled in Wendy’s by
its founder, Dave Thomas. Mr. Thomas emphasized offering high-quality products at a
fair price in a friendly atmosphere, without “cutting corners”; hence, the square meat
patty. In the highly competitive fast-food industry, Dave Thomas’s approach has en-
abled Wendy’s to become the third largest fast-food restaurant chain in the world,
with annual sales of over $7 billion.

Source: Douglas Martin, “Dave Thomas, 69, Wendy’s Founder, Dies,” New York Times, January 9,
2002.

Obj 1 Describe basic
accrual accounting
concepts, including
the matching concept.
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To illustrate, Family Health Care may provide services to patients who are
covered by health insurance. Periodically, Family Health Care files claims with
the insurance companies requesting payment. In this case, revenue is re-
corded, referred to as recognized, when the services are provided even though
the cash is to be received later. When services are provided with the cash to be
received at a later time, the services are said to be provided on account. In such
cases, an account receivable for the amount of the services is recorded as an asset.

Likewise, a company may purchase supplies from a supplier (vendor),
with terms that allow the company to pay for the purchase at a later time. In
this case, the supplies are said to be purchased on account and an account
payable for the amount to be paid is recorded as a liability.

In accounting, the term recognized is often used to refer to when
a transaction is recorded. Under accrual accounting, revenue is recognized when
it is earned. For Family Health Care, revenue is earned when services have been
provided to the patient. At this point, the revenue-earning process is complete
and the patient is legally obligated to pay for the services.

The matching concept plays an important role in accrual accounting for
determining when expenses are recorded. When revenues are earned and
recorded, all expenses incurred in generating the revenues are also
recorded. In this way, revenues and expenses are matched and the net income
or net loss for the period is determined.

Accrual accounting also recognizes liabilities at the time the business
incurs the obligation to pay for the services or goods purchased. For example,
the purchase of supplies on account is recorded when the supplies are
received and the business has incurred the obligation to pay for the supplies.

Using Accrual Concepts of Accounting
for Family Health Care’s November
Transactions
To illustrate accrual accounting, the following November 2011 Family
Health Care transactions are used:

a. On November 1, received $1,800 from ILS Company as rent for the use of
Family Health Care’s land as a temporary parking lot from November
2011 through March 2012.

b. On November 1, paid a premium of $2,400 for a two-year general busi-
ness insurance policy that covers fire and theft.

c. On November 1, paid $6,000 for an insurance premium on a six-month
medical malpractice policy.

d. Dr. Landry invested an additional $5,000 in the business in exchange for
capital stock.

e. Purchased supplies for $240 on account.

f. Purchased $8,500 of office equipment. Paid $1,700 cash as a down pay-
ment, with the remaining $6,800 ($8,500 � $1,700) due in five monthly
installments of $1,360 ($6,800 � 5) beginning January 1.

g. Provided services of $6,100 to patients on account.

h. Received $5,500 for services provided to patients who paid cash.

Obj 2 Use accrual
concepts of accounting to
analyze, record, and
summarize transactions.
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i. Received $4,200 from insurance companies, which paid on patients’ ac-
counts for services that have been provided.

j. Paid $100 on account for supplies that had been purchased.

k. Expenses paid during November were as follows: wages, $2,790; rent,
$800; utilities, $580; interest, $100; and miscellaneous, $420.

l. Paid dividends of $1,200 to stockholders (Dr. Landry).

In analyzing and recording the November transactions for Family Health
Care, the integrated financial statement framework is used. Transactions
that increase or decrease a financial statement element are recorded. These
financial statement elements are referred to as accounts.

Transaction (a)
On November 1, received $1,800 from ILS Company as rent for the use of Family Health
Care’s land as a temporary parking lot from November 2011 through March 2012.

In this transaction, Family Health Care entered into a rental agreement for
the use of its land. The agreement requires a payment of a rental fee of
$1,800, in advance. The rental agreement also gives ILS Company the option
of renewing the agreement for an additional four months.

By entering into this rental agreement and accepting the $1,800, Family
Health Care has incurred a liability to make the land available for ILS’s use. If
Family Health Care canceled the agreement on November 1, after accepting
the $1,800, it would have to repay the $1,800.

Family Health Care records this transaction as an increase in Cash and an
increase in a liability for $1,800. Because the liability relates to rent that has
not yet been earned, it is recorded as Unearned Revenue.

The effects of this transaction on Family Health Care’s financial state-
ments are recorded as shown below:

Balance Sheet

 Assets   Liabilities  Stockholders’ Equity

     Notes  Unearned  Capital  Retained
 Cash  Land  Payable  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
a. Operating 1,800

 Balances, Nov. 1 7,320 12,000 10,000  6,000 3,320

a. Received rent in advance 1,800   1,800

 Balances 9,120 12,000 10,000 1,800 6,000 3,320

The receipt of the $1,800 of cash increases cash flows from operating ac-
tivities under the Statement of Cash Flows column. Since no rental revenue has
yet been earned, there are no entries under the Income Statement column.

As time passes, Family Health Care will earn the rental revenue. For
example, at the end of November, $360 ($1,800 � 5 months) will be earned.
Recording the $360 of earned rent revenue at the end of November is
described and illustrated later in this chapter.

The November 1 balances shown in the preceding integrated financial
statement spreadsheet are the ending balances from October. That is, the
cash balance of $7,320 is the ending cash balance as of October 31, 2011.
Likewise, the other balances are carried forward from the preceding month.

A listing of a company’s
accounts is called its chart
of accounts.

Microsoft Corporation
reported unearned revenue
of $15,297 million as of
June 30, 2008.
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In this sense, the Balance Sheet column is a cumulative financial history of
Family Health Care.

Transaction (b)
On November 1, paid a premium of $2,400 for a two-year general business insurance
policy that covers risks from fire and theft.

By paying the premium, Family Health Care has purchased an asset, in-
surance coverage, in exchange for cash. The effects of this transaction on
Family Health Care’s financial statements are recorded as shown below:

Balance Sheet

 Assets  Liabilities  Stockholders’ Equity

   Prepaid    Notes  Unearned  Capital  Retained
 Cash  Insurance  Land  Payable  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
b. Operating 2,400

 Balances 9,120  12,000 10,000 1,800 6,000 3,320

b. Paid insurance for 2 yrs. 2,400 2,400

 Balances 6,720 2,400 12,000 10,000 1,800 6,000 3,320

Under the Balance Sheet column the mix of assets has changed, with Cash
decreasing by $2,400 and Prepaid Insurance increasing by $2,400. The pay-
ment of cash also decreases cash flows from Operating activities under the
Statement of Cash Flows column. Since no revenue or expenses are affected,
there are no entries under the Income Statement column.

Prepaid insurance is unique in that it expires with the passage of time. For
example, $100 ($2,400 � 24 months) of Family Health Care’s insurance will
expire each month. Such assets are called prepaid expenses or deferred
expenses.

Transaction (c)
On November 1, paid $6,000 for an insurance premium on a six-month medical
malpractice policy.

This transaction is similar to transaction (b), except that Family Health Care
has purchased medical malpractice insurance that is renewable every 6
months. The effects of this transaction on Family Health Care’s financial
statements are recorded as shown below:

Balance Sheet

 Assets  Liabilities  Stockholders’ Equity

   Prepaid    Notes  Unearned  Capital  Retained
 Cash  Insurance  Land  Payable  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
c. Operating 6,000

 Balances 6,720 2,400 12,000 10,000 1,800 6,000 3,320

c. Paid insurance for 6 mos. 6,000 6,000

 Balances 720 8,400 12,000 10,000 1,800 6,000 3,320
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Transaction (d)
Dr. Landry invested an additional $5,000 in the business in exchange for capital stock.

This transaction is similar to the initial transaction in which Dr. Landry
established Family Health Care. The effects of these transactions are re-
corded as shown below:

Balance Sheet

 Assets  Liabilities  Stockholders’ Equity

   Prepaid    Notes  Unearned  Capital  Retained
 hsaC  Insurance  Land  Payable  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
d. Financing 5,000

 Balances 720 8,400 12,000 10,000 1,800 6,000 3,320

d. Issued capital stock 5,000     5,000

 Balances 5,720 8,400 12,000 10,000 1,800 11,000 3,320

Transaction (e)
Purchased supplies for $240 on account.

This transaction is similar to transactions (b) and (c), in that purchased
supplies are assets until they are used in the generation of revenue. Family
Health Care has purchased and received the supplies, with a promise to pay
in the near future. Such liabilities that are incurred in the normal operations
are called accounts payable. The effects of this transaction on Family Health
Care’s financial statements are recorded as shown below:

Balance Sheet

 Assets  Liabilities  Stockholders’ Equity

   Prepaid      Notes  Accounts  Unearned  Capital  Retained
 hsaC  Insurance  Supplies  Land  Payable  Payable  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

 Balances 5,720 8,400  12,000 10,000  1,800 11,000 3,320

e. Purchased supplies   240   240

 Balances 5,720 8,400 240 12,000 10,000 240 1,800 11,000 3,320

Under the Balance Sheet column the asset Supplies increases by $240 and
the liability Accounts Payable increases by $240. Since no cash is paid or
received, there are no entries under the Statement of Cash Flows column.
Likewise, since no revenue or expenses are affected, there are no entries
under the Income Statement column.

Transaction (f)
Purchased $8,500 of office equipment. Paid $1,700 cash as a down payment, with the
remaining $6,800 (8,500 – $1,700) due in five monthly installments of $1,360
($6,800 � 5) beginning January 1.

Lowe’s Companies
reported accounts payable
of $4,543 million as of
January 30, 2009.
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In this transaction, the asset Office Equipment increases by $8,500, Cash
decreases by $1,700, and Notes Payable increases by $6,800. Since cash was
paid, cash flows from Investing activities is decreased by $1,700 under the
Statement of Cash Flows column. No revenues or expenses are affected, so
no entries under the Income Statement column are necessary.

The effects of transaction (f) on Family Health Care’s financial statements
are recorded as shown below:

Balance Sheet

 Assets  Liabilities  Stockholders’ Equity

   Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
 hsaC  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
f. Investing 1,700

 Balances 5,720 8,400 240  12,000 10,000 240 1,800 11,000 3,320

f. Purchased office equip. 1,700   8,500  6,800

 Balances 4,020 8,400 240 8,500 12,000 16,800 240 1,800 11,000 3,320

Transaction (g)
Provided services of $6,100 to patients on account.

This transaction is similar to the revenue transactions recorded for Family
Health Care in September and October. This transaction is different in that
instead of receiving cash the services were provided on account.

Family Health Care will collect cash from the patients’ insurance companies
in the future. Such amounts that are to be collected in the future and that
arise from the normal operations are called accounts receivable. Since a valid
claim exists for future collection, accounts receivable are assets. Thus, the asset
Accounts Receivable is increased by $6,100 under the Balance Sheet column.
In addition, Retained Earnings are increased under the Balance Sheet column
and Fees earned is increased under the Income Statement column.

The effects of transaction (g) on Family Health Care’s financial state-
ments are recorded as shown below:

Balance Sheet

stessA  Liabilities  Stockholders’ Equity

   Accts.  Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
hsaC  Rec.  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Income Statement
g. Fees earned 6,100

 Balances 4,020  8,400 240 8,500 12,000 16,800 240 1,800 11,000 3,320

g. Fees earned on acct.  6,100  6,100 g.

 Balances 4,020 6,100 8,400 240 8,500 12,000 16,800 240 1,800 11,000 9,420

Transaction (h)
Received $5,500 for services provided to patients who paid cash.

This transaction is similar to the revenue transactions that Family Health Care
recorded in September and October. The effects of this transaction on Family
Health Care’s financial statements are recorded as shown:

PepsiCo, Inc. reported net
receivables of $4,683
million as of December 28,
2008.
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Balance Sheet

stessA  Liabilities  Stockholders’ Equity

   Accts.  Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
hsaC  Rec.  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
h. Operating 5,500

Income Statement
h. Fees earned 5,500

 Balances 4,020 6,100 8,400 240 8,500 12,000 16,800 240 1,800 11,000 9,420

h. Fees earned for cash 5,500   5,500 h.

 Balances 9,520 6,100 8,400 240 8,500 12,000 16,800 240 1,800 11,000 14,920

Transaction (i)
Received $4,200 from insurance companies, which paid on patients’ accounts for
services that have been provided.

This transaction is similar to transaction (b) in that only the mix of assets
changes. Cash is increased and Accounts Receivable is decreased by $4,200
under the Balance Sheet column. The effects of this transaction on Family
Health Care’s financial statements are recorded as shown below:

Balance Sheet

stessA  Liabilities  Stockholders’ Equity

   Accts.  Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
hsaC  Rec.  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
i. Operating 4,200

 Balances 9,520 6,100 8,400 240 8,500 12,000 16,800 240 1,800 11,000 14,920

i. Collected cash on acct. 4,200 4,200

 Balances 13,720 1,900 8,400 240 8,500 12,000 16,800 240 1,800 11,000 14,920

Transaction (j)
Paid $100 on account for supplies that had been purchased.

The cash was paid for supplies purchased on account. Thus, this transaction
decreases Cash and Accounts Payable by $100 under the Balance Sheet
column. Since the supplies are used in the normal operations of Family
Health Care, cash flows from Operating activities is also decreased under the
Statement of Cash Flows column.

The effects of transaction (j) on Family Health Care’s financial statements
are recorded as shown below:

Balance Sheet

 stessA  Liabilities  Stockholders’ Equity

   Accts.  Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
 hsaC  Rec.  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
j. Operating 100

 Balances 13,720 1,900 8,400 240 8,500 12,000 16,800 240 1,800 11,000 14,920

j. Paid on account 100       100

 Balances 13,620 1,900 8,400 240 8,500 12,000 16,800 140 1,800 11,000 14,920
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Transaction (k)
Expenses paid during November were as follows: wages, $2,790; rent, $800; utilities,
$580; interest, $100; and miscellaneous, $420.

This transaction is similar to the September and October expense transac-
tions for Family Health Care. The effects of this transaction on Family
Health Care’s financial statements are recorded as shown below:

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
k. Operating 4,690

Income Statement
k. Wages expense 2,790

 Rent expense 800

 Utilities expense 580

 Interest expense 100

 Misc. expense 420

Balance Sheet

 stessA  Liabilities  Stockholders’ Equity

   Accts.  Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
 hsaC  Rec.  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

 Balances 13,620 1,900 8,400 240 8,500 12,000 16,800 140 1,800 11,000 14,920

k. Paid expenses 4,690          4,690 k.

 Balances 8,930 1,900 8,400 240 8,500 12,000 16,800 140 1,800 11,000 10,230

Transaction (l)
Paid dividends of $1,200 to stockholders (Dr. Landry).

This transaction is similar to Family Health Care’s dividend transactions of
September and October. The effects of this transaction on Family Health
Care’s financial statements are recorded as shown below:

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
l. Financing 1,200

 Balances 8,930 1,900 8,400 240 8,500 12,000 16,800 140 1,800 11,000 10,230

l. Paid dividends 1,200          1,200

 Balances 7,730 1,900 8,400 240 8,500 12,000 16,800 140 1,800 11,000 9,030

Balance Sheet

 stessA  Liabilities  Stockholders’ Equity

   Accts.  Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
 hsaC  Rec.  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

The Adjustment Process
Accrual accounting requires the updating of the accounting records prior
to preparing financial statements. This updating is called the adjustment
process. The adjustment process is needed to match revenues and expenses,
which is an application of the matching concept.

Adjustments are necessary because, at any point in time, some accounts
(elements) of the accounting equation are not up to date. For example, as
time passes, prepaid insurance expires and supplies are used. However, it is
not efficient to record the daily expiration of prepaid insurance or the daily

Obj 3 Describe and
illustrate the end-of-period
adjustment process.
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use of supplies. Instead, the accounting records are normally updated just
prior to preparing financial statements.

Family Health Care’s September and October financial statements were
prepared in Chapter 2 without recording any adjustments. This is because
Family Health Care only entered into cash transactions in September and
October. When all of a company’s transactions are cash transactions, no
adjustments are necessary.

During November, however, Family Health Care entered into several ac-
crual transactions. As a result, Family Health must adjust its accounts before
preparing financial statements.

Deferrals and Accruals
Two types of accounts require adjustments as follows:

1. Deferrals that are created by recording a transaction in a way that delays
or defers the recognition of an expense or revenue.

2. Accruals that are created when a revenue or expense has been earned or
incurred but has not been recorded.

Common deferrals include prepaid expenses and unearned revenues.
Prepaid expenses or deferred expenses are initially recorded as assets, but

become expenses over time or through normal operations of the business.
For Family Health Care, prepaid insurance is an example of a deferral that
requires adjustment. Other examples include supplies, prepaid advertising,
and prepaid interest.

Unearned revenues or deferred revenues are initially recorded as li-
abilities, but become revenues over time or through normal operations of
the business. For Family Health Care, unearned rent is an example of a
deferral that requires adjustment. Other examples include tuition received
in advance; an attorney’s annual retainer fee; insurance premiums received
in advance; and magazine subscriptions received in advance.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Dave’s Legacy

When Dave Thomas, founder of Wendy’s, died in
2002, he left behind a corporate culture of integrity
and high ethical conduct. When asked to comment on
Dave’s death, Jack Schuessler, chairman and chief
executive officer of Wendy’s, stated:

“People (could) relate to Dave, that he was honest
and has integrity and he really cares about people….
There is no replacing Dave Thomas…. So you are left
with … the values that he gave us … and you take
care of the customer every day like Dave would want
us to and good things will happen.”

“He’s [Dave Thomas] taught us so much that when
we get stuck, we can always look back and ask our-
selves, how would Dave handle it?”

In a recent discussion of corporate earnings with
analysts, Kerrii Anderson, chief financial officer of
Wendy’s, stated: “We’re confident about the future
because of our unwavering commitment to our core
values, such as quality food, superior restaurant op-
erations, continuous improvement, and integrity to
doing the right thing (emphasis added).”

Sources: Neil Cavuto, “Wendy’s CEO—Interview,” Fox News: Your
World, February 11, 2002; “Q1 2003 Wendy’s International
Earnings Conference Call—Final,” Financial Disclosure Wire,
April 24, 2003.

McDonald’s Corporation
reported prepaid and other
current assets of $411.5
million as of December 31,
2008.
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Common accruals include accrued expenses and accrued revenues.
Accrued expenses or accrued liabilities are expenses that have been in-

curred, but are not recorded in the accounts. For Family Health Care, un-
paid wages at the end of November are an example of an accrued expense.
Other examples include accrued interest, utility expenses, and taxes.

Accrued revenues or accrued assets are revenues that have been earned but
are not recorded in the accounts. For Family Health Care, revenue for patient
services that have been earned, but not billed at the end of November is an
example of accrued revenue. Other examples include accrued interest on
notes receivable and accrued rent on property rented to others.

Deferrals are normally the result of cash being received or paid before the
revenue is earned or the expense is incurred. In contrast, accruals are nor-
mally the result of cash being received or paid after revenue has been earned
or an expense has been incurred. Exhibit 1 summarizes the nature of
deferrals and accruals.

Adjustments for Family Health Care
On November 30, the following adjustment data have been gathered for
Family Health Care.

Deferred expenses:

1. Prepaid insurance expired, $1,100.

2. Supplies used, $150.

3. Depreciation on office equipment, $160.

Deferred revenue:

4. Unearned revenue earned, $360.

Deferrals and AccrualsE X H I B I T 1

Cash received or paid
Revenue earned or
expense incurred

Cash received or paid
Revenue earned or
expense incurred

Deferrals

Accruals

Current 
Accounting Period

Future 
Accounting Period

JAN.  1
2011

DEC.  31
2011

JAN.  1
2010

DEC.  31
2010

The Home Depot, Inc.
reported accrued salaries
and related expenses of
$1,094 million as of
February 3, 2008.
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Accrued expense:

5. Wages owed but not paid to employees, $220.

Accrued revenue:

6. Services provided but not billed to insurance companies, $750.

Adjustment 1
Prepaid insurance expired, $1,100

During November, a portion of the prepaid insurance purchased on
November 1 has expired. On November 1, Family Health Care paid for the
following two policies:

1. General business policy for $2,400 (transaction b)

2. Malpractice policy for $6,000 (transaction c).

The general business policy is a two-year policy expiring at a rate of $100
($2,400 � 24) per month. The malpractice policy is a six-month policy that
expires at a rate of $1,000 ($6,000 � 6) per month. Thus, a total of $1,100
($100 + $1,000) of prepaid insurance has expired by the end of November.

Adjustment 1 is recorded by decreasing the asset Prepaid Insurance and
decreasing Retained Earnings under the Balance Sheet column. In addition,
Insurance expense under the Income Statement column is recorded as
�$1,100. Since no cash was received or paid, no entries are necessary in the
Statement of Cash Flows column.

The effects of Adjustment 1 on Family Health Care’s financial statements
are recorded as shown below:

Statement of 
Cash Flows

Income
Statement

Income Statement
a1. Insurance exp. 1,100

 Balances 7,730 1,900 8,400 240 8,500 12,000 16,800 140 1,800 11,000 9,030

a1. Insurance expense 1,100        1,100 a1.

 Balances 7,730 1,900 7,300 240 8,500 12,000 16,800 140 1,800 11,000 7,930

Balance Sheet

stessA  Liabilities  Stockholders’ Equity

   Accts.  Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
hsaC  Rec.  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

All adjustments affect the balance sheet and income statement and thus
adjusting entries are recorded in the Balance Sheet and Income Statement
columns. In contrast, no adjustment affects the statement of cash flows and thus,
no adjusting entries are recorded in the Statement of Cash Flows column.

Adjustment 2
Supplies used, $150.

For November, supplies of $150 were used. This leaves $90 ($240 � $150) of
supplies on hand as of November 30.

Adjustment 2 is recorded by decreasing the asset Supplies and decreasing
Retained Earnings under the Balance Sheet column. In addition, supplies
expense under the Income Statement column is recorded as �$150.
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The effects of Adjustment 2 on Family Health Care’s financial statements
are recorded as shown below:

Statement of 
Cash Flows

Income
Statement

 Balances 7,730 1,900 7,300 240 8,500 12,000 16,800 140 1,800 11,000 7,930

a2. Supplies expense 150 150 a2.

 Balances 7,730 1,900 7,300 90 8,500 12,000 16,800 140 1,800 11,000 7,780

Income Statement
a2. Supplies exp. 150

Balance Sheet

stessA  Liabilities  Stockholders’ Equity
   Accts.  Prepaid    Office    Notes  Accts.  Unearned  Capital  Retained
 Cash  Rec.  Insur.  Supp.  Equip.  Land  Pay.  Pay.  Revenue  Stock  Earnings

Adjustment 3
Depreciation on office equipment, $160.

Fixed assets such as office equipment lose their ability to provide service over
time. This reduction in the ability of a fixed asset to provide service is called
depreciation. However, it is difficult to objectively determine the physical de-
cline in a fixed asset’s ability to provide service. For this reason, depreciation is
estimated based on the asset’s useful life. Methods of estimating depreciation
are covered in Chapter 7. In this chapter, the November depreciation for the
office equipment is assumed to be $160.

A record of the initial cost of a fixed asset must be maintained for tax and
other purposes. For this reason, the fixed asset account is not reduced
directly for depreciation. Instead, an offsetting or contra asset account, called
accumulated depreciation, is added to the Balance Sheet column. On the
balance sheet, the accumulated depreciation is subtracted from the cost of
the fixed asset.

Adjustment 3 is recorded by decreasing the asset Office Equipment by
adding Accumulated Depreciation (Acc. Dep.) under Assets in the Balance
Sheet column. The accumulated depreciation is then recorded as �$160.
Retained Earnings is also decreased under the Balance Sheet column by
�$160. In addition, Depreciation expense under the Income Statement col-
umn is recorded as �$160.

The effects of Adjustment 3 on Family Health Care’s financial statements
are recorded as shown below:

Statement of 
Cash Flows

Income
Statement

Income Statement
a3. .pxenoitaicerpeD 160

 Balances 7,730 1,900 7,300 90 8,500  12,000 16,800 140 1,800 11,000 7,780

a3. Depreciation exp.     160      160 a3.

 Balances 7,730 1,900 7,300 90 8,500 160 12,000 16,800 140 1,800 11,000 7,620

Balance Sheet

stessA  Liabilities  Stockholders’ Equity
   Accts.  Prepaid    Office  Acc.    Notes  Accts.  Unearned  Capital  Retained
 Cash  Rec.  Insur.  Supp.  Equip.  Dep.  Land  Pay.  Pay.  Revenue  Stock  Earnings

Three other points related to depreciation are:

1. Land is not depreciated, because it usually does not lose its ability to
provide service.
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2. The cost of the equipment is a type of deferred expense that is recognized
as an expense over the fixed asset’s useful life.

3. The cost of the fixed asset less the balance of its accumulated deprecia-
tion is called the asset’s book value or carrying value. For example, the
book value of Family Health Care’s office equipment, after the preceding
adjustment, is $8,340 ($8,500 � $160).

Adjustment 4
Unearned revenue earned, $360.

This adjustment recognizes that a portion of the unearned revenue is earned by
the end of November. That is, of the $1,800 received for rental of the land for
five months (November through March), one-fifth, or $360, would have been
earned as of November 30.

Adjustment 4 is recorded by decreasing the liability Unearned Revenue by
�$360 under the Balance Sheet column. In addition, Rent revenue is in-
creased by $360 under the Income Statement column.

The effects of Adjustment 4 on Family Health Care’s financial statements
are recorded as shown below.

Statement of 
Cash Flows

Income
Statement

Income Statement
a4. 063eunevertneR

 Balances 7,730 1,900 7,300 90 8,500 160 12,000 16,800 140 1,800 11,000 7,620

 a4. Rent revenue          360  360 a4.

 Balances 7,730 1,900 7,300 90 8,500 160 12,000 16,800 140 1,440 11,000 7,980

Balance Sheet

stessA  Liabilities  Stockholders’ Equity
   Accts.  Prepaid    Office  Acc.    Notes  Accts.  Unearned  Capital  Retained
 Cash  Rec.  Insur.  Supp.  Equip.  Dep.  Land  Pay.  Pay.  Revenue  Stock  Earnings

Adjustment 5
Wages owed but not paid to employees, $220.

It is rare that employees are paid the same day that the accounting period
ends. Thus, at the end of an accounting period, it is normal for businesses to
owe wages to their employees.

Adjustment 5 recognizes that as of November 30, employees of Family Health
Care have not been paid $220 for work they have performed. This adjustment is
recorded by increasing the liability Wages Payable by $220 and decreasing
Retained Earnings by �$220 under the Balance Sheet column. In addition,
Wages expense under the Income Statement column is recorded as �$220.

Statement of 
Cash Flows

Income
Statement

Income Statement
a5. esnepxesegaW 220

Balance Sheet

Stockholders’
stessA  Liabilities  Equity

   Accts.  Prepaid    Office  Acc.    Notes  Accts.  Wages  Unearned  Capital  Retained
 Cash  Rec.  Insur.  Supp.  Equip.  Dep.  Land  Pay.  Pay.  Pay.  Revenue  Stock  Earnings

 Balances 7,730 1,900 7,300 90 8,500 160 12,000 16,800 140  1,440 11,000 7,980

a5. Wages exp.          220   220 a5.

 Balances 7,730 1,900 7,300 90 8,500 160 12,000 16,800 140 220 1,440 11,000 7,760
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Adjustment 6
Services provided but not billed to insurance companies, $750.

This adjustment recognizes that Family Health Care has provided services of
$750 to patients who have not yet been billed. Such services are usually
provided near the end of the month.

This adjustment is recorded by increasing the asset Accounts Receivable
(Accts. Rec.) and increasing Retained Earnings by $750 under the Balance
Sheet column. In addition, Fees earned under the Income Statement col-
umn is recorded as $750.

The effects of Adjustment 6 on Family Health Care’s financial statements
are as shown below.

Statement of 
Cash Flows

Income
Statement

Income Statement
a6. Fees earned 750

 Balances 7,730 1,900 7,300 90 8,500 160 12,000 16,800 140 220 1,440 11,000 7,760

 a6. Fees earned  750           750 a6.

 Balances 7,730 2,650 7,300 90 8,500 160 12,000 16,800 140 220 1,440 11,000 8,510

Balance Sheet

Stockholders’
stessA  Liabilities  Equity

   Accts.  Prepaid    Office  Acc.    Notes  Accts.  Wages  Unearned  Capital  Retained
 Cash  Rec.  Insur.  Supp.  Equip.  Dep.  Land  Pay.  Pay.  Pay.  Revenue  Stock  Earnings

The November transactions and adjustments for Family Health Care are
summarized in Exhibit 2.

Financial Statements
Based on the summary of transactions and adjustments shown in Exhibit 2,
Family Health Care’s financial statements for November are described and
illustrated in this section. These financial statements are shown in Exhibits 3,
4, 5, and 6.

Income Statement
The income statement is shown in Exhibit 3, on page 96. It is prepared by
summarizing the revenue and expense transactions listed under the Income
Statement column of Exhibit 2.

Revenues are a result of providing services or selling products to custo-
mers. Examples of revenues include fees earned, fares earned, commissions
revenue, interest revenue, and rent revenue.

Revenues from the primary operations of the business are reported sepa-
rately from other revenue. For example, Family Health Care has two types of
revenues for November, fees earned and rental revenue. Since the primary
operation of the business is providing services to patients, rental revenue is
reported under the heading of “Other income.”

Expenses are assets used up or services consumed in the process of generat-
ing revenues. Expenses are matched against their related revenues to determine
the net income or net loss for a period. Examples of typical expenses include
wages expense, rent expense, utilities expense, supplies expense, and mis-
cellaneous expense. Expenses are normally listed on the income statement

Obj 4 Prepare financial
statements using accrual
concepts of accounting,
including a classified
balance sheet.
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from largest to the smallest except for miscellaneous expense, which is always
listed last.

Expenses not related to the primary operations of the business are reported
as “Other expenses.” Interest expense is an example of an expense that is
often reported as an “Other expense.”

Operating income is determined by deducting the operating expenses
from the fees earned. Family Health Care has operating income of $6,030 in

Family Health Care Summary of Transact ions and Adjustments for NovemberE X H I B I T 2

Balance Sheet

Stockholders’
stessA  Liabilities  Equity

   Accts.  Prepaid    Office  Acc.    Notes  Accts.  Wages  Unearned  Capital  Retained
 Cash  Rec.  Insur.  Supp.  Equip.  Dep.  Land  Pay.  Pay.  Pay.  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
a. Operating 1,800

b. Operating 2,400

c. Operating 6,000

d. Financing 5,000

f. Investing 1,700

h. Operating 5,500

i. Operating 4,200

j. Operating 100

k. Operating 4,690

l. Financing 1,200

Increase in cash 410

Nov. 1 cash bal. 7,320

Nov. 30 cash bal. 7,730

Income Statement
g. Fees earned 6,100

h. Fees earned 5,500

k. Wages exp. 2,790
 Rent exp. 800
 Utilities exp. 580
 Interest exp. 100
 Misc. exp. 420

a1. Insur. exp. 1,100

a2. Supplies exp. 150

a3. .pxe.cerpeD 160

a4. Rental rev. 360

a5. Wages exp. 220

a6. Fees earned 750

 Net income 6,390

Balances, Nov. 1 7,320      12,000 10,000    6,000 3,320

a. Rental rev. 1,800          1,800

b. Paid insurance 2,400  2,400

c. Paid insurance 6,000  6,000

d. Investment 5,000           5,000

e. Pur. supplies    240     240

f. Pur. off. equip. 1,700    8,500   6,800

g. Fees earned  6,100           6,100 g.

h. Fees earned 5,500            5,500 h.

i. Collected cash 4,200 4,200

j. Paid on acct. 100        100

k. Paid expenses 4,690            4,690 k.

l. Dividends 1,200            1,200 

a1. Insurance exp.   1,100          1,100 a1.

a2. Supplies exp.    150         150 a2.

a3. Deprec. exp 160       160 a3.

a4. Rental revenue           360  360 a4.

a5. Wages exp.          220   220 a5.

a6. Fees earned  750           750 a6.

Balances, Nov. 30 7,730 2,650 7,300 90 8,500 160 12,000 16,800 140 220 1,440 11,000 8,510
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November. Other income consisting of $360 in rental revenue is then added
to determine the net income for November of $6,390.

Retained Earnings Statement
The retained earnings statement shown in Exhibit 4 is prepared by adding
the November net income of $6,390 (from the income statement), less
dividends of $1,200, to the beginning amount of retained earnings of $3,320.
The result is the ending amount of retained earnings of $8,510, which is
included on Family Health Care’s November 30, 2011 balance sheet.

Balance Sheet
The balance sheet shown in Exhibit 5 is prepared from the ending balances
shown in the Balance Sheet columns of Exhibit 2. The balance sheet shown
in Exhibit 5 is a classified balance sheet. As the term implies, a classified
balance sheet is prepared with various sections, subsections, and captions.

A classified balance sheet normally reports assets as:

1. Current assets

2. Fixed assets

3. Intangible assets

Family Health Care Income Statement for NovemberE X H I B I T 3

FAMILY HEALTH CARE, P.C.
Income Statement

For the Month Ended November 30, 2011

Fees earned $12,350
Operating expenses:

Wages expense $3,010
Insurance expense 1,100
Rent expense 800
Utilities expense 580
Depreciation expense 160
Supplies expense 150
Interest expense 100
Miscellaneous expense 420
Total operating expenses 6,320

Operating income $ 6,030
Other income:

Rental revenue 360
Net income $ 6,390

Family Health Care Retained Earnings Statement for NovemberE X H I B I T 4

FAMILY HEALTH CARE, P.C.
Retained Earnings Statement

For the Month Ended November 30, 2011

Retained earnings, November 1, 2011 $3,320
Net income for November $6,390
Less dividends 1,200 5,190
Retained earnings, November 30, 2011 $8,510
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Current assets are cash and other assets that are expected to be converted to
cash or sold or used up within one year or less, through normal operations. In
addition to cash, the current assets normally include accounts receivable, notes
receivable, supplies, and prepaid expenses.

Accounts receivable and notes receivable are current assets because they
are normally converted to cash within one year or less. Notes receivable are
written claims against debtors who promise to pay the amount of the
note plus interest. From the creditor’s point of view, a note receivable is a
note payable.

Exhibit 5 indicates that Family Health Care has current assets of cash,
accounts receivable, prepaid insurance, and supplies as of November 30,
2011. These current assets total $17,770.

Fixed assets are physical assets of a long-term nature. The fixed assets may
also be reported on the balance sheet as property, plant, and equipment, or
plant assets. Fixed assets include equipment, machinery, buildings, and land.
Except for land, fixed assets depreciate over a period of time. The cost less

Family Health Care Balance Sheet for NovemberE X H I B I T 5

FAMILY HEALTH CARE, P.C.
Balance Sheet

November 30, 2011

Assets
Current assets:

Cash $ 7,730
Accounts receivable 2,650
Prepaid insurance 7,300
Supplies 90

Total current assets $17,770
Fixed assets:

Office equipment $8,500
Less accumulated depreciation 160 $ 8,340

Land 12,000
Total fixed assets 20,340

Total assets $38,110

Liabilities
Current liabilities:

Accounts payable $ 140
Wages payable 220
Notes payable 6,800
Unearned revenue 1,440

Total current liabilities $ 8,600
Long-term liabilities:

Notes payable 10,000
Total liabilities $18,600

Stockholders’ Equity
Capital stock $11,000
Retained earnings 8,510
Total stockholders’ equity 19,510
Total liabilities and stockholders’ equity $38,110
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accumulated depreciation for each major type of fixed asset is normally
reported on the classified balance sheet.

Exhibit 5 indicates that Family Health Care has fixed assets of office
equipment and land. The book value, cost less accumulated depreciation, of
the office equipment is $8,340. The land is reported at its cost of $12,000,
which when added to the book value of the office equipment yields total
fixed assets of $20,340.

Intangible assets represent rights of a long-term nature, such as patent rights,
copyrights, and goodwill. Goodwill arises from such factors as name recognition,
location, product quality, reputation, and managerial skill. Goodwill is recorded
and reported on the balance sheet when a company purchases another com-
pany at a price above the normal market value of the purchased company’s
assets. As shown in Exhibit 5, Family Health Care has no intangible assets.

A classified balance sheet normally reports liabilities as:

1. Current liabilities

2. Long-term liabilities

Current liabilities are due within a short time (usually 1 year or less) and
are to be paid out of current assets. Common current liabilities include
accounts payable and notes payable. Other current liabilities include wages
payable, interest payable, taxes payable, and unearned revenue.

Exhibit 5 indicates that Family Health Care has total current liabilities of
$8,600 that include accounts payable, wages payable, and notes payable.
Unearned revenue (rent) is also reported as a current liability since the
revenue has not yet been earned.

Long-term liabilities are not due for a long time (usually more than
1 year). Long-term liabilities are reported following the current liabilities.

As long-term liabilities come due and are to be paid within one year, they
are reported as current liabilities. If they are to be renewed rather than paid,
they would continue to be classified as long term. When an asset is pledged
as security for a long-term liability, the obligation may be called a mortgage
note payable or a mortgage payable.

Exhibit 5 indicates that Family Health Care has total long-term liabilities
of $10,000, which consists of notes payable. These notes payable are not due
until 2014. However, $6,800 of notes payable are due within the next year
and thus, are reported as a current liability.

A classified balance sheet normally reports stockholders’ equity as:

1. Capital stock, which has been invested in the company by the stockholders

2. Retained earnings, which is net income that has been retained in the
corporation

Exhibit 5 indicates Family Health Care has capital stock of $11,000, which
results from $6,000 of capital stock on November 1 plus an additional
investment of $5,000 by Dr. Landry during November. The retained earn-
ings of $8,510 is the ending balance of retained earnings as reported on the
November retained earnings statement shown in Exhibit 4.

Statement of Cash Flows
The statement of cash flows shown in Exhibit 6 is prepared by summarizing
the November cash transactions. These cash transactions are shown in the
Statement of Cash Flows column of Exhibit 2.

FedEx Corporation
reported goodwill of $2,229
million as of May 31, 2009.
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The Cash flows from operating activities section is prepared from the State-
ment of Cash Flows column of Exhibit 2 by summarizing the Operating
activity transactions. The cash receipts from revenue transactions are added
and the cash payments for operating transactions are subtracted.

Exhibit 6 indicates that the cash received from revenue transactions con-
sists of $9,700 ($5,500 + $4,200) received from patients and $1,800 received
from rental of the land. The cash payments for operating transactions of
$13,190 ($2,400 + $6,000 + $100 + $4,690) is determined by adding the ne-
gative cash payments for operating activities shown in Exhibit 2.

The Cash flows from investing activities is prepared from the Statement of
Cash Flows column of Exhibit 2 by summarizing the Investing activity trans-
actions. During November, Family Health Care has only one investing
transaction for the purchase of office equipment.

The Cash flows from financing activities section is prepared from the State-
ment of Cash Flows column of Exhibit 2 by summarizing the Financing activity
transactions. During November, Family Health Care received an additional
investment from Dr. Landry of $5,000 and paid dividends of $1,200.

Integration of Financial Statements
Exhibit 7 shows the integration of Family Health Care’s financial statements
for November. The reconciliation of net income and net cash flows from
operations is shown in the appendix at the end of this chapter.

Accrual and Cash Bases of Accounting
The financial statements of Family Health Care for November were prepared
under accrual accounting concepts. Companies that use accrual accounting
concepts for recording transactions and preparing financial statements are
said to use the accrual basis of accounting. The accrual basis of accounting is
used by large companies and is required of corporations whose stock is
publicly traded.

Family Health Care Statement of Cash Flows for
NovemberE X H I B I T 6

FAMILY HEALTH CARE P.C.
Statement of Cash Flows

For the Month Ended November 30, 2011

Cash flows from operating activities:
Cash received from patients $ 9,700
Cash received from rental of land 1,800 $ 11,500
Deduct cash payments for expenses (13,190)
Net cash flow used in operating activities $ (1,690)

Cash flows from investing activities:
Purchase of office equipment (1,700)

Cash flows from financing activities:
Additional issuance of capital stock $ 5,000
Deduct cash dividends (1,200)
Net cash flow from financing activities 3,800

Net increase in cash $ 410
November 1, 2011 cash balance 7,320

Obj 5 Describe how the
accrual basis of accounting
enhances the interpretation
of financial statements.
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Companies that record transactions only when cash is received or paid are
said to use the cash basis of accounting.1 Individuals and small businesses
often use the cash basis of accounting.

Using the Cash Basis of Accounting
Under the cash basis of accounting, a company records only transactions
involving increases or decreases of cash. Thus, revenue is recorded only
when cash is received and expenses are recorded only when cash is paid.

To illustrate, assume that a real estate agency sells a $300,000 piece of
property on December 28, 2010, earning a commission of 8% of the selling
price. However, the agency did not receive the $24,000 ($300,000 � 8%)
commission until January 3, 2011. Under the cash basis, the real estate
agency will not record the commission revenue until January 3, 2011.
Likewise, a December cellular phone bill paid in January is recorded as a
January expense, not a December expense.

Integrated Financial Statements—Family Health CareE X H I B I T 7

Family Health Care, P.C.
Balance Sheet

November 30, 2011

Assets Liabilities

Cash

Stockholders’ Equity

•
•

•

$7,730

•
•
•

$18,600

•
•
•

$11,000

•
•
•

$8,510

Operating act. $(1,690)
(1,700)

Financing act.
Investing act.

3,800

7,320
Increase in cash
Cash, Nov. 1

Cash, Nov. 30 $  7,730

$     410

Family Health Care, P.C.
Retained Earnings Statement

For the Month Ended Nov. 30, 2011

RE, Nov. 1 $ 3,320
Net income 6,390

(1,200)Dividends

RE, Nov. 30 $ 8,510

Revenues $12,350
Expenses 6,320

Operating income
Other income
Net income

$  6,030
360

$  6,390

$38,110 $38,110 
Total Liabilities + Stockholders’ Equity   Total Assets =

Family Health Care, P.C.
Statement of Cash Flows

For the Month Ended Nov. 30, 2011

Family Health Care, P.C.
Income Statement

For the Month Ended Nov. 30, 2011

Capital
Stock

Retained
Earnings

Reconciliation
of cash flows from operations
and net income (see appendix

to this chapter)

1 Some companies use a modified-cash basis of accounting, which includes some accrual accounting concepts.
These bases of accounting are covered in advanced accounting texts.
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Under the cash basis, the matching concept is not used. That is, expenses
are recorded when paid in cash, not necessarily in the period when the
revenue is earned. As a result, adjusting entries to properly match revenues
and expenses are not required under the cash basis.

Using the Accrual Basis of Accounting
Under the accrual basis of accounting, a company records transactions using
accrual accounting concepts. Thus, revenue is recorded as it is earned, re-
gardless of when cash is received.

To illustrate, the real estate agency in the preceding example would
record the $24,000 commission revenue on December 28, 2010. This is
because the commission has been earned on December 28, 2010 even
though the cash is not received until January 3, 2011.

Once revenue has been earned and recorded, any expenses incurred in
generating the revenue are recorded. In this way, the expenses are matched
against the revenue they generated. For example, in the preceding example,
the December cellular phone bill would be recorded in December even
though it was not paid until January.

The accrual basis of accounting was used to record Family Health Care’s
November transactions. As a result, adjusting entries were used to update the
accounting records at the end November.

Exhibit 8 summarizes the basic differences of how revenue and expenses
are recorded under the cash and accrual bases of accounting.

Cash and Accrual Bases of Accounting
All the September and October transactions for Family Health Care in
Chapter 2 involved the receipt or payment of cash. As a result, the financial
statements shown in Exhibit 4 and Exhibit 7 in Chapter 2 are the same as
those that would be reported under the cash basis of accounting.

In November, Family Health Care entered into transactions that used
accrual accounting concepts. As a result, the November financial statements
shown in Exhibits 3 through 6 of this chapter use the accrual basis of
accounting.

One of the major differences between accrual and cash basis financial
statements is the reporting of net income and net cash flows from opera-
tions. Specifically, the following differences exist:

1. Under the cash basis of accounting, net income and net cash flows from
operating activities are equal.

2. Under the accrual basis of accounting, net income and net cash flows
from operating activities may be significantly different.

Cash versus Accrual AccountingE X H I B I T 8

Cash Basis Accrual Basis
Revenue is recorded When cash is received When revenue is earned
Expense is recorded When cash is paid When expense is incurred in

generating revenue
Adjusting entries Not required Required in order to prepare

financial statements
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The net income and net cash flows from operating activities for Family
Health Care are shown below.

Net Cash Flows from
Operating Activities Net Income

September (Cash basis) $ 2,600 $2,600
October (Cash basis) 3,220 3,220
November (Accrual basis) (1,690) 6,390

The difference between the November net cash flows from operating
activities and net income is due to the effects of accruals and deferrals.2

Importance of Accrual Basis of Accounting
Understanding the accrual basis of accounting is essential for assessing and
interpreting the financial performance of a company. To illustrate, Family
Health Care’s November financial statements are used.

If the cash basis of accounting is used, Family Health Care’s November
financial statements report negative net cash flows from operating activities
and net income of $(1,690). This is because under the cash basis, net cash
flows from operating activities are equal to net income. When compared to
September’s net income of $2,600 and October’s net income of $3,220,
November’s operations indicate an unfavorable trend.

If the accrual basis of accounting is used, Family Health Care’s November
financial statements report negative net cash flows from operating activities of
$(1,690), but a positive net income of $6,390. When compared to Septem-
ber’s net income of $2,600 and October’s net income of $3,220, November’s
operations indicate a favorable trend. For example, since September, reve-
nues have more than doubled, increasing from $5,500 to $12,350. As a result,
net income has also more than doubled. Thus, Family Health Care is a prof-
itable, rapidly expanding business.

The preceding Family Health Care illustration shows why generally
accepted accounting principles (GAAP) require accrual accounting for all
but the very smallest businesses. That is, accrual accounting is generally a
better predictor of the profitability of a company than is net cash flows from
operating activities and the cash basis of accounting.

Net cash flow from operating activities, however, is useful. For example, in
the long run, a business cannot survive if it continually reports negative cash
flows from operating activities. This is true even though the company may
report net income. In other words, a business must generate positive cash
flows from operating activities in the long-term in order to survive. For this
reason, generally accepted accounting principles (GAAP) require reporting
net cash flows from operating activities as well as net income.

Family Health Care’s negative cash flows from operations of �$1,690 for
November was largely due to prepaying insurance premiums of $8,400. This
suggests that Family Health Care’s negative cash flows from operations is
temporary and not of major concern.

Family Health Care also illustrates why the financial statements must be
analyzed and interpreted together rather than individually. This is the primary

2 A reconciliation of net cash flows from operations and the net income is shown in the appendix at the end of
this chapter. This reconciliation considers the effects of accruals and deferrals on net income.
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reason the integrated financial statements approach is used throughout this
text. For example, long-run profitability is best analyzed using accrual ac-
counting and net income. The ability of the company to pay debts as they
become due is best analyzed using net cash flows from operating activities.

The Accounting Cycle for the Accrual Basis of Accounting
The accounting cycle is the process that begins with analyzing transactions
and ends with preparing financial statements. The basic steps in the ac-
counting cycle are as follows:

1. Identifying, analyzing, and recording the effects of transactions on the
accounting equation (financial statement elements and accounts)

2. Identifying, analyzing, and recording adjustment data

3. Preparing financial statements

Steps 1–3 have been described and illustrated in this chapter. Using the
integrated financial statement framework, the ending balances for the Bal-
ance Sheet elements (columns) become the beginning balances for the next
accounting period. Steps 1–3 are then repeated for the next accounting
period.3

Appendix
Reconciliation: Net Cash Flows from Operations and Net Income4

Chapter 2 illustrates the financial statements for Family Health Care for
September and October 2011. Because all the September and October
transactions were cash transactions, the net cash flows from operating activ-
ities shown on the statement of cash flows equals the net income shown in
the income statements as follows:

Net Cash Flows from
Operating Activities Net Income

September (Cash basis) $2,600 $2,600
October (Cash basis) 3,220 3,220

When all of a company’s transactions are cash transactions or when a
company uses the cash basis of accounting, net cash flows from operating
activities always equals net income. This is not true, however, under the
accrual basis of accounting.

During November and December, Family Health Care used the accrual
basis of accounting. The November financial statements are illustrated in
Exhibit 3 through Exhibit 6 of this chapter. The December financial state-
ments for Family Health Care are illustrated in the Illustrative Problem at
the end of this chapter. The net cash flows from operating activities and net
income for November and December are shown at the top of page 104.

3 In double-entry accounting systems such as described in Appendix A, at the end of the text, another step is
necessary to complete the accounting cycle. This fourth step, called the closing process, involves transferring
balances of revenues, expenses, and dividends to retained earnings. This step is unnecessary when using the
integrated financial statements framework.

4 This reconciliation is referred to as the indirect method of reporting cash flows from operations.
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Net Cash Flows from
Operating Activities Net Income

September (Cash basis) $(1,690) $ 6,390
October (Cash basis) 8,760 10,825

As shown above, net cash flows from operating activities will normally not
be the same as net income under accrual accounting. Any difference can be
reconciled by considering the effects of accruals and deferrals on the income
statement.

Exhibit 9 illustrates the November reconciliation of Family Health Care’s
net income with operating cash flows from operations.

Exhibit 9 begins with net income and then adds or deducts the effects of
accruals or deferrals that affect net income, but do not result in the
receipt or payment of cash. By doing so, Exhibit 9 ends with net cash flows
from operating activities.

The effect of an accrual or deferral on net income is a net increase or
decrease during the period. For example, during November, depreciation
expense of $160 was recorded (a deferred expense) and thus deducted in
arriving at net income. Yet, no cash was paid. Thus, to arrive at cash flows
from operations, depreciation expense is added back to net income.

Accounts payable also increased during November by $140, and a related
expense was recorded. But again, no cash was paid. Similarly, wages payable
increased during November by $220, and the related wages expense was
deducted in arriving at net income. However, the $220 was not paid until the
next month. Thus, for November, the increases of $140 in accounts payable
and $220 in wages payable are added back to net income.

Unearned revenue increased by $1,440 during November, which
represents land rented to ILS Company. ILS Company initially paid Family
Health Care $1,800 in advance. Of the $1,800, one-fifth ($360) was recorded
as revenue for November. However, under the cash basis, the entire $1,800
would have been recorded as revenue. Thus, $1,440 (the increase in the
unearned revenue) is added back to net income to arrive at cash flows from
operating activities.

Accounts receivable increased by $2,650 during November and thus was
recorded as part of revenue in arriving at net income. However, no cash was

November’s Reconci l iat ion of Net Income and Cash
Flows from Operat ionsE X H I B I T 9

Net income $ 6,390
Add:

Depreciation expense $ 160
Increase in accounts payable 140
Increase in wages payable 220
Increase in unearned revenue 1,440 1,960

Deduct:
Increase in accounts receivable $ (2,650)
Increase in prepaid insurance (7,300)
Increase in supplies (90) (10,040)

Net cash flows from operating activities $ (1,690)
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received. Thus, this increase in accounts receivable is deducted in arriving at
cash flows from operations.

Prepaid insurance increased by $7,300 during November. This represents
an $8,400 payment of cash for insurance premiums less $1,100 of premiums
deducted in arriving at net income. Thus, the remaining $7,300 (the in-
crease in prepaid insurance) is deducted in arriving at cash flows from
operations. Similarly, the increase in supplies of $90 is deducted.

The reconciliation of net income to net cash flows from operations is
normally prepared as shown in Exhibit 10.

During November, all the current assets are related to Family Health
Care’s operations. In addition, current liabilities for accounts payable and
wages payable are also related to Family Health Care’s operations. However,
the increase in the current liability for notes payable, which increased by
$6,800, is not included in the reconciliation shown in Exhibit 9. This is be-
cause the notes payable is related to the purchase of office equipment, which
is an investing activity rather than an operating activity.

During November, Family Health Care did not have any decreases in
current assets or current liabilities. Thus, the effects of these items are not
shown in Exhibit 9. Normally, however, both increases and decreases in
current assets and liabilities are included in reconciling net income and net
cash flows from operating activities. For example, Family Health Care’s
December reconciliation shown on page 111 includes increases and de-
creases in current assets and current liabilities.

Reconci l ing ItemsE X H I B I T 10

Net income $XXX
Add:

Depreciation expense $XXX
Increases in current liabilities from operations XXX
Decreases in current assets from operations XXX XXX

Deduct:
Increases in current assets from operations $XXX
Decreases in current liabilities from operations XXX XXX

Net cash flows from operations $XXX

Key Points

1. Describe basic accrual accounting concepts,
including the matching concept.
Under accrual concepts of accounting, rev-
enue is recognized when it is earned. When
revenues are earned and recorded, all ex-
penses incurred in generating the revenues
are recorded so that revenues and expenses
are properly matched in determining the net
income or loss for the period. Liabilities are
recorded at the time a business incurs the

obligation to pay for the services or goods
purchased.

2. Use accrual concepts of accounting to
analyze, record, and summarize transactions.
Using the integrated financial statement fra-
mework, November transactions for Family
Health Care were recorded. Family Health
Care’s November transactions involved ac-
crual accounting transactions.
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3. Describe and illustrate the end-of-period
adjustment process.
The accrual concepts of accounting require
the accounting records to be updated prior to
preparing financial statements. This updating
process, called the adjustment process, is
necessary to match revenues and expenses.
The adjustment process involves two types of
adjustments—deferrals and accruals. Adjust-
ments for deferrals may involve deferred
expenses or deferred revenues. Adjustments
for accruals may involve accrued expenses or
accrued revenues.

4. Prepare financial statements using accrual
concepts of accounting, including a classified
balance sheet.
A classified balance sheet includes sections for
current assets; property, plant, and
equipment (fixed assets); and intangible
assets. Liabilities are classified as current
liabilities or long-term liabilities. The income
statement normally reports sections for rev-
enues, operating expenses, other income and
expense, and net income.

5. Describe how the accrual basis of accounting
enhances the interpretation of financial
statements.
The net cash flows from operating activities
and net income will differ under the accrual
basis of accounting. Under the accrual basis,
net income is a better indicator of the long-
term profitability of a business. For this reason,
the accrual basis of accounting is required by
generally accepted accounting principles
(GAAP), except for very small businesses. The
accrual basis reports the effects of operations
on cash flows through the reporting of net
cash flows from operating activities on the
statement of cash flows.

The accounting cycle is the process that
begins with analyzing transactions and ends
with preparing the accounting records for the
next accounting period. The basic steps in the
accounting cycle are (1) identifying, analyz-
ing, and recording the effects of transactions
on the accounting equation; (2) identifying,
analyzing, and recording adjustment data;
and (3) preparing financial statements.

Key Terms

Account A record in which increases and de-
creases in a financial statement element are
recorded.

Accounting cycle The process that begins with
analyzing transactions and ends with preparing
the financial statements.

Accounts payable Liabilities for amounts in-
curred from purchases of products or services in
the normal operations of a business.

Accounts receivable Receivables created by sell-
ing merchandise or services on credit.

Accrual basis of accounting A system of account-
ing in which revenue is recorded as it is earned
and expenses are recorded and matched against
the revenue they generate.

Accruals Recognition of revenue when earned or
expenses when incurred regardless of when cash
is received or disbursed.

Accrued assets Revenues that have been earned
at the end of an accounting period but have not

been recorded in the accounts; sometimes called
accrued assets.

Accrued expenses Expenses that have been in-
curred at the end of an accounting period but
have not been recorded in the accounts; some-
times called accrued liabilities.

Accrued liabilities Expenses that have been in-
curred at the end of an accounting period but
have not been recorded in the accounts.

Accrued revenues Revenues that have been
earned at the end of an accounting period but
have not been recorded in the accounts; some-
times called accrued assets.

Accumulated depreciation An offsetting or con-
tra asset account used to record depreciation on a
fixed asset.

Adjustment process A process required by the ac-
crual basis of accounting in which the accounts are
updated prior to preparing financial statements.

Book value The cost of a fixed asset minus accu-
mulated depreciation on the asset.
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Cash basis of accounting A system of accounting
in which only transactions involving increases or
decreases of the entity’s cash are recorded.

Classified balance sheet A balance sheet pre-
pared with various sections, subsections, and
captions that aid in its interpretation and analysis.

Current assets Cash and other assets that are ex-
pected to be converted to cash or sold or used up
through the normal operations of the business
within 1 year or less.

Current liabilities Liabilities that will be due
within a short time (usually 1 year or less) and
that are to be paid out of current assets.

Deferrals Delayed recordings of expenses or
revenues.

Deferred expenses Items that are initially re-
corded as assets but are expected to become ex-
penses over time or through the normal operations
of the business; sometimes called prepaid expenses.
Deferred revenues Items that are initially re-
corded as liabilities but are expected to become
revenues over time or through the normal
operations of the business; sometimes called
unearned revenues.

Depreciation The systematic periodic transfer of
the cost of a fixed asset to an expense account
during its expected useful life.

Fixed assets Long-lived or relatively permanent
tangible assets that are used in the normal
business operations; sometimes called plant assets.
Intangible assets Long-lived assets that are useful
in the operations of a business, are not held for
sale, and are without physical qualities.

Long-term liabilities Liabilities that will not be
due for a long time (usually more than 1 year).

Notes receivable Written claim against debtors
who promise to pay the amount of the note plus
interest at an agreed upon rate.

Prepaid expenses Items that are initially
recorded as assets but are expected to become
expenses over time or through the normal
operations of the business.

Unearned revenues Items that are initially re-
corded as liabilities but are expected to become
revenues over time or through the normal op-
erations of the business.

Illustrative Problem

Assume that the December transactions for Family Health Care are as follows:

a. Received cash of $1,900 from patients for services provided on account dur-
ing November.

b. Provided services of $10,800 on account.

c. Received $6,500 for services provided for patients who paid cash.

d. Purchased supplies on account, $400.

e. Received $6,900 from insurance companies that paid on patients’ accounts
for services that had been previously billed.

f. Paid $310 on account for supplies that had been purchased.

g. Expenses paid during December were as follows: wages, $4,200, including
$220 accrued at the end of November; rent, $800; utilities, $610; interest,
$100; and miscellaneous, $520.

h. Paid dividends of $1,200 to stockholders (Dr. Landry).

Instructions
1. Record the December transactions, using the integrated financial statement

framework as shown on the following page. The beginning balances of
December 1 have already been entered. After each transaction, you should
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enter a balance for each item. The transactions are recorded similarly to
those for November. You should note that in transaction (g), the $4,200 of
wages paid includes wages of $220 that were accrued at the end of No-
vember. Thus, only $3,980 ($4,200 – $220) should be recorded as wages
expense for December. The remaining $220 reduces the wages payable. You
should also note that the balance of retained earnings on December 1,
$8,510, is the balance on November 30.

Balance Sheet

Stockholders’
stessA  Liabilities  Equity

   Accts.  Prepaid    Office  Acc.    Notes  Accts.  Wages  Unearned  Capital  Retained
 Cash  Rec.  Insur.  Supp.  Equip.  Dep.  Land  Pay.  Pay.  Pay.  Revenue  Stock  Earnings

Statement of 
Cash Flows

Income
Statement

Balances, Dec. 1 7,730 2,650 7,300 90 8,500 –160 12,000 16,800 140 220 1,440 11,000 8,510

2. The adjustment data for December are as follows:

Deferred expenses:

1. Prepaid insurance expired, $1,100.

2. Supplies used, $275.

3. Depreciation on office equipment, $160.

Deferred revenues:

4. Unearned revenue earned, $360.

Accrued expense:

5. Wages owed employees but not paid, $340.

Accrued revenue:

6. Services provided but not billed to insurance companies, $1,050.

Enter the adjustments in the integrated financial statement framework.
Identify each adjustment by “a” and the number of the related adjustment
item. For example, the adjustment for prepaid insurance should be identi-
fied as (a1).

3. Prepare the December financial statements, including the income state-
ment, retained earnings statement, balance sheet, and statement of cash
flows.

4. (Appendix) Reconcile the December net income with the net cash flows
from operations. (Note: In computing increases and decreases in amounts,
use adjusted balances.)
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Solution
1 and 2. Family Health Care summary of transactions and adjustments for
December:

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
a. Operating 1,900
c. Operating 6,500
e. Operating 6,900
f. Operating 310
g. Operating 6,230
h. Financing 1,200
Net increase in cash 7,560
Beginning cash bal. 7,730
Ending cash bal. 15,290

Income Statement
b. Fees earned 10,800
c. Fees earned 6,500
g. Wages exp. 3,980
 Rent exp. 800
 Utilities exp. 610
 Interest exp. 100
 Misc. exp. 520
a1. Insur. exp. 1,100
a2. Supplies exp. 275
a3. Deprec. exp. 160
a4. Rental rev. 360
a5. Wages exp. 340
a6. Fees earned 1,050
 Net income 10,825

Balance Sheet

     Stockholders’
 stessA  Liabilities  Equity

   Accts.  Prepaid    Office  Acc.    Notes  Accts.  Wages  Unearned  Capital  Retained
 Cash  Rec.  Insur.  Supp.  Equip.  Dep.  Land  Pay.  Pay.  Pay.  Revenue  Stock  Earnings

 Balances, Dec. 1 7,730 2,650 7,300 90 8,500 –160 12,000 16,800 140 220 1,440 11,000 8,510

a. Collected cash 1,900 1,900

 Balances 9,630 750 7,300 90 8,500 160 12,000 16,800 140 220 1,440 11,000 8,510

b. Fees earned  10,800           10,800 b.

 Balances 9,630 11,550 7,300 90 8,500 160 12,000 16,800 140 220 1,440 11,000 19,310

c. Fees earned 6,500            6,500 c.

 Balances 16,130 11,550 7,300 90 8,500 160 12,000 16,800 140 220 1,440 11,000 25,810

d. Pur. supplies    400     400

 Balances 16,130 11,550 7,300 490 8,500 160 12,000 16,800 540 220 1,440 11,000 25,810

e. Collected cash 6,900 6,900

 Balances 23,030 4,650 7,300 490 8,500 160 12,000 16,800 540 220 1,440 11,000 25,810

f. Paid accts. pay. 310        310

 Balances 22,720 4,650 7,300 490 8,500 160 12,000 16,800 230 220 1,440 11,000 25,810

g. Paid expenses 6,230         220   6,010 g.

 Balances 16,490 4,650 7,300 490 8,500 160 12,000 16,800 230 0 1,440 11,000 19,800

h. Paid dividends 1,200            1,200

 Balances 15,290 4,650 7,300 490 8,500 160 12,000 16,800 230 0 1,440 11,000 18,600

a1. Insurance exp.   1,100          1,100 a1.

 Balances 15,290 4,650 6,200 490 8,500 160 12,000 16,800 230 0 1,440 11,000 17,500

a2. Supplies exp.    275         –275 a2.

 Balances 15,290 4,650 6,200 215 8,500 160 12,000 16,800 230 0 1,440 11,000 17,225

a3. Deprec. exp.      160       160 a3.

 Balances 15,290 4,650 6,200 215 8,500 320 12,000 16,800 230 0 1,440 11,000 17,065

a4. Rental revenue           –360  360 a4.

 Balances 15,290 4,650 6,200 215 8,500 320 12,000 16,800 230 0 1,080 11,000 17,425

a5. Wages exp.          340   340 a5.

 Balances 15,290 4,650 6,200 215 8,500 320 12,000 16,800 230 340 1,080 11,000 17,085

a6. Fees earned  1,050           1,050 a6.

Balances, Dec. 31 15,290 5,700 6,200 215 8,500 320 12,000 16,800 230 340 1,080 11,000 18,135
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3.

FAMILY HEALTH CARE, P.C.
Income Statement

For the Month Ended December 31, 2011

Fees earned $18,350
Operating expenses:

Wages expense $4,320
Insurance expense 1,100
Rent expense 800
Utilities expense 610
Supplies expense 275
Depreciation expense 160
Interest expense 100
Miscellaneous expense 520
Total operating expenses 7,885

Operating income $10,465
Other income:

Rental revenue 360
Net income $10,825

FAMILY HEALTH CARE, P.C.
Retained Earnings Statement

For the Month Ended December 31, 2011

Retained earnings, December 1, 2011 $ 8,510
Net income for December $10,825
Less dividends 1,200 9,625
Retained earnings, December 31, 2011 $18,135

FAMILY HEALTH CARE, P.C.
Statement of Cash Flows

For the Month Ended December 31, 2011

Cash flows from operating activities:
Cash received from patients $15,300
Deduct cash payments for expenses (6,540)

Net cash flows from operating activities $ 8,760
Cash flows from financing activities:

Deduct cash dividends (1,200)
Net increase in cash $ 7,560
December 1, 2011 cash balance 7,730
December 31, 2011 cash balance $15,290
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FAMILY HEALTH CARE, P.C.
Balance Sheet

December 31, 2011

Assets
Current assets:

Cash $15,290
Accounts receivable 5,700
Prepaid insurance 6,200
Supplies 215
Total current assets $27,405

Fixed assets:
Office equipment $8,500
Less accumulated depreciation 320 $ 8,180
Land 12,000
Total fixed assets 20,180

Total assets $47,585

Liabilities
Current liabilities:

Accounts payable $ 230
Wages payable 340
Notes payable 6,800
Unearned revenue 1,080
Total current liabilities $ 8,450

Long-term liabilities:
Notes payable 10,000

Total liabilities $18,450
Stockholders’ Equity

Capital stock $11,000
Retained earnings 18,135
Total stockholders’ equity 29,135
Total liabilities and stockholders’ equity $47,585

Appendix

4. December’s reconciliation of net income with net cash flows from operations:

Net income $10,825
Add:

Depreciation expense $ 160
Increase in accounts payable 90
Increase in wages payable 120
Decrease in prepaid insurance 1,100 1,470

Deduct:
Increase in accounts receivable $(3,050)
Increase in supplies (125)
Decrease in unearned revenue (360) (3,535)

Net cash flows from operating activities $ 8,760
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Self-Examination Questions (Answers appear at the end of chapter)

1. Assume that a lawyer bills her clients $15,000
on June 30, 2011, for services rendered dur-
ing June. The lawyer collects $8,500 of the
billings during July and the remainder in
August. Under the accrual basis of account-
ing, when would the lawyer record the rev-
enue for the fees?
A. June, $15,000; July, $0; and August, $0
B. June, $0; July, $6,500; and August, $8,500
C. June, $8,500; July, $6,500; and August, $0
D. June, $0; July, $8,500; and August, $6,500

2. On January 24, 2011, Niche Consulting col-
lected $5,700 it had billed its clients for ser-
vices rendered on December 31, 2010. How
would you record the January 24 transaction,
using the accrual basis?
A. Increase Cash, $5,700; decrease Fees

Earned, $5,700
B. Increase Accounts Receivable, $5,700; in-

crease Fees Earned, $5,700
C. Increase Cash, $5,700; decrease Accounts

Receivable, $5,700
D. Increase Cash, $5,700; increase Fees

Earned, $5,700

3. Which of the following items represents a
deferral?
A. Prepaid insurance
B. Wages payable
C. Fees earned
D. Accumulated depreciation

4. If the supplies account indicated a balance of
$2,250 before adjustment on May 31 and
supplies on hand at May 31 totaled $950, the
adjustment would be:
A. increase Supplies, $950; decrease Sup-

plies Expense, $950.
B. increase Supplies, $1,300; decrease Sup-

plies Expense, $1,300.
C. increase Supplies Expense, $950; decrease

Supplies, $950.
D. increase Supplies Expense, $1,300; de-

crease Supplies, $1,300.

5. The balance in the unearned rent account
for Jones Co. as of December 31 is $1,200. If
Jones Co. failed to record the adjusting entry
for $600 of rent earned during December,
the effect on the balance sheet and income
statement for December would be:
A. assets understated by $600; net income

overstated by $600
B. liabilities understated by $600; net in-

come understated by $600
C. liabilities overstated by $600; net income

understated by $600
D. liabilities overstated by $600; net income

overstated by $600

Class Discussion Questions

1. Would Google and Wal-Mart use the cash basis
or the accrual basis of accounting? Explain.

2. How are revenues and expenses reported on
the income statement under (a) the cash
basis of accounting and (b) the accrual basis
of accounting?

3. Fees for services provided are billed to a
customer during 2010. The customer remits
the amount owed in 2011. During which year
would the revenues be reported on the in-
come statement under (a) the cash basis?
(b) the accrual basis?

4. Employees performed services in 2010, but
the wages were not paid until 2011. During
which year would the wages expense be re-
ported on the income statement under
(a) the cash basis? (b) the accrual basis?

5. Which of the following accounts would
appear only in an accrual basis accounting
system, and which could appear in either a
cash basis or an accrual basis accounting
system? (a) Capital Stock, (b) Fees Earned,
(c) Accounts Payable, (d) Land, (e) Utilities
Expense, and (f) Accounts Receivable.
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6. Is the land balance before the accounts have
beenadjustedtheamountthatshouldnormally
be reported on the balance sheet? Explain.

7. Is the supplies balance before the accounts
have been adjusted the amount that should
normally be reported on the balance sheet?
Explain.

8. Why are adjustments needed at the end of an
accounting period?

9. Identify the four different categories of ad-
justments frequently required at the end of
an accounting period.

10. If the effect of an adjustment is to increase
the balance of a liability account, which of
the following statements describes the effect
of the adjustment on the other account?

a. Increases the balance of a revenue account

b. Increases the balance of an expense
account

c. Increases the balance of an asset account

11. If the effect of an adjustment is to increase
the balance of an asset account, which of the
following statements describes the effect of
the adjustment on the other account?

a. Increases the balance of a revenue account

b. Increases the balance of a liability account

c. Increases the balance of an expense
account

12. Does every adjustment have an effect on de-
termining the amount of net income for a
period? Explain.

13. (a) Explain the purpose of the two accounts:
Depreciation Expense and Accumulated
Depreciation. (b) Is it customary for the
balances of the two accounts to be equal?
(c) In what financial statements, if any, will
each account appear?

14. Describe the nature of the assets that compose
the following sections of a balance sheet: (a) cur-
rent assets, (b) property, plant, and equipment.

Exercises

Luv Care is owned and operated by Debbie Gonalez, the sole stockholder.
During May 2011, Luv Care entered into the following transactions:

a. Debbie Gonalez invested $20,000 in Luv Care in exchange for capital stock.
b. Paid $7,200 on May 1 for an insurance premium on a 1-year policy.
c. Purchased supplies on account, $1,200.
d. Received fees of $32,500 during May.
e. Paid expenses as follows: wages, $8,000; rent, $2,500; utilities, $1,000; and

miscellaneous, $850.
f. Paid dividends of $3,000.

Record the preceding transactions using the integrated financial statement
framework. After each transaction, you should enter a balance for each item.

Using the data from Exercise 3-1, record the adjusting entries at the end of May
to record the insurance expense and supplies expense. There were $650 of
supplies on hand as of May 31. Identify the adjusting entry for insurance as (a1)
and supplies as (a2).

Using the data from Exercises 3-1 and 3-2, prepare financial statements for May,
including income statement, retained earnings statement, balance sheet, and
statement of cash flows.

Using the income statement and statement of cash flows you prepared in
Exercise 3-3, reconcile net income with the net cash flows from operations.

E3-1
Transactions using accrual
accounting

Obj 2

E3-2
Adjustment process

Obj 3

S P R E A D S H E E T

E3-3
Financial statements

Obj 4

S P R E A D S H E E T

✓ Net income, $19,000

E3-4
Reconcile net income and net
cash flows from operations.

Appendix
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Merlin Forsyth established Avalon Services, P.C., a professional corporation, on
August 1 of the current year. Avalon Services offers financial planning advice to
its clients. The effect of each transaction on the balance sheet and the balances
after each transaction for August are as follows. Each increase or decrease in
stockholders’ equity, except transaction (h), affects net income.

−2,000

Assets Liabilities Stockholders’ Equity

Accounts Accounts Capital Retained
Cash Receivable Supplies Payable Stock Earnings

a. +20,000 +20,000
b. +1,500 +1,500

Bal.      20,000 1,500 1,500 20,000
c. −1,000 −1,000

Bal.      19,000 1,500 500 20,000
d. d.+22,000 +22,000

Bal.      41,000 1,500 500 20,000 22,000
e. e.−13,000 −13,000

Bal.      28,000 1,500
−1,100

500 20,000 9,000
f. f.−1,100

Bal.      28,000 400 500 20,000 7,900
g. g.+3,100 +3,100

Bal.      28,000 3,100 400 500 20,000 11,000
h. −2,000

Bal.      26,000 3,100 400 500 20,000 9,000

Statement of Cash Flows

26,000 

a.  Financing

 Operating

 Financing

 Operating

 Operating

20,000 

d. 22,000 

e. 13,000 

c. 1,000 

h. 2,000 

Income Statement

d.  Fees earned 22,000 

e.  Expenses 13,000 

11,000 

f. Expenses 1,100 

g.  Fees earned 3,100 

Statement of 
Cash Flows

Income
Statement

Balance Sheet

a. Describe each transaction.
b. What is the amount of the net income for August?

Classify the following items as (a) deferred expense (prepaid expense), (b) de-
ferred revenue (unearned revenue), (c) accrued expense (accrued liability), or
(d) accrued revenue (accrued asset).

1. Subscriptions received in advance by a magazine publisher.
2. A 2-year premium paid on a fire insurance policy.
3. Fees received but not yet earned.
4. Fees earned but not yet received.
5. Utilities owed but not yet paid.
6. Supplies on hand.
7. Salary owed but not yet paid.
8. Taxes owed but payable in the following period.

E3-5
Accrual basis of accounting

Obj 2

E3-6
Classify accruals and deferrals

Obj 3

114 Chapter 3



The following accounts were taken from the unadjusted trial balance of Inter
Circle Co., a congressional lobbying firm. Indicate whether or not each account
would normally require an adjusting entry. If the account normally requires an
adjusting entry, use the following notation to indicate the type of adjustment:

AE—Accrued Expense
AR—Accrued Revenue
DR—Deferred Revenue
DE—Deferred Expense

To illustrate, the answer for the first account is as follows.

Account Answer

Accounts Receivable Normally requires adjustment (AR).
Accumulated Depreciation
Capital Stock
Dividends
Interest Payable
Interest Receivable
Land
Office Equipment
Prepaid Rent
Supplies
Unearned Fees
Wages Expense

Answer each of the following independent questions concerning supplies and
the adjustment for supplies. (a) The balance in the supplies account, before
adjustment at the end of the year, is $3,175. What is the amount of the adjust-
ment if the amount of supplies on hand at the end of the year is $925? (b) The
supplies account has a balance of $600, and the supplies expense account has a
balance of $1,850 at December 31, 2011. If 2011 was the first year of operations,
what was the amount of supplies purchased during the year?

The prepaid insurance account had a balance of $10,800 at the beginning of the
year. The account was increased for $7,200 for premiums on policies purchased
during the year. What is the adjustment required at the end of the year for each of
the following independent situations: (a) the amount of unexpired insurance ap-
plicable to future periods is $8,000, (b) the amount of insurance expired during
the year is $12,675? For (a) and (b), indicate each account affected, whether the
account is increased or decreased, and the amount of the increase or decrease.

The balance in the unearned fees account, before adjustment at the end of the
year, is $27,300. What is the adjustment if the amount of unearned fees at the
end of the year is $14,650? Indicate each account affected, whether the account
is increased or decreased, and the amount of the increase or decrease.

For the year ending June 30, 2008, Microsoft Corporation reported short-term
unearned revenue of $13,397 million. For the year ending June 30, 2008,
Microsoft also reported total revenues of $60,420 million. (a) Assuming that

E3-7
Classify adjustments

Obj 3

E3-8
Adjustment for supplies

Obj 3

✓ a. $2,250

E3-9
Adjustment for prepaid
insurance

Obj 3

E3-10
Adjustment for unearned fees

Obj 3

E3-11
Adjustment for unearned
revenue

Obj 3
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Microsoft recognized $3,000 million of unearned revenue as revenue during
the year, what entry for unearned revenue did Microsoft make during the year?
Indicate each account affected, whether the account is increased or decreased,
and the amount of the increase or decrease. (b) What percentage of total
revenues is the short-term unearned revenue as of June 30, 2008? Round to one
decimal place.

At the end of February, the first month of the business year, the usual adjust-
ment transferring rent earned to a revenue account from the unearned rent
account was omitted. Indicate which items will be incorrectly stated, because of
the error, on (a) the income statement for February and (b) the balance sheet as
of February 28. Also indicate whether the items in error will be overstated or
understated.

Oceanside Realty Co. pays weekly salaries of $3,700 on Friday for a five-day week
ending on that day. What is the adjustment at the end of the accounting period,
assuming that the period ends (a) on Wednesday, (b) on Thursday? Indicate
each account affected, whether the account is increased or decreased, and the
amount of the increase or decrease.

The balances of the two wages accounts at December 31, after adjustments at the
end of the first year of operations, are Wages Payable, $3,175, and Wages
Expense, $93,800. Determine the amount of wages paid during the year.

Accrued salaries of $4,950 owed to employees for December 30 and 31 are not
considered in preparing the financial statements for the year ended December
31, 2010. Indicate which items will be erroneously stated, because of the error,
on (a) the income statement for December 2010 and (b) the balance sheet as of
December 31, 2010. Also indicate whether the items in error will be overstated or
understated.

Assume that the error in Exercise 3-15 was not corrected and that the $4,950 of
accrued salaries was included in the first salary payment in January 2011. In-
dicate which items will be erroneously stated, because of failure to correct the
initial error, on (a) the income statement for January 2011 and (b) the balance
sheet as of January 31, 2011.

For a recent year, the balance sheet for The Campbell Soup Company includes
accrued expenses of $1,022,000,000. The income before taxes for The Campbell
Soup Company for the year was $1,001,000,000.

a. Assume the accruals apply to the current year and were not recorded at the
end of the year. By how much would income before taxes have been
misstated?

b. What is the percentage of the misstatement in (a) to the reported income of
$1,001,000,000? Round to one decimal place.

E3-12
Effect of omitting adjustment

Obj 3

E3-13
Adjustment for accrued
salaries

Obj 3

E3-14
Determine wages paid

Obj 3

E3-15
Effect of omitting adjustment

Obj 3

E3-16
Effect of omitting adjustment

Obj 3

E3-17
Effects of errors on financial
statements

Obj 3
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The accountant for Mystic Medical Co., a medical services consulting firm,
mistakenly omitted adjusting entries for (a) unearned revenue earned during
the year ($21,950) and (b) accrued wages ($6,100). Indicate the effect of each
error, considered individually, on the income statement for the current year
ended July 31. Also indicate the effect of each error on the July 31 balance sheet.
Set up a table similar to the following, and record your answers by inserting the
dollar amount in the appropriate spaces. Insert a zero if the error does not affect
the item.

Error (a) Error (b)
Over-
stated

Under-
stated

Over-
stated

Under-
stated

1. Revenue for the year would be $ $ $ $
2. Expenses for the year would be $ $ $ $
3. Net income for the year would be $ $ $ $
4. Assets at July 31 would be $ $ $ $
5. Liabilities at July 31 would be $ $ $ $
6. Stockholders’ equity at July 31 would be $ $ $ $

If the net income for the current year had been $424,300 in Exercise 3–18, what
would have been the correct net income if the proper adjustments had been
made?

At the end of the current year, $41,980 of fees have been earned but have not
been billed to clients.

a. What is the adjustment to record the accrued fees? Indicate each account
affected, whether the account is increased or decreased, and the amount of
the increase or decrease.

b. If the cash basis rather than the accrual basis had been used, would an ad-
justment have been necessary? Explain.

The balance in the unearned fees account, before adjustment at the end of the
year, is $110,000. Of these fees, $85,000 have been earned. In addition, $19,200
of fees have been earned but have not been billed. What are the adjustments (a)
to adjust the unearned fees account and (b) to record the accrued fees? Indicate
each account affected, whether the account is increased or decreased, and the
amount of the increase or decrease.

The adjustment for accrued fees was omitted at March 31, the end of the current
year. Indicate which items will be in error, because of the omission, on (a) the
income statement for the current year and (b) the balance sheet as of March 31.
Also indicate whether the items in error will be overstated or understated.

The estimated amount of depreciation on equipment for the current year is
$12,700. (a) How is the adjustment recorded? Indicate each account affected,
whether the account is increased or decreased, and the amount of the increase
or decrease. (b) If the adjustment in (a) was omitted, which items would be

E3-18
Effects of errors on financial
statements

Obj 3

✓ 1. a. Revenue
understated, $21,950

E3-19
Effects of errors on financial
statements

Obj 3

E3-20
Adjustment for accrued fees

Obj 3

E3-21
Adjustments for unearned and
accrued fees

Obj 3

E3-22
Effect on financial statements
of omitting adjustment

Obj 3

E3-23
Adjustment for depreciation

Obj 3
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erroneously stated on (1) the income statement for the year and (2) the balance
sheet as of December 31?

Silverado Company is a consulting firm specializing in pollution control. The
following adjustments were made for Silverado Company:

Adjustments
Account Increase (Decrease)

Accounts Receivable $ 8,400
Supplies (2,100)
Prepaid Insurance (1,800)
Accumulated Depreciation—Equipment 1,500
Wages Payable 4,500
Unearned Rent (3,000)
Fees Earned 8,400
Wages Expense 4,500
Supplies Expense 2,100
Rent Revenue 3,000
Insurance Expense 1,800
Depreciation Expense 1,500

Identify each of the six pairs of adjustments. For each adjustment, indicate the
account, whether the account is increased or decreased, and the amount of the
adjustment. No account is affected by more than one adjustment. Use the fol-
lowing format. The first adjustment is shown as an example.

Adjustment Account Increase or Decrease Amount

1. Accounts Receivable Increase $8,400
Fees Earned Increase 8,400

For a recent year, Barnes & Noble Inc. reported Property, Plant, and Equipment of
$2,400,685,000 and Accumulated Depreciation of $1,576,052,000.

a. What was the book value of the fixed assets?
b. Would the book values of Barnes & Noble’s fixed assets normally approximate

their fair market values?

Identify each of the following as (a) a current asset or (b) property, plant, and
equipment:

1. Accounts Receivable
2. Building
3. Cash

4. Office Equipment
5. Prepaid Insurance
6. Supplies

At the balance sheet date, a business owes a mortgage note payable of $350,000,
the terms of which provide for monthly payments of $7,000. Explain how the
liability should be classified on the balance sheet.

Rehab Health Co. offers personal weight reduction consulting services to in-
dividuals. On June 30, 2010, the balances of selected accounts of Rehab Health
Co. are as follows:

E3-24
Adjustments

Obj 3

E3-25
Book value of fixed assets

Obj 4

E3-26
Classify assets

Obj 4

E3-27
Balance sheet classification

Obj 4

E3-28
Classified balance sheet

Obj 4

✓ Total assets, $182,000
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Accounts Payable $ 15,200 Prepaid Insurance $ 11,600
Accounts Receivable 35,000 Prepaid Rent 7,200
Accum. Depreciation—Equipment 33,600 Retained Earnings 112,000
Capital Stock 50,000 Salaries Payable 2,800
Cash ? Supplies 3,000
Equipment 130,000 Unearned Fees 2,000

Prepare a classified balance sheet that includes the correct balance for Cash.

La-Z-Boy Inc. is one of the world’s largest manufacturers of furniture and is best
known for its reclining chairs. The following data (in thousands) were adapted
from the 2008 annual report of La-Z-Boy Inc.:

Accounts payable $ 56,421
Accounts receivable 200,422
Accrued expenses 102,700
Accumulated depreciation 267,583
Capital stock 260,816
Cash 14,982
Intangible assets 56,239
Inventories 178,361
Debt due within one year 4,792
Long-term debt 99,578
Other current assets 33,723
Other long-term assets 114,142
Other long-term liabilities 54,783
Property, plant, and equipment 438,584
Retained earnings 189,780

Prepare a classified balance sheet as of April 26, 2008.

List the errors you find in the following balance sheet. Prepare a corrected
balance sheet.

VINEYARD SERVICES CO.
Balance Sheet

For the Year Ended October 31, 2010

Assets
Current assets:

Cash $ 12,000
Accounts payable 27,900
Supplies 4,800
Prepaid insurance 14,400
Land 270,000
Total current assets $ 329,100

Property, plant, and equipment:
Building $ 225,000
Equipment 90,000
Total property, plant, and equipment 315,000

Total assets $ 644,100

(Continued)

E3-29
Classified balance sheet

Obj 4

✓ Total assets, $768,870

E3-30
Balance sheet

Obj 4
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Liabilities
Current liabilities:

Accounts receivable $ 40,800
Accumulated depreciation—building 54,600
Accumulated depreciation—equipment 32,400
Net loss 22,500

Total liabilities $ 150,300
Stockholders’ Equity
Wages payable $ 8,100
Capital stock 90,000
Retained earnings 444,000
Total stockholders’ equity 542,100
Total liabilities and stockholders’ equity $ 644,100

Problems

Espresso Health Care Inc. is owned and operated by Dr. Merri Eversole, the sole
stockholder. During July 2011, Espresso Health Care entered into the following
transactions:

July 1 Received $18,000 from Bradshaw Company as rent for the use of a vacant
office in Espresso Health Care’s building. Bradshaw paid the rent six
months in advance.

1 Paid $4,200 for an insurance premium on a general business policy.
6 Purchased supplies of $1,800 on account.
9 Collected $17,500 for services provided to customers on account.

11 Paid creditors $3,000 on account.
18 Invested an additional $50,000 in the business in exchange for capital

stock.
20 Billed patients $49,000 for services provided on account.
25 Received $12,900 for services provided to customers who paid cash.
30 Paid expenses as follows: wages, $24,000; utilities, $6,000; rent on medical

equipment, $5,000; interest, $200; and miscellaneous, $2,500.
30 Paid dividends of $10,000 to stockholders (Dr. Eversole).

Instructions
Analyze and record the July transactions for Espresso Health Care Inc., using the
integrated financial statement framework. Record each transaction by date and
show the balance for each item after each transaction. The July 1, 2011, balances
for the balance sheet are shown below.

Assets = Liabilities +
Stockholders’

Equity

Cash +
Accts.
Rec. +

Pre.
Ins. +Supp.+ Building –

Acc.
Dep. + Land =

Accts.
Pay. +

Un.
Rev.+

Wages
Pay. +

Notes
Pay. +

Capital
Stock +

Ret.
Earn.

Bal., July 1st20,000 24,500 700 1,000 150,000 –11,200 120,000 7,500 0 0 30,000 40,000 227,500

Adjustment data for Espresso Health Care Inc. for July are as follows:

1. Insurance expired, $800.
2. Supplies on hand on July 31, $1,100.

P3-1
Accrual basis accounting

Obj 2

S P R E A D S H E E T

P3-2
Adjustment process

Obj 3

S P R E A D S H E E T
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3. Depreciation on building, $2,000.
4. Unearned rent revenue earned, $3,000.
5. Wages owed employees but not paid, $1,700.
6. Services provided but not billed to patients, $9,000.

Instructions
Based upon the transactions recorded in July for Problem 3-1, record the
adjustments for July using the integrated financial statement framework.

Data for Espresso Health Care for July are provided in Problems 3-1 and 3-2.

Instructions
Prepare an income statement, retained earnings statement, and a classified
balance sheet for July. The notes payable is due in 2015.

Data for Espresso Health Care for July are provided in Problems 3-1, 3-2, and 3-3.

Instructions
1. Prepare a statement of cash flows for July.
2. Reconcile the net cash flows from operating activities with the net income for

July. (Hint: See the appendix to this chapter and use adjusted balances in
computing increases and decreases in accounts.)

At the end of July, the first month of operations, the following selected data were
taken from the financial statements of Monita Forche, Attorney at Law, P.C.:

Net income for July $135,800
Total assets at July 31 750,000
Total liabilities at July 31 250,000
Total stockholders’ equity at July 31 500,000

In preparing the financial statements, adjustments for the following data were
overlooked:

a. Unbilled fees earned at July 31, $6,700
b. Depreciation of equipment for July, $3,000
c. Accrued wages at July 31, $2,150
d. Supplies used during July, $1,975

Instructions
Determine the correct amount of net income for July and the total assets,
liabilities, and stockholders’ equity at July 31. In addition to indicating the
corrected amounts, indicate the effect of each omitted adjustment by setting up
and completing a columnar table similar to the one shown at the top of the
following page. Adjustment (a) is presented as an example.

P3-3
Financial statements

Obj 4

S P R E A D S H E E T

✓ 1. Net income,
$30,000

P3-4
Statement of cash flows

Obj 4

S P R E A D S H E E T

✓ Net cash flows from
operating activities,
3,500

P3-5
Adjustments and errors

Obj 3

S P R E A D S H E E T

✓ Corrected net
income, $135,375
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Net
Income

Total
Assets

= Total
Liabilities

+ Total Stockholders’
Equity

Reported amounts $135,800 $750,000 $250,000 $500,000
Corrections:

Adjustment (a) +6,700 +6,700 0 +6,700
Adjustment (b)
Adjustment (c)
Adjustment (d)

Corrected amounts

Adjustment data for Magnum Therapeutics Inc. for the year ended May 31,
2011, are as follows:

a. Wages accrued but not paid at May 31, $1,800
b. Depreciation of equipment during the year, $12,500
c. Laundry supplies on hand at May 31, $1,900
d. Insurance premiums expired, $5,500

Instructions
1. Using the following integrated financial statement framework, record each

adjustment to the appropriate accounts, identifying each adjustment by its
letter. After all adjustments are recorded, determine the balances.

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
Operating (Revenues) 315,000

Financing (Capital Stock) 25,000

Operating (Expenses) 220,000

Investing (Equipment) 80,000

Financing (Dividends) 5,000

Net increase in cash 35,000

Beginning cash balance, June 1, 2010 13,000

Ending cash balance, May 31, 2011 $48,000

Income Statement
000,513euneveryrdnuaL

esnepxesegaW 110,000

 Rent expense 30,000

esnepxeseitilitU 18,000

 Misc. expense 7,500

Balances, May 31, 2011 48,000 9,000 6,000 250,000 60,000 7,000 0 50,000 196,000

Balance Sheet

 Assets  Liabilities  Stockholders’ Equity

   Laundry  Prepaid  Laundry  Acc.  Accts.  Wages  Capital  Retained
hsaC  Supplies  Insurance  Equip.  Deprec.  Payable  Payable  Stock  Earnings

2. Prepare an income statement and retained earnings statement for the year
ended May 31, 2011. The retained earnings balance as of June 1, 2010, was
$51,500.

3. Prepare a classified balance sheet as of May 31, 2011.

4. Prepare a statement of cash flows for the year ended May 31, 2011.

Activities

The following is an excerpt from a conversation between Joel Loomis and Krista
Truitt just before they boarded a flight to Paris on Delta Air Lines. They are going
to Paris to attend their company’s annual sales conference.

P3-6
Adjustment process and
financial statements

Objs 3, 4

S P R E A D S H E E T

✓ 2. Net income,
$122,600

A3-1
Accrued revenue

122 Chapter 3



Joel: Krista, aren’t you taking an introductory accounting course at college?

Krista: Yes, I decided it’s about time I learned something about accounting. You
know, our annual bonuses are based on the sales figures that come from the
accounting department.

Joel: I guess I never really thought about it.

Krista: You should think about it! Last year, I placed a $750,000 order on De-
cember 28. But when I got my bonus, the $750,000 sale wasn’t included. They
said it hadn’t been shipped until January 3, so it would have to count in next
year’s bonus.

Joel: A real bummer!

Krista: Right! I was counting on that bonus including the $750,000 sale,

Joel: Did you complain?

Krista: Yes, but it didn’t do any good. Ashley, the head accountant, said some-
thing about matching revenues and expenses. Also, something about not
recording revenues until the sale is final. I figured I’d take the accounting course
and find out whether she’s just jerking me around.

Joel: I never really thought about it. When do you think Delta Air Lines will
record its revenues from this flight?

Krista: Hmmm … I guess it could record the revenue when it sells the ticket …
or … when the boarding passes are taken at the door … or … when we get off
the plane … or when our company pays for the tickets … or … i don’t know. I’ll
ask my accounting instructor.

Discuss when Delta Air Lines should recognize the revenue from ticket sales
to properly match revenues and expenses.

Several years ago, your brother opened Niagara Appliance Repairs. He made
a small initial investment and added money from his personal bank account
as needed. He withdrew money for living expenses at irregular intervals. As the
business grew, he hired an assistant. He is now considering adding more
employees, purchasing additional service trucks, and purchasing the building
he now rents. To secure funds for the expansion, your brother submitted a
loan application to the bank and included the most recent financial statements
(shown below) prepared from accounts maintained by a part-time bookkeeper.

NIAGARA APPLIANCE REPAIRS
Income Statement

For the Year Ended October 31, 2010

Service revenue $112,500
Less: Rent paid $31,200

Wages paid 24,750
Supplies paid 7,000
Utilities paid 6,500
Insurance paid 3,600
Miscellaneous payments 9,100 82,150

Net income $ 30,350

A3-2
Adjustments for financial
statements
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NIAGARA APPLIANCE REPAIRS
Balance Sheet

October 31, 2010

Assets
Cash $15,900
Amounts due from customers 18,750
Truck 55,350
Total assets $90,000

Equities
Owner’s equity $90,000

After reviewing the financial statements, the loan officer at the bank asked your
brother if he used the accrual basis of accounting for revenues and expenses.
Your brother responded that he did and that is why he included an account for
“Amounts Due from Customers.” The loan officer then asked whether or not the
accounts were adjusted prior to the preparation of the statements. Your brother
answered that they had not been adjusted.

a. Why do you think the loan officer suspected that the accounts had not been
adjusted prior to the preparation of the statements?

b. Indicate possible accounts that might need to be adjusted before an accurate
set of financial statements could be prepared.

Assume that you and two friends are debating whether to open an automotive
and service retail chain that will be called Auto-Mart. Initially, Auto-Mart will
open three stores locally, but the business plan anticipates going nationwide
within five years.

Currently, you and your future business partners are debating whether to
focus Auto-Mart on a “do-it-yourself ” or “do-it-for-me” business. A do-it-yourself
business emphasizes the sale of retail auto parts that customers will use them-
selves to repair and service their cars. A do-it-for me business emphasizes the
offering of maintenance and service for customers.

1. In groups of three or four, discuss whether to implement a do-it-yourself or
do-it-for-me business emphasis. List the advantages of each emphasis and
arrive at a conclusion as to which emphasis to implement.

2. Provide examples of real-world businesses that use do-it-yourself or do-it-for-
me business emphases.

The following operating data (in thousands) were adapted from the SEC 10-K
filings of Walgreen and CVS:

CVS Walgreen
2008 2007 2008 2007

Accounts receivable $5,819,500 $4,909,000 $2,527,000 $2,236,500
Accounts payable 9,792,500 8,634,100 5,487,000 5,100,900

A3-3
Business emphasis

G R O U P

A3-4
Cash basis income statement
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1. Using the preceding data, adjust the operating income for CVS and Wal-
green to an adjusted cash basis. For 2008, the operating income for CVS was
$6,046,200 and for Walgreen’s it was $3,441,000 (in thousands). (Hint: To
convert to a cash basis, you need to compute the change in each accrual
accounting item shown and then either add or subtract the change to
determine the operating income.)

2. Compute the net difference between the operating income under the
accrual and cash bases.

3. Express the net difference in (2) as a percent of operating income under the
accrual basis.

4. Which company’s operating income, CVS’s or Walgreen’s, is closer to the
cash basis? Round to one decimal place.

5. Do you think most analysts focus on operating income or net income in
assessing the long-term profitability of a company? Explain.

The following data (in millions) were taken from http://finance.yahoo.com.

2008 2007 2006

Company A
Revenues $ 19,166 $ 14,835 $10,711
Operating income 842 655 389
Net income 645 476 190
Net cash flows from operating activities 1,697 1,405 702
Net cash flows from investing activities (1,199) (42) (333)
Net cash flows from financing activities (198) 50 (400)
Total assets 8,314 6,485 4,363

Company B
Revenues $ 22,697 $ 19,154 $17,171
Operating income (loss) (8,314) 1,096 58
Net income (loss) (8,922) 1,612 (6,203)
Net cash flows from operating activities (1,707) 1,359 993
Net cash flows from investing activities 1,598 (625) (361)
Net cash flows from financing activities 1,716 (120) (606)
Total assets 45,014 32,423 19,622

Company C
Revenues $ 31,948 $ 28,857 $24,088
Operating income 8,446 7,252 6,308
Net income 5,807 5,981 5,080
Net cash flows from operating activities 7,571 7,150 5,957
Net cash flows from investing activities (2,363) (503) (1,700)
Net cash flows from financing activities (3,985) (6,719) (6,583)
Total assets 40,519 43,269 29,963

Company D
Revenues $ 76,000 $ 70,235 $66,111
Operating income (loss) 2,451 2,301 2,236
Net income (loss) 1,249 1,181 1,115
Net cash flows from operating activities 2,896 2,581 2,351
Net cash flows from investing activities (2,179) (2,218) (1,587)
Net cash flows from financing activities (769) (310) (785)
Total assets 23,211 22,299 21,215

A3-5
Analysis of income and cash
flows
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1. Match each of the following companies with the data for Company A, B, C, or D:

Amazon.com

Coca-Cola Inc.

Delta Air Lines

Kroger

2. Explain the logic underlying your matches.

Answers to Self-Examination Questions

1. A Under the accrual basis of accounting,
revenues are recorded when the services
are rendered. Since the services were
rendered during June, all the fees should
be recorded on June 30 (answer A). This is
an example of accrued revenue. Under the
cash basis of accounting, revenues are
recorded when the cash is collected, not
necessarily when the fees are earned. Thus,
no revenue would be recorded in June,
$8,500 of revenue would be recorded in
July, and $6,500 of revenue would be
recorded in August (answer D). Answers B
and C are incorrect and are not used under
either the accrual or cash bases.

2. C The collection of a $5,700 accounts
receivable is recorded as an increase in
Cash, $5,700, and a decrease in Accounts
Receivable, $5,700 (answer C). The initial
recording of the fees earned on account is
recorded as an increase in Accounts
Receivable and an increase in Fees Earned
(answer B). Services rendered for cash are
recorded as an increase in Cash and an
increase in Fees Earned (answer D).
Answer A is incorrect and would result in
the accounting equation being out of

balance because total assets would exceed
total liabilities and stockholders’ equity by
$11,400.

3. A A deferral is the delay in recording an
expense already paid, such as prepaid
insurance (answer A). Wages payable
(answer B) is considered an accrued
expense or accrued liability. Fees earned
(answer C) is a revenue item. Accumulated
depreciation (answer D) is a contra
account to a fixed asset.

4. D The balance in the supplies account,
before adjustment, represents the amount
of supplies available during the period.
From this amount ($2,250) is subtracted
the amount of supplies on hand ($950) to
determine the supplies used ($1,300). The
used supplies is recorded as an increase in
Supplies Expense, $1,300, and a decrease
in Supplies, $1,300 (answer D).

5. C The failure to record the adjusting entry
increasing Rent Revenue, $600, and
decreasing Unearned Rent, $600, would
have the effect of overstating liabilities by
$600 and understating net income by $600
(answer C).
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Accounting for
Merchandising
Businesses 4

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Distinguish the activities and financial
statements of a service business from

those of a merchandising business.

Obj 2 Describe and illustrate the financial
statements of a merchandising

business.

Obj 3 Describe the accounting for the sale of
merchandise.

Obj 4 Describe the accounting for the purchase
of merchandise.

Obj 5 Describe the accounting for freight
and sales taxes.

Obj 6 Illustrate the dual nature of
merchandising transactions.

Obj 7 Describe the accounting for
merchandise shrinkage.

T wenty years ago music was purchased at the
“record store.” No longer. Today, CDs can be
purchased at retail stores such as Best Buy,

Borders, Wal-Mart, and Disc Exchange;

through online retailers, such as CD Universe and
CDNow; and as individual MP3 downloads from services
such as Apple’s iTunesã and Real’s Rhapsodyã. The way
goods (and services) are purchased has undergone
significant changes and will continue to change with
consumer tastes and technology. For example, an
established retailer like JCPenney is faced with a rapidly
changing competitive landscape with the emergence of
(1) discount merchandising, (2) category killers, and
(3) Internet retailing.

Wal-Mart, which led the development of discount
merchandising, has become the world’s largest retailer.
Wal-Mart’s growth is centered on providing the con-
sumer with everyday discount pricing over a broad
array of household products. Category killers include
Toys“R”Us (toys), Best Buy (electronics), Home Depot

(home improvement), and Office Depot (office supplies),
which provide a wide selection of attractively priced
goods within a particular product segment. Internet re-
tailers, such as Amazon.com and Lands’ End (now part
of Sears), allow time-conscious consumers to shop
quickly and effortlessly. JCPenney has had to adapt its
retailing model in order to respond to all these changes.

Merchandising will undoubtedly continue to evolve as
consumer lifestyles and technologies change in the future.
In this chapter, the accounting issues unique to merchan-
disers are introduced. Merchandisers are emphasized
because merchandising is significant in its own right, and
because even nonmerchandisers have accounting issues
similar to those discussed in this chapter.



Merchandise Operations
Prior chapters described and illustrated how businesses report their financial
condition and changes in financial condition using the cash and accrual bases
of accounting. Those chapters focused on service businesses. This chapter
describes and illustrates the accounting for merchandise operations.1

The activities of a service business differ from those of a merchandising
business. These differences are illustrated in the following condensed in-
come statements:

Service Business
Fees earned $XXX
Operating expenses –XXX
Net income $XXX

Merchandising Business
Sales $XXX
Cost of merchandise sold –XXX
Gross profit $XXX
Operating expenses –XXX
Net income $XXX

The revenue activities of a service business involve providing services to
customers. On the income statement for a service business, the revenues
from services are reported as fees earned. The operating expenses incurred in
providing the services are subtracted from the fees earned to arrive at
net income.

The Operating Cycle

The operations of a merchandising business involve
the purchase of merchandise for sale (purchasing), the
sale of the products to customers (sales), and the re-
ceipt of cash from customers (collection). This overall
process is referred to as the operating cycle. Thus, the
operating cycle begins with spending cash, and it ends
with receiving cash from customers. The operating
cycle for a merchan-
dising business is
shown to the right.
Operating cycles for
retailers are usually
shorter than for man-
ufacturers because
retailers purchase
goods in a form ready
for sale to the custo-
mer. Of course, some
retailers will have
shorter operating

cycles than others because of the nature of their pro-
ducts. For example, a jewelry store or an automobile
dealer normally has a longer operating cycle than a
consumer electronics store or a grocery store. Busi-
nesses with longer operating cycles normally have
higher profit margins on their products than businesses
with shorter operating cycles. For example, it

is not unusual for
jewelry stores to
price their jewelry at
30%–50% above
cost. In contrast,
grocery stores oper-
ate on very small
profit margins, often
below 5%. Grocery
stores make up the
difference by selling
their products more
quickly.

Cash

Sales

Collection 

Products

PurchasingThe  
Operating Cycle   

   

Accounts 

Receivable

Obj 1 Distinguish the
activities and financial
statements of a service
business from those of a
merchandising business.

1 The closing process, which is not illustrated, is similar to that for a service business, which is referenced in
Chapter 3 , footnote 3 on page 103.
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In contrast, the revenue activities of a merchandising business involve
the buying and selling of merchandise. A merchandising business first pur-
chases merchandise to sell to its customers. When this merchandise is sold, the
revenue is reported as sales, and its cost is recognized as an expense.
This expense is called the cost of merchandise sold. The cost of merchandise
sold is subtracted from sales to arrive at gross profit. This amount is
called gross profit because it is the profit before deducting operating expenses.

Merchandise on hand (not sold) at the end of an accounting period is
called merchandise inventory. Merchandise inventory is reported as a cur-
rent asset on the balance sheet.

Financial Statements
for a Merchandising Business
In this section, the financial statements for NetSolutions, a retailer of com-
puter hardware and software, are illustrated. During 2010, Chris Clark orga-
nized NetSolutions with a business strategy of offering personalized service to
individuals and small businesses who are upgrading or purchasing new
computer systems. NetSolutions’ personal service includes a no-obligation,
on-site assessment of the customer’s computer needs. By providing perso-
nalized service and follow-up, Chris feels that NetSolutions can compete
effectively against such retailers as Best Buy and Office Depot, Inc.

Multiple-Step Income Statement
The 2011 income statement for NetSolutions is shown in Exhibit 1. This
form of income statement, called a multiple-step income statement, contains
several sections, subsections, and subtotals.

How Businesses Make Money

Under One Roof at JCPenney

Most businesses cannot be all things to all people. Businesses must seek a position
in the marketplace to serve a unique customer need. Companies that are unable to
do this can be squeezed out of the marketplace. The mall-based department store
has been under pressure from both ends of the retail spectrum. At the discount
store end of the market, Wal-Mart has been a formidable competitor. At the high
end, specialty retailers have established strong presence in identifiable niches, such
as electronics and apparel. Over a decade ago, JCPenney abandoned its “hard
goods,” such as electronics and sporting goods, in favor of providing “soft goods”
because of the emerging strength of specialty retailers in the hard goods segments.
JCPenney is positioning itself against these forces by “exceeding the fashion,
quality, selection, and service components of the discounter, equaling the merchan-
dise intensity of the specialty store, and providing the selection and ‘under one roof ’
shopping convenience of the department store.” JCPenney’s merchandise emphasis
is focused toward customers it terms the “modern spender” and “starting outs.” It
views these segments as most likely to value its higher-end merchandise offered
under the convenience of “one roof.”

Obj 2 Describe and
illustrate the financial
statements of a
merchandising business.
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Revenue from Sales
This section of the multiple-step income statement consists of sales, sales
returns and allowances, sales discounts, and net sales. This section, as shown
in Exhibit 1, is as follows:

Revenue from sales:
Sales $720,185
Less: Sales returns and allowances $6,140

Sales discounts 5,790 11,930
Net sales $708,255

Sales is the total amount charged customers for merchandise sold, in-
cluding cash sales and sales on account. During 2011, NetSolutions sold
merchandise of $720,185 for cash or on account.

Sales returns and allowances are granted by the seller to customers for
damaged or defective merchandise. In such cases, the customer may either

Multiple-Step Income StatementE X H I B I T 1

NET SOLUTIONS
Income Statement

For the Year Ended December 31, 2011

Revenue from sales:
Sales $720,185
Less: Sales returns and allowances $ 6,140

Sales discounts 5,790 11,930
Net sales $708,255

Cost of merchandise sold 525,305
Gross profit $182,950
Operating expenses:

Selling expenses:
Sales salaries expense $53,430
Advertising expense 10,860
Depreciation expense––store equipment 3,100
Delivery expense 2,800
Miscellaneous selling expense. 630

Total selling expenses $ 70,820
Administrative expenses:

Office salaries expense $21,020
Rent expense 8,100
Depreciation expense––office equipment 2,490
Insurance expense 1,910
Office supplies expense 610
Misc. administrative expense 760

Total administrative expenses 34,890
Total operating expenses 105,710

Income from operations $ 77,240
Other income and expense:

Rent revenue $ 600
Interest expense (2,440) (1,840)

Net income $ 75,400
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return the merchandise or accept an allowance from the seller. NetSolutions
reported $6,140 of sales returns and allowances during 2011.

Sales discounts are granted by the seller to customers for early payment of
amounts owed. For example, a seller may offer a customer a 2% discount on
a sale of $10,000 if the customer pays within 10 days. If the customer pays
within the 10-day period, the seller receives cash of $9,800, and the buyer
receives a discount of $200 ($10,000 � 2%). NetSolutions reported $5,790 of
sales discounts during 2011.

Net sales is determined by subtracting sales returns and allowances and
sales discounts from sales. As shown in Exhibit 1, NetSolutions reported
$708,255 of net sales during 2011. Some companies report only net sales and
report sales, sales returns and allowances, and sales discounts in notes to the
financial statements.

Cost of Merchandise Sold
The cost of merchandise sold is the cost of the merchandise sold to customers.
NetSolutions reported cost of merchandise sold of $525,305 during 2011. To
illustrate how cost of merchandise sold is determined, data when NetSolutions
began its merchandising operations on July 1, 2010 is used.

Purchases July 1–December 31, 2010 $340,000
Merchandise inventory on December 31, 2010 59,700

Since NetSolutions had only $59,700 of merchandise left on December
31, 2010, it must have sold merchandise that cost $280,300 during 2010 as
shown below.

Purchases $340,000
Less merchandise inventory, December 31, 2010 59,700
Cost of merchandise sold $280,300

To continue, assume the following 2011 data for NetSolutions:

Purchases of merchandise $521,980
Purchases returns and allowances 9,100
Purchases discounts 2,525
Freight in on merchandise purchased 17,400

Sellers may grant a buyer sales returns and allowances for returned or
damaged merchandise. From a buyer’s perspective, such allowances are
called purchases returns and allowances. Likewise, sellers may grant a buyer
a sales discount for early payment of the amount owed. From a buyer’s
perspective, such discounts are called purchases discounts. Purchases

For many merchandising
businesses, the cost of
merchandise sold is usually
the largest expense. For
example, the approximate
percentage of cost of
merchandise sold to sales
is 61% for JCPenney and
67% for The Home Depot.
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returns and allowances and purchases discounts are subtracted from pur-
chases to arrive at net purchases as shown below for NetSolutions.

Purchases $521,980
Less: Purchases returns and allowances $9,100

Purchases discounts 2,525 11,625
Net purchases $510,355

Freight costs incurred in obtaining the merchandise increase the cost of
the merchandise purchased. These costs are called freight in. Adding freight
in to net purchases yields the cost of merchandise purchased as shown below
for NetSolutions.

Net purchases $510,355
Add freight in 17,400
Cost of merchandise purchased $527,755

The beginning inventory is added to the cost of merchandise purchased
to determine the merchandise available for sale for the period. The ending
inventory of NetSolutions on December 31, 2010, $59,700, becomes the be-
ginning (January 1, 2011) inventory for 2011. Thus, the merchandise avail-
able for sale for NetSolutions during 2011 is $587,455 as shown below.

Merchandise inventory, January 1, 2011 $ 59,700
Cost of merchandise purchased 527,755
Cost of merchandise available for sale $587,455

The ending inventory is then subtracted from the merchandise available
for sale to yield the cost of merchandise sold. Assuming the ending inventory
on December 31, 2011, is $62,150, the cost of merchandise sold for Net-
Solutions is $525,305 as shown in Exhibit 1 and below.

Cost of merchandise available for sale $587,455
Less merchandise inventory, December 31, 2011 62,150
Cost of merchandise sold $525,305

In the preceding computation, merchandise inventory at the end of the
period is subtracted from the merchandise available for sale to determine
the cost of merchandise sold. The merchandise inventory at the end of
the period is determined by taking a physical count of inventory on hand.
This method of determining the cost of merchandise sold and the amount
of merchandise on hand is called the periodic inventory system. Under the
periodic inventory system, the inventory records do not show the amount
available for sale or the amount sold during the period. Instead, the cost of
merchandise sold is computed and reported as shown in Exhibit 2.
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Under the perpetual inventory system of accounting, each purchase and
sale of merchandise is recorded in the inventory and the cost of merchan-
dise sold accounts. As a result, the amounts of merchandise available for sale
and sold are continuously (perpetually) updated in the inventory records.
Because many retailers use computerized systems, the perpetual inventory
system is widely used. For example, such systems may use bar codes, such as
the one on the back of this textbook. An optical scanner reads the bar code
to record merchandise purchased and sold.

Businesses using a perpetual inventory system report the cost of mer-
chandise sold as a single line on the income statement. An example of such
reporting is illustrated in Exhibit 1 for NetSolutions. Because of its wide use,
the perpetual inventory system is used in the remainder of this chapter.

Gross Profit
Gross profit is computed by subtracting the cost of merchandise sold from
net sales, as shown below.

Net sales $708,255
Cost of merchandise sold 525,305
Gross profit $182,950

As shown above and in Exhibit 1, NetSolutions has gross profit of
$182,950 in 2011.

Income from Operations
Income from operations, sometimes called operating income, is determined
by subtracting operating expenses from gross profit. Operating expenses are
normally classified as either selling expenses or administrative expenses.

Selling expenses are incurred directly in the selling of merchandise.
Examples of selling expenses include sales salaries, store supplies used,
depreciation of store equipment, delivery expense, and advertising.

Administrative expenses, sometimes called general expenses, are incurred
in the administration or general operations of the business. Examples of
administrative expenses include office salaries, depreciation of office
equipment, and office supplies used.

Cost of Merchandise SoldE X H I B I T 2

Merchandise inventory, January 1, 2011 $ 59,700
Purchases $521,980
Less: Purchases returns and allowances $9,100

Purchases discounts 2,525 11,625
Net purchases $510,355
Add freight in 17,400

Cost of merchandise purchased 527,755
Merchandise available for sale $587,455
Less merchandise inventory, December 31, 2011 62,150
Cost of merchandise sold $525,305

Retailers, such as Best
Buy, Sears Holding
Corporation, and Wal-
Mart, and grocery store
chains, such as Winn-
Dixie Stores, Inc. and
Kroger, use bar codes and
optical scanners as part of
their computerized
inventory systems.
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Each selling and administrative expense may be reported separately as
shown in Exhibit 1. However, many companies report selling, administrative,
and operating expenses as single line items as shown below for NetSolutions.

Gross profit $182,950
Operating expenses:

Selling expenses $70,820
Administrative expenses 34,890

Total operating expenses 105,710
Income from operations $ 77,240

Other Income and Expense
Other income and expense items are not related to the primary operations
of the business. Other income is revenue from sources other than the pri-
mary operating activity of a business. Examples of other income include
income from interest, rent, and gains resulting from the sale of fixed assets.
Other expense is an expense that cannot be traced directly to the normal
operations of the business. Examples of other expenses include interest
expense and losses from disposing of fixed assets.

Other income and other expense are offset against each other on the
income statement. If the total of other income exceeds the total of other
expense, the difference is added to income from operations to determine
net income. If the reverse is true, the difference is subtracted from income
from operations. The other income and expense items of NetSolutions are
reported as shown below and in Exhibit 1.

Income from operations $77,240
Other income and expense:

Rent revenue $ 600
Interest expense (2,440) (1,840)

Net income $75,400

Single-Step Income Statement
An alternate form of income statement is the single-step income statement.
As shown in Exhibit 3, the income statement for NetSolutions deducts the
total of all expenses in one step from the total of all revenues.

The single-step form emphasizes total revenues and total expenses in de-
termining net income. A criticism of the single-step form is that gross profit
and income from operations are not reported.

Retained Earnings Statement
The retained earnings statement for NetSolutions is shown in Exhibit 4. This
statement is prepared in the same manner as for a service business.

Balance Sheet
As discussed and illustrated in Chapters 1–3, the balance sheet may be
presented in a downward sequence in three sections. This form of balance
sheet is called the report form.2 The report form of balance sheet for

2 The balance sheet may be presented with assets on the left-hand side and liabilities and stockholders’ equity
on the right-hand side. This form of the balance sheet is called the account form.
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NetSolutions is shown in Exhibit 5. In Exhibit 5, merchandise inventory is
reported as a current asset and the current portion of the note payable of
$5,000 is reported as a current liability.

Statement of Cash Flows
The statement of cash flows for NetSolutions is shown in Exhibit 6 on page
137. It indicates that cash increased during 2011 by $11,450. This increase is
generated from a positive cash flow from operating activities of $47,120,
which is partially offset by negative cash flows from investing and financing
activities of $12,670 and $23,000, respectively.

The net cash flows from operating activities is shown in Exhibit 6 using a
method known as the indirect method. This method, which reconciles net
income with net cash flows from operating activities, is widely used among
publicly held corporations.3 Note that the December 31, 2011 cash balance
reported on the statement of cash flows agrees with the amount reported for
cash on the December 31, 2011 balance sheet shown in Exhibit 5.

The integration of NetSolutions’ financial statements is shown in Exhibit 7
on page 138.

Retained Earnings Statement for Merchandising BusinessE X H I B I T 4

NETSOLUTIONS
Retained Earnings Statement

For the Year Ended December 31, 2011

Retained earnings, January 1, 2011 $128,800
Net income for the year $75,400
Less dividends 18,000
Increase in retained earnings 57,400
Retained earnings, December 31, 2011 $186,200

Single-Step Income StatementE X H I B I T 3

NETSOLUTIONS
Income Statement

For the Year Ended December 31, 2011

Revenues:
Net sales $708,255
Rent revenue 600

Total revenues $708,855
Expenses:

Cost of merchandise sold $525,305
Selling expenses 70,820
Administrative expenses 34,890
Interest expense 2,440

Total expenses 633,455
Net income $ 75,400

3 The preparation of the statement of cash flows using the indirect method is further discussed and illustrated in
the appendix to this chapter.
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Sales Transactions
In the remainder of this chapter, transactions that affect the financial state-
ments of a merchandising business are illustrated. These transactions affect
the reporting of net sales, cost of merchandise sold, gross profit, and mer-
chandise inventory.

Sales
A business may sell merchandise for cash. Cash sales are normally rung up
(entered) on a cash register and recorded in the accounts by increasing cash
and sales. Under the perpetual inventory system, the cost of merchandise sold
and the reduction in merchandise inventory should also be recorded at the
time of sale. In this way, the merchandise inventory account will indicate the
amount of merchandise on hand (not sold). To illustrate, assume that on

Report Form of Balance SheetE X H I B I T 5

NETSOLUTIONS
Balance Sheet

December 31, 2011

Assets
Current assets:

Cash $ 52,950
Accounts receivable 91,080
Merchandise inventory 62,150
Office supplies 480
Prepaid insurance 2,650

Total current assets $209,310
Property, plant, and equipment:

Land $ 20,000
Store equipment $27,100

Less accumulated depreciation 5,700 21,400
Office equipment $15,570

Less accumulated depreciation 4,720 10,850
Total property, plant, and equipment 52,250

Total assets $261,560

Liabilities
Current liabilities:

Accounts payable $ 22,420
Note payable (current portion) 5,000
Salaries payable 1,140
Unearned rent 1,800

Total current liabilities $ 30,360
Long-term liabilities:

Note payable (final payment due 2021) 20,000
Total liabilities $ 50,360

Stockholders’ Equity
Capital stock $ 25,000
Retained earnings 186,200
Total stockholders‘ equity 211,200
Total liabilities and stockholders‘ equity $261,560

Obj 3 Describe the
accounting for the sale of
merchandise.
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January 3, NetSolutions sells merchandise for $1,800 that cost $1,200. The
effect on the accounts and financial statements of these cash sales is as follows:

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

   Merchandise      Retained
 Cash  Inventory      Earnings

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
Jan. 3. Operating 1,800

Income Statement
Jan. 3. Sales 1,800

 Cost of merch. sold 1,200

 Net income 600

Jan. 3.  008,1 1,200   600 Jan. 3.

Sales made to customers using credit cards issued by banks, such as
MasterCard or VISA, are treated as cash sales. The record of the sale is electro-
nically sent to a clearinghouse for credit card transactions. The clearinghouse
processes the sale by contacting the bank that issued the credit card. Within one
or two days, the seller’s bank account is increased by the amount of the sale.

Retailers are charged service fees for credit card sales. The seller records
these service fees as increases to an expense account and decreases to Cash.

Statement of Cash Flows for Merchandising BusinessE X H I B I T 6

NETSOLUTIONS
Statement of Cash Flows

For the Year Ended December 31, 2011

Cash flows from operating activities:
Net income $ 75,400
Add: Depreciation expense—store equipment $ 3,100

Depreciation expense—office equipment 2,490
Decrease in office supplies 120
Decrease in prepaid insurance 350
Increase in accounts payable 8,150 14,210

Deduct:
Increase in accounts receivable $(39,080)
Increase in merchandise inventory (2,450)
Decrease in salaries payable (360)
Decrease in unearned rent (600) (42,490)

Net cash flows from operating activities $ 47,120
Cash flows from investing activities:

Purchase of store equipment $ (7,100)
Purchase of office equipment (5,570)
Net cash flows from investing activities (12,670)

Cash flows from financing activities:
Payment of note payable $ (5,000)
Payment of dividends (18,000)
Net cash flows from financing activities (23,000)

Net increase in cash $ 11,450
January 1, 2011 cash balance 41,500
December 31, 2011 cash balance $ 52,950
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A business can sell merchandise on account. The effect of sales on ac-
count is similar to that for cash sales except that Accounts Receivable is
increased instead of Cash. When the customer pays the amount, Accounts
Receivable is decreased and Cash is increased.

Sales Discounts
The terms of a sale are normally indicated on the invoice or bill that the
seller sends to the buyer. An example of a sales invoice for NetSolutions is
shown in Exhibit 8.

The terms for when payments for merchandise are to be made, agreed on
by the buyer and the seller, are called the credit terms. If payment is re-
quired on delivery, the terms are cash or net cash. Otherwise, the buyer is
allowed an amount of time, known as the credit period, in which to pay.

The credit period usually begins with the date of the sale as shown on the
invoice. If payment is due within a stated number of days after the date of the
invoice, such as 30 days, the terms are net 30 days. These terms may be written
as n/30.4 If payment is due by the end of the month in which the sale was
made, the terms are written as n/eom.

As a means of encouraging the buyer to pay before the end of the credit
period, the seller may offer a discount. For example, a seller may offer a 2%
discount if the buyer pays within 10 days of the invoice date. If the buyer

Integrated Financial StatementsE X H I B I T 7

NETSOLUTIONS
Balance Sheet

December 31, 2011

 Assets = Liabilities + Stockholders’ Equity
 Cash                                  Capital           Retained
     Stock Earnings

 $52,950  $50,360  $25,000 $186,200

 $261,560   $261,560
 Total Assets =  Total Liabilities + Stockholders’ Equity

Revenues $708,855
Expenses 633,455
Net Income $  75,400

NETSOLUTIONS
Income Statement

Year Ended December 31, 2011

NETSOLUTIONS
Retained Earnings Statement

Year Ended December 31, 2011

NETSOLUTIONS
Statement of Cash Flows

Year Ended December 31, 2011

Operating activities:
 Net income $75,400
 Adjustments (28,280)
Operating cash flows $47,120
Investing activities (12,670)
Financing activities (23,000)
Increase in cash $11,450
Jan. 1, 2011 cash 41,500
Dec. 31, 2011 cash $52,950

RE. Jan. 1, 2011 $128,800
Net Income 75,400
Dividends (18,000)
RE. Dec. 31, 2011 $186,200

4 The word net as used here does not have the usual meaning of a number after deductions have been
subtracted, as in net income.
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does not take the discount, the total amount is due within 30 days. These
terms are expressed as 2/10, n/30 and are read as 2% discount if paid within 10
days, net amount due within 30 days. Using the information from the invoice in
Exhibit 8, the credit terms of 2/10, n/30 are summarized below.

Discounts taken by the buyer for early payment are recorded as sales dis-
counts by the seller. Since managers may want to know the amount of the
sales discounts for a period, the seller normally records the sales discounts in
a separate account. The sales discounts account is a contra (or offsetting)
account to Sales. To illustrate, assume that cash is received within the dis-
count period (10 days) from the credit sale of $1,500, shown on the invoice
in Exhibit 8. The effect on the accounts and financial statements of the
receipt of the cash is as follows:

Statement of 
Cash Flows

Income
Statement

Jan. 22.  074,1 1,500   30 Jan. 22. 

Statement of Cash Flows
Jan. 22. Operating 1,470

Income Statement
Jan. 22. Sales discounts 30

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

   Accounts      Retained
 Cash  Receivable      Earnings

InvoiceE X H I B I T 8

Invoice

SOLD TO

Omega Technologies
1000 Matrix Blvd.
San Jose, CA 95116–1000

CUSTOMER’S ORDER NO. & DATE

412 Jan. 10,  2011

DATE SHIPPED

Jan. 12,  2011

FROM

Cincinnati

TERMS

2/10, n/30
HOW SHIPPED AND ROUTE

US Express Trucking Co.

F.O.B.

Cincinnati

INVOICE DATE

Jan. 12,  2011

QUANTITY

10
UNIT PRICE

150.00
DESCRIPTION

3COM Megahertz
Wireless PC Card

AMOUNT

1,500.00

Made in U.S.A.

106-8

5101 Washington Ave.
Cincinnati, OH 45227–5101
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Sales Returns and Allowances
Merchandise sold may be returned to the seller (sales return). In addition,
because of defects or for other reasons, the seller may reduce the initial price
at which the goods were sold (sales allowance). If the return or allowance is for
a sale on account, the seller usually issues the buyer a credit memorandum.
This memorandum shows the amount of and the reason for the seller’s credit
to an account receivable. A credit memorandum issued by NetSolutions is
illustrated below.

CREDIT  MEMORANDUM

TO

Krier Company
7608 Melton Avenue
Los Angeles, CA 90025–3942

DATE

January 13, 2011

WE  CREDIT  YOUR  ACCOUNT  AS  FOLLOWS

1 Graphic Video Card

No.  32

225.00

5101 Washington Ave.
Cincinnati, OH 45227–5101

Like sales discounts, sales returns and allowances reduce sales revenue.
They also result in additional shipping and other expenses. Since managers
often want to know the amount of returns and allowances for a period, the
seller records sales returns and allowances in a separate account. Sales Re-
turns and Allowances is a contra (or offsetting) account to Sales.

The seller increases Sales Returns and Allowances for the amount of the
return or allowance. If the original sale was on account, the seller decreases
Accounts Receivable. Since the merchandise inventory is kept up to date in a
perpetual system, the seller adds the cost of the returned merchandise to the
merchandise inventory account. The seller must also decrease the cost of re-
turned merchandise to the cost of merchandise sold account, since this account
was increased when the original sale was recorded. To illustrate, assume that the
cost of the merchandise returned in the preceding credit memorandum was
$140. The effect on the accounts and financial statements of the issuance of the
credit memorandum and the receipt of the returned merchandise is as follows:

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

 Accounts  Merchandise      Retained
 Receivable  Inventory      Earnings

Statement of 
Cash Flows

Income
Statement

Jan. 13. 225 140   85 Jan. 13.

Income Statement
Jan. 13. Sales returns & allowances 225

 Cost of merch. sold 140

 Net income 85
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What if the buyer pays for the merchandise and the merchandise is later
returned? In this case, the seller may issue a credit and apply it against other
accounts receivable owed by the buyer, or the cash may be refunded. If the
credit is applied against the buyer’s other receivables, the seller records
entries similar to those preceding. If cash is refunded for merchandise
returned or for an allowance, the seller increases Sales Returns and Allow-
ances and decreases Cash.

Purchase Transactions
As indicated earlier in this chapter, most large retailers and many small
merchandising businesses use computerized perpetual inventory systems.
Under the perpetual inventory system, cash purchases of merchandise are
recorded as follows:

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

   Merchandise      
 Cash  Inventory      

Statement of 
Cash Flows

Income
Statement

Statement of Cash Flows
Jan. 3. Operating 2,510

Jan. 3.   015,2 015,2

Purchases of merchandise on account are recorded as increases of
Merchandise Inventory and Accounts Payable.

Purchase Discounts
Purchase discounts taken by the buyer for early payment of an invoice re-
duce the cost of the merchandise purchased. Under the perpetual inventory
system, the buyer initially increases the merchandise inventory account for
the amount of the invoice. When paying the invoice, the buyer decreases the
merchandise inventory account for the amount of the discount. In this way,
the merchandise inventory shows the net cost to the buyer. For example, the
effects on the accounts and financial statements of paying the invoice shown
in Exhibit 8 at the end of the discount period are as follows:

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

   Merchandise  Accounts  
 Cash  Inventory  Payable 

Statement of 
Cash Flows

Income
Statement

Jan. 22. 1,470 30 1,500 

Statement of Cash Flows
Jan. 22. Operating 1,470

If the invoice shown in Exhibit 8 is not paid during the discount period,
the payment is recorded as a decrease in Cash and Accounts Payable for
$1,500.

Obj 4 Describe the
accounting for the
purchase of merchandise.
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Purchase Returns and Allowances
When merchandise is returned (purchase return) or a price adjustment is
requested (purchase allowance), the buyer (debtor) usually sends the seller
a letter or a debit memorandum. A debit memorandum, shown below, in-
forms the seller of the amount the buyer proposes to decrease to the account
payable due the seller. It also states the reasons for the return or the request
for a price reduction.

DEBIT  MEMORANDUM

TO

Maxim Systems
7519 East Willson Ave.
Seattle, WA 98101–7519

DATE

March 7, 2011

WE  DEBIT (DECREASE)  YOUR  ACCOUNT  AS  FOLLOWS

10 Server Network Interface Cards,
 your Invoice No. 7291, are
 being returned via parcel post.
 Our order specified No. 825X.

No.  18

@  90.00         900.00

5101 Washington Ave.
Cincinnati, OH 45227–5101

The buyer may use a copy of the debit memorandum as the basis for
recording the return or allowance or wait for approval from the seller
(creditor). In either case, the buyer must decrease Accounts Payable and
increase Merchandise Inventory. To illustrate, the effect on the accounts and
financial statements of the return of the merchandise indicated in the pre-
ceding debit memorandum is shown below.

Statement of 
Cash Flows

Income
Statement

Mar. 7. 900  900 

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

 Merchandise   Accounts  
 Inventory   Payable 

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

The Case of the Fraudulent Price Tags

One of the challenges for a retailer is policing its sales
return policy. There are many ways in which customers
can unethically or illegally abuse such policies. In one
case, a couple was accused of attaching Marshall’s
store price tags to cheaper merchandise bought or

obtained elsewhere. The couple then returned the
cheaper goods and received the substantially higher
refund amount. Company security officials discovered
the fraud and had the couple arrested after they had
allegedly bilked the company for over $1 million.
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When a buyer returns merchandise or has been granted an allowance prior
to paying the invoice, the amount of the debit memorandum is deducted
from the invoice amount. The amount is deducted before the purchase dis-
count is computed. For example, assume that on May 2, NetSolutions pur-
chases $5,000 of merchandise from Delta Data Link, subject to terms 2/10,
n/30. On May 4, NetSolutions returns $3,000 of the merchandise, and on May
12, NetSolutions pays the original invoice less the return. NetSolutions would
pay Delta Data Link $1,960 as shown below.

Invoice $ 5,000
Less return 3,000
Amount due before discount $ 2,000
Less discount ($2,000 � 2%) 40
Amount due within discount period $ 1,960

The effect on the accounts and financial statements of paying the invoice
on May 12 is as follows:

Statement of 
Cash Flows

Income
Statement

May 12. 1,960 40 2,000 

Statement of Cash Flows
May 12. Operating 1,960

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

   Merchandise  Accounts  
 Cash  Inventory  Payable 

Freight and Sales Taxes
Merchandise businesses incur freight in selling and purchasing merchandise.
In addition, a retailer must collect sales taxes in most states. In this section,
the unique aspects of accounting for freight costs and sales taxes are
discussed.

Freight
The terms of a sale should indicate when the ownership (title) of the mer-
chandise passes to the buyer. This point determines which party, the buyer
or the seller, must pay the transportation costs.5

The ownership of the merchandise may pass to the buyer when the seller
delivers the merchandise to the freight carrier or transportation company.
In this case, the terms are said to be FOB (free on board) shipping point.
This term means that the dealer pays the freight costs from the shipping
point (factory) to the final destination. Such costs are part of the dealer’s
total cost of purchasing inventory and should be added to the cost of the
inventory by increasing Merchandise Inventory.

To illustrate, assume that on June 10, NetSolutions buys merchandise
from Magna Data on account, $900, terms FOB shipping point, and pays the

5 The passage of title also determines whether the buyer or seller must pay other costs, such as the cost of
insurance, while the merchandise is in transit.

Obj 5 Describe the
accounting for freight
and sales taxes.
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freight cost of $50. The effect on the accounts and financial statements of
these transactions is as follows:

Statement of 
Cash Flows

Income
Statement

June 10. 50 950 900   

Statement of Cash Flows
June 10. Operating 50

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

   Merchandise  Accounts    
 Cash  Inventory  Payable  

The ownership of the merchandise may pass to the buyer when the buyer
receives the merchandise. In this case, the terms are said to be FOB (free on
board) destination. This term means that the seller delivers the merchandise
to the buyer’s final destination, free of freight charges to the buyer. The
seller thus pays the freight costs to the final destination. The seller increases
Delivery Expense, or Freight Out, which is reported on the seller’s income
statement as an expense.

Shipping terms, the passage of title, and whether the buyer or seller is to
pay the transportation costs are summarized in Exhibit 9.

Sales Taxes
Almost all states and many other taxing units levy a tax on sales of
merchandise.6 The liability for the sales tax is incurred when the sale is made.

At the time of a cash sale, the seller collects the sales tax. When a sale
is made on account, the seller charges the buyer by increasing Accounts
Receivable. The seller increases the sales account for the amount of the sale
and increases Sales Tax Payable for the amount of the tax. Normally on a
regular basis, the seller pays to the taxing unit the amount of the sales tax
collected. The seller records such a payment by decreasing Sales Tax Payable
and Cash.

Freight TermsE X H I B I T 9

6 Businesses that purchase merchandise for resale to others are normally exempt from paying sales taxes on
their purchases. Only final buyers of merchandise normally pay sales taxes.
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Dual Nature of Merchandise Transactions
Each merchandising transaction affects a buyer and a seller. The following
illustration shows how the same transactions would be recorded by both the
seller and the buyer. In this example, the seller is Scully Company and
the buyer is Burton Co.

On July 1, Scully Company sold merchandise on account to Burton Co., $7,500, terms
FOB destination; 2/10, n/30. The cost of the merchandise sold was $4,500.

Scully Company (Seller)

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

 Accounts  Merchandise      Retained
 Receivable  Inventory    Earnings

Statement of 
Cash Flows

Income
Statement

July 1. 005,7 4,500   3,000 July 1.

Income Statement
July 1. Sales 7,500

 Cost of merch. sold 4,500

 Net income 3,000

Burton Co. (Buyer)

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

 Merchandise    Accounts   
 Inventory    Payable   

Statement of 
Cash Flows

Income
Statement

July 1. 7,500  7,500   

On July 5, Scully Company pays transportation charges of $300 for delivery of the
merchandise sold on July1 to Burton Co.

Scully Company (Seller)

Balance Sheet

 Liabilities ytiuqE’sredlohkcotS

         Retained
 Cash    Earnings

Statement of 
Cash Flows

Income
Statement

July 5. 300    300 July 5.

Statement of Cash Flows
July 5. Operating 300

Income Statement
July 5. Delivery exp. 300

  Assets  

Burton Co. (Buyer)

No effect on the accounts and financial statements.

Obj 6 Illustrate the dual
nature of merchandising
transactions.
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On July 6, Scully Company issues a credit memorandum for $1,000 for merchandise
returned by Burton Co. The cost of the merchandise returned was $600.

Scully Company (Seller)

Statement of 
Cash Flows

Income
Statement

July 6. 1,000 600   400 July 6.

Income Statement
July 6. Sales retns. & allow. 1,000

 Cost of merch. sold 600

 Net income 400

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

 Accounts  Merchandise      Retained
 Receivable  Inventory    Earnings

Burton Co. (Buyer)

Statement of 
Cash Flows

Income
Statement

July 6. 1,000  1,000   

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

 Merchandise    Accounts   
 Inventory    Payable   

On July 11, Scully Company received payment from Burton Co. less discount.

Scully Company (Seller)

Statement of 
Cash Flows

Income
Statement

July 11.  073,6 6,500   130 July 11.

Statement of Cash Flows
July 11. Operating 6,370

Income Statement
July 11. Sales discounts 130

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

   Accounts      Retained
 Cash  Receivable      Earnings

Burton Co. (Buyer)

Statement of 
Cash Flows

Income
Statement

July 11. 6,370 130 6,500   

Statement of Cash Flows
July 11. Operating 6,370

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

   Merchandise  Accounts  
 Cash  Inventory  Payable 
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Merchandise Shrinkage
Under the perpetual inventory system, the merchandise inventory account is
continually updated for purchase and sales transactions. As a result, the
balance of the merchandise inventory account is the amount of
merchandise available for sale at that point in time. However,
retailers normally experience some loss of inventory due to
shoplifting, employee theft, or errors. Thus, the physical in-
ventory on hand at the end of the accounting period is usually
less than the balance of Merchandise Inventory. This difference
is called inventory shrinkage or inventory shortage.

To illustrate, NetSolutions’ inventory records indicate the
following on December 31, 2011:

Dec. 31, 2011
Account balance of Merchandise Inventory $63,950
Physical merchandise inventory on hand 62,150
Inventory shrinkage $ 1,800

The effect of the shrinkage on the accounts and financial statements is as
follows.

Statement of 
Cash Flows

Income
Statement

Dec. 31. 1,800    1,800 Dec. 31.

Income Statement
Dec. 31. Cost of merch. sold 1,800

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

 Merchandise        Retained
 Inventory        Earnings

After the shrinkage is recorded, the balance of Merchandise Inventory
agrees with the physical inventory on hand at the end of the period. Since
inventory shrinkage cannot be totally eliminated, it is considered a normal cost
of operations and is included in the cost of merchandise sold. If, however, the
amount of the shrinkage is unusually large, it may be disclosed separately on
the income statement. In such cases, the shrinkage may be recorded in a se-
parate account, such as Loss from Merchandise Inventory Shrinkage.

Appendix

Statement of Cash Flows: The Indirect Method
NetSolutions’ statement of cash flows for the year ended December 31, 2011,
is shown in Exhibit 6 on page 137. The operating activities section of this
statement was prepared using a method known as the indirect method. This
method is used by over 90% of publicly held companies.

The use of the indirect method only affects net cash flows from operating
activities. The other method of preparing the net cash flows from operating
activities section is called the direct method. The direct method analyzes each

$1,800
Shrinkage

$62,150
Actual Inventory 

per Physical
Count

$63,950
Available 
for Sale 

per Records

Obj 7 Describe the
accounting for
merchandise shrinkage.
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transaction and its effect on cash flows. In contrast, the indirect method
analyzes only the changes in accounts.

A major reason that the indirect method is so popular is that it is normally
less costly to use. However, regardless of whether the indirect or direct
method is used, the reporting of net cash flows from investing and financing
activities is not affected. In this appendix, the use of the indirect method of
preparing the statement of cash flows is illustrated.

The indirect method reconciles net income with net cash flows from oper-
ating activities. Net income is adjusted for the effects of accruals and deferrals
that affected the net income but did not result in the receipt or payment of
cash. The resulting amount is the net cash flows from operating activities.

The indirect method converts net income determined under the accrual
basis of accounting to what it would have been under the cash basis of ac-
counting. In other words, net cash flows from operating activities is equiva-
lent to net income using the cash basis of accounting.

To illustrate, depreciation expense is deducted in arriving at net income
but does not involve any cash payments. Thus, depreciation expense is
added to net income under the indirect method. Likewise, assume that ac-
counts receivable increases during the period by $10,000. This increase is
included in the period’s revenue and thus increases net income. However,
cash was not collected. Thus, an increase in accounts receivable must be
deducted from net income under the indirect method.

The typical adjustments to convert net income to net cash flows from
operating activities, using the indirect method, are shown in Exhibit 10.

You should note that, except for depreciation, the adjustments in Exhibit 10
are for changes in the current assets and the current liabilities. This is because
changes in the current assets and the current liabilities are related to operations

Indirect MethodE X H I B I T 10

Increase 
)esaerceD(

Net income (loss) $ XXX
Depreciation of fixed assets XXX
Changes in current operating assets and liabilities:
 Increases in noncash current operating assets (XXX)
 Decreases in noncash current operating assets XXX
 Increases in current operating liabilities  XXX
 Decreases in current operating liabilities     (XXX)
Net cash flow from operating activities  $ XXX

 Subtract Add
Increases in accounts receivable Decreases in accounts receivable
Increases in inventory Decreases in inventory
Increases in prepaid expenses Decreases in prepaid expenses
Decreases in accounts payable Increases in accounts payable
Decreases in accrued expenses payable Increases in accrued expenses payable
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and thus net income. For example, changes in inventories are related to sales,
while changes in accounts payable are related to expenses.

Cash Flows from Operating Activities
To prepare the operating activities section for NetSolutions’ statement of
cash flows, depreciation and the changes in the current assets and the
liabilities during the year must be determined. This information is included
in Exhibit 11, which shows the comparative balance sheets for NetSolutions
as of December 31, 2011 and 2010, and related changes.

NetSolutions’ Comparative Balance SheetsE X H I B I T 11

NETSOLUTIONS
Balance Sheets

December 31, Changes
Increase (Decrease)2011 2010

Assets
Current assets:

Cash $ 52,950 $ 41,500 $ 11,450
Accounts receivable 91,080 52,000 39,080
Merchandise inventory 62,150 59,700 2,450
Office supplies 480 600 (120)
Prepaid insurance 2,650 3,000 (350)
Total current assets $209,310 $ 156,800 $ 52,510

Property, plant, and equipment:
Land $ 20,000 $ 20,000 $ 0
Store equipment 27,100 20,000 7,100
Accumulated depreciation—store equipment (5,700) (2,600) (3,100)
Office equipment 15,570 10,000 5,570
Accumulated depreciation—office equipment (4,720) (2,230) (2,490)
Total property, plant, and equipment $ 52,250 $ 45,170 $ 7,080

Total assets $261,560 $ 201,970 $ 59,590

Liabilities
Current liabilities:

Accounts payable $ 22,420 $ 14,270 $ 8,150
Notes payable (current portion) 5,000 5,000 0
Salaries payable 1,140 1,500 (360)
Unearned rent 1,800 2,400 (600)
Total current liabilities $ 30,360 $ 23,170 $ 7,190

Long-term liabilities:
Notes payable (final payment due 2021) 20,000 25,000 (5,000)

Total liabilities $ 50,360 $ 48,170 $ 2,190

Stockholders’ Equity
Capital stock $ 25,000 $ 25,000 $ 0
Retained earnings 186,200 128,800 57,400
Total stockholders’ equity $211,200 $ 153,800 $ 57,400
Total liabilities and stockholders’ equity $261,560 $ 201,970 $ 59,590
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Based on Exhibit 11, the net cash flows from operating activities is shown
below.

Net income $ 75,400
Depreciation expense—store equipment $ 3,100
Depreciation expense—office equipment 2,490 5,590
Changes in current operating assets and liabilities:

Increase in accounts receivable (39,080)
Increase in merchandise inventory (2,450)
Decrease in office supplies 120
Decrease in prepaid insurance 350
Increase in accounts payable 8,150
Decrease in salaries payable (360)
Decrease in unearned rent (600) (33,870)

Net cash flows from operating activities $ 47,120

The depreciation expense of $3,100 for store equipment is determined
from the increase in the accumulated depreciation for store equipment.
Likewise, the depreciation expense of $2,490 for office equipment is
determined from the increase in the accumulated depreciation for office
equipment. The changes in the current assets and the current liabilities are
also taken from Exhibit 11.

Cash Flows Used for Investing Activities
The cash flows for investing activities section can also be prepared by ana-
lyzing the changes in the accounts shown in Exhibit 11. For NetSolutions,
the cash flows used for investing activities is composed of two items. First,
additional store equipment of $7,100 was purchased, as shown by the
increase in the store equipment. Likewise, additional office equipment of
$5,570 was purchased. Thus, cash of $12,670 was used for investing activities,
as shown in Exhibit 6 on page 137.

Cash Flows Used for Financing Activities
The cash flows for financing activities can also be determined from Exhibit 11.
For NetSolutions, the cash flows used for financing activities is composed of
two items. First, dividends of $18,000 are reported on the retained earnings
statement shown in Exhibit 4 on page 135. Since no dividends payable appears
on the balance sheets, cash dividends of $18,000 must have been paid during
the year. In addition, notes payable decreased by $5,000 during the year, so
cash must have been used in paying off $5,000 of the notes. Thus, cash of
$23,000 was used for financing activities, as shown in Exhibit 6.

Key Points

1. Distinguish the activities and financial
statements of a service business from those
of a merchandising business.
The revenue activities of a service enterprise
involve providing services to customers. In
contrast, the revenue activities of a merchan-
dising business involve the buying and selling
of merchandise.

2. Describe and illustrate the financial statements
of a merchandising business.
The multiple-step income statement of a
merchandiser reports sales, sales returns and
allowances, sales discounts, and net sales. The
cost of the merchandise sold is subtracted
from net sales to determine the gross profit.
The cost of merchandise sold is determined
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by using either the periodic or perpetual in-
ventory methods. Operating income is de-
termined by subtracting operating expenses
from gross profit. Operating expenses are
normally classified as selling or administrative
expenses. Net income is determined by sub-
tracting income taxes and other expense and
adding other income. The income statement
may also be reported in a single-step form.
The retained earnings statement and the
statement of cash flows are similar to those for
a service business. The balance sheet reports
merchandise inventory at the end of the per-
iod as a current asset.

3. Describe the accounting for the sale of
merchandise.
Sales of merchandise for cash or on account
are recorded by increasing Sales. The cost of
merchandise sold and the reduction in mer-
chandise inventory are also recorded for the
sale. For sales of merchandise on account, the
credit terms can allow sales discounts for early
payment. Such discounts are recorded by the
seller as an increase in Sales Discounts. Sales
discounts are reported as a deduction from
the amount initially recorded in Sales. Like-
wise, when merchandise is returned or a price
adjustment is granted, the seller increases
Sales Returns and Allowances.

Under the perpetual inventory system, the
cost of merchandise sold and the reduction of
merchandise inventory on hand are recorded
at the time of sale. In this way, the merchan-
dise inventory account indicates the amount
of merchandise on hand at all times. Likewise,
any returned merchandise is recorded in the
merchandise inventory account with a related
reduction in the cost of merchandise sold.

4. Describe the accounting for the purchase of
merchandise.
Purchases of merchandise for cash or on ac-
count are recorded by increasing Merchandise

Inventory. For purchases of merchandise on
account, the credit terms can allow cash
discounts for early payment. Such purchase
discounts are viewed as a reduction in the cost
of the merchandise purchased. When mer-
chandise is returned or a price adjustment is
granted, the buyer decreases Merchandise
Inventory.

5. Describe the accounting for freight and sales
taxes.
When merchandise is shipped FOB shipping
point, the buyer pays the freight and increases
Merchandise Inventory. When merchandise is
shipped FOB destination, the seller pays the
freight and increases Delivery Expense or
Freight Out.

The liability for sales tax is incurred when
the sale is made and is recorded by the seller
as an increase in the sales taxes payable ac-
count. When the amount of the sales tax is
paid to the taxing unit, Sales Tax Payable and
Cash are decreased.

6. Illustrate the dual nature of merchandising
transactions.
Each merchandising transaction affects a
buyer and a seller. The illustration in this
chapter shows how the same transactions
would be recorded by both.

7. Describe the accounting for
merchandise shrinkage.
The physical inventory taken at the end of the
accounting period could differ from the
amount of inventory shown in the inventory
records. The difference, called inventory
shrinkage, requires an adjusting entry increas-
ing Cost of Merchandise Sold and decreasing
Merchandise Inventory. After this entry has
been recorded, the adjusted Merchandise In-
ventory (book inventory) in the accounting
records agrees with the actual physical in-
ventory at the end of the period.

Key Terms

Account form The form of balance sheet pre-
sented with assets on the left-hand side and the
liabilities and stockholders’ equity on the right-
hand side.

Administrative expenses Expenses incurred in
the administration or general operations of the
business, sometimes called general expenses.

Accounting for Merchandising Businesses 151



Cost of merchandise purchased The cost of mer-
chandise purchased during a period, computed as
purchases less purchases returns and allowances,
less purchase discounts, plus freight in.

Cost of merchandise sold The cost that is re-
ported as an expense when merchandise or a
manufactured product is sold; also called cost of
goods sold.
Credit memorandum A form used by a seller to
inform the buyer of the amount the seller pro-
poses to decrease the account receivable due
from the buyer.

Credit period The amount of time the buyer is
allowed in which to pay the seller.

Credit terms Terms for payment on account by
the buyer to the seller.

Debit memorandum A form used by a buyer to
inform the seller of the amount the buyer proposes
to decrease the account payable due the seller.

FOB (free on board) destination Freight terms in
which the seller pays the transportation costs
from the shipping point to the final destination.

FOB (free on board) shipping point Freight
terms in which the buyer pays the transportation
costs from the shipping point to the final
destination.

Freight in Freight costs incurred in obtaining
merchandise.

General expenses Expenses incurred in the ad-
ministration or general operations of the busi-
ness, sometimes called administrative expenses.

Gross profit Sales minus the cost of merchandise
sold.

Income from operations The excess of gross
profit over total operating expenses. Sometimes
called operating income.

Indirect method A method of preparing the
statement of cash flows that reconciles net in-
come with net cash flows from operating
activities.

Inventory shortage The amount by which the
merchandise for sale, as indicated by the balance
of the merchandise inventory account, is larger
than the total amount of merchandise counted
during the physical inventory. Sometimes called
inventory shrinkage.

Inventory shrinkage The amount by which the
merchandise for sale, as indicated by the balance
of the merchandise inventory account, is larger
than the total amount of merchandise counted

during the physical inventory. Sometimes called
inventory shortage.

Invoice The bill that the seller sends to the
buyer.

Merchandise available for sale The cost of mer-
chandise available for sale to customers.

Merchandise inventory Merchandise on hand
(not sold) at the end of an accounting period.

Multiple-step income statement A form of in-
come statement that contains several sections,
subsections, and subtotals.

Net sales Gross sales less sales returns and allow-
ances and sales discounts.

Operating income The excess of gross profit over
total operating expenses. Sometimes called in-
come from operations.

Other expense Expenses that cannot be traced
directly to operations.

Other income Revenue from sources other than
the primary operating activities of a business.

Periodic inventory system The inventory method
in which the inventory records do not show the
amount available for sale or sold during the
period.

Perpetual inventory system The inventory system
in which each purchase and sale of merchandise
is recorded in an inventory account.

Purchases discounts Discounts taken by the
buyer for early payment of an invoice.

Purchases returns and allowances From the buy-
er’s perspective, returned merchandise or an ad-
justment for defective merchandise.

Report form The form of balance sheet in which
assets, liabilities, and stockholders’ equity are re-
ported in a downward sequence.

Sales The total amount charged to customers for
merchandise sold, including cash sales and sales
on account.

Sales discounts From the seller’s perspective,
discounts that a seller can offer the buyer for
early payment.

Sales returns and allowances From the seller’s
perspective, returned merchandise or an adjust-
ment for damaged or defective merchandise.

Selling expenses Expenses that are incurred di-
rectly in the selling of merchandise.

Single-step income statement A form of income
statement in which the total of all expenses is
deducted from the total of all revenues.
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Illustrative Problem

The following selected accounts and their current balances appear in the ledger
of Sciatic Co. for the fiscal year ended July 31, 2012:

Cash $123,000 Sales $1,028,000
Accounts receivable 96,800 Sales returns and allowances 18,480
Merchandise inventory 140,000 Sales discounts 17,520
Office supplies 4,480 Cost of merchandise sold 620,000
Prepaid insurance 2,720 Sales salaries expense 138,560
Office equipment 68,000 Advertising expense 35,040
Accumulated depreciation—

office equipment 10,240
Depreciation expense—

store equipment 5,120
Store equipment 122,400 Miscellaneous selling expense 1,280
Accumulated depreciation—

store equipment 27,360
Office salaries expense 67,320

Accounts payable 44,480
Rent expense 25,080

Salaries payable 1,920
Depreciation expense—

office equipment 10,160
Note payable

(final payment due 2018) 44,800
Insurance expense 3,120

Capital stock 75,000
Office supplies expense 1,040

Retained earnings 301,600
Miscellaneous administrative

expense 1,280
Dividends 28,000 Interest expense 4,000

Instructions
1. Prepare a single-step income statement.

2. Prepare a retained earnings statement.

3. Prepare a report form of balance sheet, assuming that the current portion of
the note payable is $6,000.

4. Prepare a multiple-step income statement.

Solution
1. SCIATIC CO.

Income Statement
For the Year Ended July 31, 2012

Revenues:
Net sales $992,000

Expenses:
Cost of merchandise sold $620,000
Selling expenses 180,000
Administrative expenses 108,000
Interest expense 4,000

Total expenses 912,000
Net income $ 80,000

2. SCIATIC CO.
Retained Earnings Statement

For the Year Ended July 31, 2012

Retained earnings, August 1, 2011 $301,600
Net income for the year $80,000
Less dividends 28,000
Increase in retained earnings 52,000
Retained earnings, July 31, 2012 $353,600
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3. SCIATIC CO.
Balance Sheet
July 31, 2012

Assets
Current assets:

Cash $ 123,000
Accounts receivable 96,800
Merchandise inventory 140,000
Office supplies 4,480
Prepaid insurance 2,720

Total current assets $367,000
Property, plant, and equipment:

Office equipment $ 68,000
Less accumulated depreciation 10,240 $ 57,760

Store equipment $122,400
Less accumulated depreciation 27,360 95,040

Total property, plant, and equipment 152,800
Total assets $519,800

Liabilities
Current liabilities:

Accounts payable $ 44,480
Note payable (current portion) 6,000
Salaries payable 1,920

Total current liabilities $ 52,400
Long-term liabilities:

Note payable (final payment due 2018) 38,800
Total liabilities $ 91,200

Stockholders’ Equity
Capital stock $ 75,000
Retained earnings 353,600
Total stockholders’ equity 428,600
Total liabilities and stockholders’ equity $519,800

4. SCIATIC CO.
Income Statement

For the Year Ended July 31, 2012

Revenue from sales:
Sales $1,028,000
Less: Sales returns and allowances $ 18,480

Sales discounts 17,520 36,000
Net sales $992,000

Cost of merchandise sold 620,000
Gross profit $372,000
Operating expenses:

Selling expenses:
Sales salaries expense $138,560
Advertising expense 35,040
Depreciation expense—store equipment 5,120
Miscellaneous selling expense 1,280

Total selling expenses $ 180,000

(continued)
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Administrative expenses:
Office salaries expense $ 67,320
Rent expense 25,080
Depreciation expense—office equipment 10,160
Insurance expense 3,120
Office supplies expense 1,040
Miscellaneous administrative expense 1,280

Total administrative expenses 108,000
Total operating expenses 288,000

Income from operations $ 84,000
Other expense:

Interest expense 4,000
Net income $ 80,000

Self-Examination Questions (Answers appear at the end of chapter)

1. If merchandise purchased on account is re-
turned, the buyer can inform the seller of
the details by issuing:

A. a debit memorandum

B. a credit memorandum

C. an invoice

D. a bill

2. If merchandise is sold on account to a cus-
tomer for $1,000, terms FOB shipping point,
1/10, n/30, and the seller prepays $50 in
freight, the amount of the discount for early
payment would be:

A. $0

B. $5.00

C. $10.00

D. $10.50

3. The income statement in which the total of
all expenses is deducted from the total of all
revenues is termed:

A. multiple-step form

B. single-step form

C. account form

D. report form

4. On a multiple-step income statement, the
excess of net sales over the cost of merchan-
dise sold is called:

A. operating income

B. income from operations

C. gross profit

D. net income

5. As of December 31, 2011, Ames Corpora-
tion’s physical inventory was $275,000 and its
book inventory was $290,000. The effect of
the inventory shrinkage on the accounts is:

A. to increase cost of merchandise sold and
inventory by $15,000.

B. to increase cost of merchandise sold and
decrease inventory by $15,000.

C. to decrease cost of merchandise sold and
increase inventory by $15,000.

D. to decrease cost of merchandise sold and
inventory by $15,000.

Class Discussion Questions

1. What distinguishes a merchandising busi-
ness from a service business?

2. Can a business earn a gross profit but incur a
net loss? Explain.

3. In computing the cost of merchandise sold,
does each of the following items increase or
decrease that cost? (a) freight, (b) begin-
ning merchandise inventory, (c) purchase

discounts, (d) ending merchandise
inventory.

4. Describe how the periodic method differs
from the perpetual method of accounting
for merchandise inventory.

5. Differentiate between the multiple-step and
the single-step forms of the income statement.
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6. What are the major advantages and dis-
advantages of the single-step form of income
statement compared to the multiple-step
statement?

7. What type of revenue is reported in the
“Other income” section of the multiple-step
income statement?

8. How are sales to customers using Master-
Card and VISA recorded?

9. What is the meaning of (a) 1/10, n/30;
(b) n/90; (c) n/eom?

10. What is the nature of (a) a credit memor-
andum issued by the seller of merchandise,
(b) a debit memorandum issued by the buyer
of merchandise?

11. Who bears the freight when the terms of
sale are (a) FOB shipping point, (b) FOB
destination?

12. When you purchase a new car, the “sticker
price” includes a “destination” charge. Are
you purchasing the car FOB shipping point
or FOB destination? Explain.

13. Business Outfitters Inc., which uses a perpe-
tual inventory system, experienced a normal
inventory shrinkage of $9,175. What accounts
would be increased and decreased to record
the adjustment for the inventory shrinkage at
the end of the accounting period?

14. Assume that Business Outfitters Inc. in
Question 13 experienced an abnormal in-
ventory shrinkage of $80,750. Business
Outfitters Inc. has decided to record the
abnormal inventory shrinkage so that it
would be separately disclosed on the income
statement. What account would be increased
for the abnormal inventory shrinkage?

Exercises

During the current year, merchandise is sold for $795,000. The cost of the
merchandise sold is $477,000.

a. What is the amount of the gross profit?
b. Compute the gross profit percentage (gross profit divided by sales).
c. Will the income statement necessarily report a net income? Explain.

For a recent year, Best Buy reported revenue of $40,023 million. Its gross profit
was $9,546 million. What was the amount of Best Buy’s cost of merchandise sold?

For (a) through (d), identify the items designated by “X” and “Y.”

a. Purchases – (X + Y) = Net purchases.
b. Net purchases + X = Cost of merchandise purchased.
c. Merchandise inventory (beginning) + Cost of merchandise purchased = X.
d. Merchandise available for sale – X = Cost of merchandise sold.

The following data were extracted from the accounting records of Wedgeforth
Company for the year ended November 30, 2010:

Merchandise inventory, December 1, 2009 $ 210,000
Merchandise inventory, November 30, 2010 185,000
Purchases 1,400,000
Purchases returns and allowances 20,000
Purchases discounts 18,500
Sales 2,250,000
Freight in 14,100

E4-1
Determining gross profit

Obj 1

E4-2
Determining cost of
merchandise sold

Obj 1

E4-3
Identify items missing in
determining cost of
merchandise sold

Obj 2

E4-4
Cost of merchandise sold
and related items

Obj 2

✓ a. Cost of
merchandise sold,
$1,400,600
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a. Prepare the cost of merchandise sold section of the income statement for the
year ended November 30, 2010, using the periodic inventory system.

b. Determine the gross profit to be reported on the income statement for the
year ended November 30, 2010.

Identify the errors in the following schedule of cost of merchandise sold for the
current year ended July 31, 2010:

Cost of merchandise sold:
Merchandise inventory, July 31, 2010 $ 140,000
Purchases $975,000
Plus: Purchases returns and allowances $12,000

Purchases discounts 8,000 20,000
Gross purchases $995,000
Less freight in 13,500

Cost of merchandise purchased 981,500
Merchandise available for sale $1,121,500
Less merchandise inventory, August 1, 2009 125,000
Cost of merchandise sold $ 996,500

For the fiscal year, sales were $5,280,000, sales discounts were $100,000, sales
returns and allowances were $75,000, and the cost of merchandise sold was
$3,000,000.

a. What was the amount of net sales?
b. What was the amount of gross profit?

The following expenses were incurred by a merchandising business during the
year. In which expense section of the income statement should each be re-
ported: (a) selling, (b) administrative, or (c) other?

1. Advertising expense
2. Depreciation expense on store equipment
3. Insurance expense on office equipment
4. Interest expense on notes payable
5. Rent expense on office building
6. Salaries of office personnel
7. Salary of sales manager
8. Sales supplies used

Summary operating data for Paper Plus Company during the current year ended
June 30, 2010, are as follows: cost of merchandise sold, $4,000,000; adminis-
trative expenses, $500,000; interest expense, $30,000; rent revenue, $100,000;
net sales, $6,500,000; and selling expenses, $750,000. Prepare a single-step in-
come statement.

E4-5
Cost of merchandise sold

Obj 2

✓ Correct cost of
merchandise sold,
$953,500

E4-6
Income statement for
merchandiser

Obj 2

E4-7
Income statement for
merchandiser

Obj 2

E4-8
Single-step income statement

Obj 2

✓ Net income:
$1,320,000
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On March 31, 2010, the balances of the accounts appearing in the ledger of El
Dorado Furnishings Company, a furniture wholesaler, are as follows:

Administrative Expenses $ 250,000 Office Supplies $ 21,200
Building 1,025,000 Retained Earnings 937,600
Capital Stock 200,000 Salaries Payable 6,000
Cash 97,000 Sales 2,550,000
Cost of Merchandise Sold 1,400,000 Sales Discounts 40,000
Dividends 50,000 Sales Returns and Allowances 160,000
Interest Expense 15,000 Selling Expenses 410,000
Merchandise Inventory 260,000 Store Supplies 15,400
Notes Payable 59,000

a. Prepare a multiple-step income statement for the year ended March 31, 2010.
b. Compare the major advantages and disadvantages of the multiple-step and

single-step forms of income statements.

Two items are omitted in each of the following four lists of income statement
data. Determine the amounts of the missing items, identifying them by letter.

Sales $250,000 $600,000 $1,000,000 $ (g)
Sales returns and allowances (a) 30,000 (e) 7,500
Sales discounts 10,000 18,000 40,000 11,500
Net sales 225,000 (c) 910,000 (h)
Cost of merchandise sold (b) 330,000 (f) 400,000
Gross profit 90,000 (d) 286,500 120,000

Identify the errors in the following income statement and prepare a corrected
income statement:

ARMORTEC COMPANY
Income Statement

For the Year Ended February 28, 2010

Revenue from sales:
Sales $5,345,800
Add: Sales returns and allowances $120,000

Sales discounts 60,000 180,000
Gross sales $5,525,800

Cost of merchandise sold 3,100,800
Income from operations $2,425,000
Expenses:

Selling expenses $ 800,000
Administrative expenses 600,000
Delivery expense 50,000

Total expenses 1,450,000
$ 975,000

Other expense:
Interest revenue 40,000

Gross profit $ 935,000

E4-9
Multiple-step income
statement

Obj 2

✓ a. Net income:
$275,000

E4-10
Determining amounts for
items omitted from income
statement

Obj 2

✓ a. $15,000

✓ h. $520,000

E4-11
Multiple-step income
statement

Obj 2
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Illustrate the effects on the accounts and financial statements of recording the
following transactions:

a. Sold merchandise for cash, $18,500. The cost of the merchandise sold was
$11,000.

b. Sold merchandise on account, $12,000. The cost of the merchandise sold was
$7,200.

c. Sold merchandise to customers who used MasterCard and VISA, $115,200.
The cost of the merchandise sold was $70,000.

During the year, sales returns and allowances totaled $65,900. The cost of the
merchandise returned was $40,000. The accountant recorded all the returns and
allowances by decreasing the sales account and decreasing Cost of Merchandise
Sold for $65,900.

Was the accountant’s method of recording returns acceptable? Explain. In
your explanation, include the advantages of using a sales returns and allowances
account.

After the amount due on a sale of $25,000, terms 1/10, n/eom, is received from
a customer within the discount period, the seller consents to the return of the
entire shipment. The cost of the merchandise returned was $15,000. (a) What is
the amount of the refund owed to the customer? (b) Illustrate the effects on the
accounts and financial statements of the return and the refund.

Merchandise is sold on account to a customer for $12,500, terms FOB shipping
point, 1/10, n/30. The seller paid the freight of $400. Determine the following: (a)
amount of the sale, (b) amount debited to Accounts Receivable, (c) amount of the
discount for early payment, and (d) amount due within the discount period.

Newgen Company purchased merchandise on account from a supplier for
$9,000, terms 2/10, n/30. Newgen Company returned $1,200 of the merchan-
dise before payment was made and received full credit.

a. If Newgen Company pays the invoice within the discount period, what is the
amount of cash required for the payment?

b. Under a perpetual inventory system, what account is decreased by Newgen
Company to record the return?

A retailer is considering the purchase of 100 units of a specific item from either
of two suppliers. Their offers are as follows:

A: $200 a unit, total of $20,000, 2/10, n/30, no charge for freight.
B: $195 a unit, total of $19,500, 1/10, n/30, plus freight of $400.
Which of the two offers, A or B, yields the lower price?

Versailles Co., a women’s clothing store, purchased $18,000 of merchandise
from a supplier on account, terms FOB destination, 2/10, n/30. Versailles Co.
returned $3,000 of the merchandise, receiving a credit memorandum, and then
paid the amount due within the discount period. Illustrate the effects on the
accounts and financial statements of Versailles Co. to record (a) the purchase,
(b) the merchandise return, and (c) the payment.

E4-12
Sales-related transactions,
including the use of credit
cards

Obj 3

E4-13
Sales returns and allowances

Obj 3

E4-14
Sales-related transactions

Obj 3

E4-15
Sales-related transactions

Obj 3

✓ d. $9,654

E4-16
Purchase-related transaction

Obj 4

E4-17
Purchase-related transactions

Obj 4

E4-18
Purchase-related transactions

Obj 4

✓ (c) Cash, decreased
$14,700
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Illustrate the effects on the accounts and financial statements of the following
related transactions of Westcoast Diagnostic Company:

a. Purchased $25,000 of merchandise from Presidio Co. on account, terms 2/10,
n/30.

b. Paid the amount owed on the invoice within the discount period.
c. Discovered that $5,000 of the merchandise was defective and returned items

receiving credit.
d. Purchased $4,000 of merchandise from Presidio Co. on account, terms n/30.
e. Received a check for the balance owed from the return in (c), after deducting

for the purchase in (d).

Determine the amount to be paid in full settlement of each of the following
invoices, assuming that credit for returns and allowances was received prior to
payment and that all invoices were paid within the discount period.

Merchandise
Freight Paid

by Seller
Returns and
Allowances

a. $15,000 — FOB destination, n/30 $ 800
b. 10,000 $400 FOB Shipping point, 2/10, n/30 1,200
c. 8,250 — FOB shipping point, 1/10, n/30 750
d. 2,900 125 FOB shipping point, 2/10, n/30 400
e. 3,850 — FOB destination, 2/10, n/30 —

A sale of merchandise on account for $13,750 is subject to an 8% sales tax. (a)
Should the sales tax be recorded at the time of sale or when payment is received?
(b) What is the amount of the sale? (c) What is the amount of the increase to
Accounts Receivable? (d) What is the title of the account to which the $1,100
($13,750 � 8%) is recorded?

Illustrate the effects on the accounts and financial statements of recording the
following selected transactions:

a. Sold $3,400 of merchandise on account, subject to a sales tax of 5%. The cost
of the merchandise sold was $2,000.

b. Paid $41,950 to the state sales tax department for taxes collected.

Summit Co., a furniture wholesaler, sells merchandise to Bitone Co. on account,
$23,400, terms 2/10, n/30. The cost of the merchandise sold is $14,000. Summit
Co. issues a credit memorandum for $4,400 for merchandise returned and
subsequently receives the amount due within the discount period. The cost of
the merchandise returned is $2,600. Illustrate the effects on the accounts and
financial statements of Summit Co. for (a) the sale, including the cost of the
merchandise sold, (b) the credit memorandum, including the cost of the re-
turned merchandise, and (c) the receipt of the check for the amount due from
Bitone Co.

Based on the data presented in Exercise 4-22, illustrate the effects on the
accounts and financial statements of Bitone Co. for (a) the purchase, (b) the
return of the merchandise for credit, and (c) the payment of the invoice within
the discount period.

E4-19
Purchase-related transactions

Obj 4

✓ (e) Cash, increased
$900

E4-20
Determining amounts to
be paid on invoices

Obj 5

✓ a. $14,200

E4-21
Sales tax

Obj 5

✓ c. $14,850

E4-22
Sales tax transactions

Obj 5

E4-23
Sales-related transactions

Obj 3

E4-24
Purchase-related transactions

Obj 4
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Iverson Inc.’s perpetual inventory records indicate that $675,150 of merchandise
should be on hand on December 31, 2010. The physical inventory indicates that
$649,780 of merchandise is actually on hand. Illustrate the effects on the ac-
counts and financial statements of the inventory shrinkage for Iverson Inc. for
the year ended December 31, 2010.

Problems

The following selected accounts and their current balances appear in the ledger
of Case-It Co. for the fiscal year ended November 30, 2010:

Cash $ 37,700 Sales $2,703,600
Accounts Receivable 111,600 Sales Returns and Allowances 37,800
Merchandise Inventory 180,000 Sales Discounts 19,800
Office Supplies 5,000 Cost of Merchandise Sold 1,926,000
Prepaid Insurance 12,000 Sales Salaries Expense 378,000
Office Equipment 115,200 Advertising Expense 50,900
Accumulated Depreciation— Depreciation Expense—

Office Equipment 49,500 Store Equipment 8,300
Store Equipment 311,500 Miscellaneous Selling Expense 2,000
Accumulated Depreciation— Office Salaries Expense 73,800

Store Equipment 87,500 Rent Expense 39,900
Accounts Payable 48,600 Insurance Expense 22,950
Salaries Payable 3,600 Depreciation Expense—
Note Payable Office Equipment 16,200

(final payment due 2025) 54,000 Office Supplies Expense 1,650
Capital Stock 50,000 Miscellaneous Administrative
Retained Earnings 404,800 Expense 1,900
Dividends 45,000 Interest Expense 4,400

Instructions
1. Prepare a multiple-step income statement.
2. Prepare a retained earnings statement.
3. Prepare a report form of balance sheet, assuming that the current portion of

the note payable is $8,000.
4. Briefly explain (a) how multiple-step and single-step income statements differ

and (b) how report-form and account-form balance sheets differ.

Selected accounts and related amounts for Case-It Co. for the fiscal year ended
November 30, 2010, are presented in Problem 4-1.

Instructions
1. Prepare a single-step income statement in the format shown in Exhibit 3.
2. Prepare a retained earnings statement.

The following selected transactions were completed by Tropical Supplies Co.,
which sells supplies primarily to wholesalers and occasionally to retail customers.

Jan. 2. Sold merchandise on account, $8,000, terms FOB shipping point,
n/eom. The cost of merchandise sold was $6,000.

E4-25
Adjusting entry for
merchandise inventory
shrinkage

Obj 7

P4-1
Multiple-step income
statement and report form
of balance sheet

S P R E A D S H E E T

Obj 2

✓ 1. Net income,
$120,000

G R O U P

P4-2
Single-step income statement

Obj 2
S P R E A D S H E E T

P4-3
Sales-related transactions

Objs 3, 5
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Jan. 8. Sold merchandise on account, $20,000, terms FOB destination, 1/10,
n/30. The cost of merchandise sold was $14,000.

16. Sold merchandise on account, $12,000, terms FOB shipping point,
1/10, n/30. The cost of merchandise sold was $7,200.

18. Received check for amount due for sale on January 8.
19. Issued credit memorandum for $3,000 for merchandise returned from

sale on January 16. The cost of the merchandise returned was $1,800.
26. Received check for amount due for sale on January 16 less credit mem-

orandum of January 19 and discount.
31. Paid Gallatin Delivery Service $1,500 for merchandise delivered during

January to customers under shipping terms of FOB destination.
31. Received check for amount due for sale of January 2.

Instructions
Illustrate the effects of each of the preceding transactions on the accounts and
financial statements of Tropical Supplies Co. Identify each transaction by date.

The following selected transactions were completed by Silvergate Co. during
May of the current year:

May 3. Purchased merchandise for, $16,000, terms FOB destination, 2/10, n/30.
6. Issued debit memorandum for $4,000 of merchandise returned from

purchase on May 3.
10. Purchased merchandise, $25,000, terms FOB shipping point, n/eom.
10. Paid freight of $600 on May 10 purchase.
13. Paid for invoice of May 3, less debit memorandum of May 6 and

discount.
31. Paid for invoice of May 10.

Instructions
Illustrate the effects of each of the preceding transactions on the accounts and
financial statements of Silvergate Co. Identify each transaction by date.

The following selected transactions were completed during June between
Shapiro Company and Bacarti Company:

June 8. Shapiro Company sold merchandise on account to Bacarti Company,
$24,000, terms FOB destination, 1/15, n/eom. The cost of the mer-
chandise sold was $17,000.

8. Shapiro Company paid transportation costs of $500 for delivery of
merchandise sold to Bacarti Company on June 8.

12. Bacarti Company returned $6,000 of merchandise purchased on ac-
count on June 8 from Shapiro Company. The cost of the merchandise
returned was $4,000.

23. Bacarti Company paid Shapiro Company for purchase of June 8, less
discount and less return of June 12.

24. Shapiro Company sold merchandise on account to Bacarti Company,
$15,000, terms FOB shipping point, n/eom. The cost of the merchan-
dise sold was $9,000.

26. Bacarti Company paid transportation charges of $400 on June 24 pur-
chase from Shapiro Company.

30. Bacarti Company paid Shapiro Company on account for purchase of
June 24.

P4-4
Purchase-related transactions

Objs 4, 5

P4-5
Sales-related and
purchase-related
transactions for seller
and buyer

Obj 6
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Instructions
Illustrate the effects of each of the preceding transactions on the accounts and
financial statements of (1) Shapiro Company and (2) Bacarti Company. Identify
each transaction by date.

For the year ending August 31, 2011, Gymboree Systems Inc. reported net in-
come of $90,600 and paid dividends of $27,000. Comparative balance sheets as
of August 31, 2011 and 2010, are as follows:

GYMBOREE SYSTEMS INC.
Balance Sheets

August 31, Changes
Increase (Decrease)2011 2010

Assets
Current assets:

Cash $ 79,425 $ 62,250 $17,175
Accounts receivable 114,120 78,000 36,120
Merchandise inventory 93,225 89,550 3,675
Office supplies 720 900 (180)
Prepaid insurance 3,975 4,500 (525)

Total current assets $ 291,465 $235,200 $56,265
Property, plant, and equipment:

Land $ 30,000 $ 30,000 $ 0
Store equipment 40,650 30,000 10,650
Accumulated depreciation—store

equipment
(8,550) (3,900) (4,650)

Office equipment 23,355 15,000 8,355
Accumulated depreciation—office

equipment
(7,080) (3,345) (3,735)

Total property, plant, and equipment $ 78,375 $ 67,755 $10,620
Total assets $ 369,840 $302,955 $66,885

Liabilities
Current liabilities:

Accounts payable $ 33,630 $ 21,405 $12,225
Notes payable (current portion) 7,500 7,500 0
Salaries payable 1,710 2,250 (540)
Unearned rent 2,700 3,600 (900)

Total current liabilities $ 45,540 $ 34,755 $10,785
Long-term liabilities:

Notes payable (final payment due 2015) 30,000 37,500 (7,500)
Total liabilities $ 75,540 $ 72,255 $ 3,285

Stockholders’ Equity
Capital stock $ 37,500 $ 37,500 $ 0
Retained earnings 256,800 193,200 63,600
Total stockholders’ equity $ 294,300 $230,700 $63,600
Total liabilities and stockholders’ equity $ 369,840 $302,955 $66,885

P4-6
Statement of cash flows
using indirect method

Appendix

✓ 1. Net cash flows
from operating
activities: $70,680
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Instructions
1. Prepare a statement of cash flows, using the indirect method.

2. Why is depreciation added to net income in determining net cash flows from
operating activities? Explain.

Activities

On February 15, 2010, Tropical Connection Company, a garden retailer, pur-
chased $25,000 of seed, terms 2/10, n/30, from Midwest Seed Co. Even though
the discount period had expired, Lydia DeLay subtracted the discount of $500
when she processed the documents for payment on March 16, 2010.

Discuss whether Lydia Delay behaved in a professional manner by subtracting
the discount, even though the discount period had expired.

The Encore Video Store Co. is owned and operated by Sergio Alonzo. The fol-
lowing is an excerpt from a conversation between Sergio Alonzo and Suzie
Engel, the chief accountant for The Encore Video Store.

Sergio: Suzie, I’ve got a question about this recent balance sheet.

Suzie: Sure, what’s your question?

Sergio: Well, as you know, I’m applying for a bank loan to finance our new store
in Cherokee, and I noticed that the accounts payable are listed as $120,000.

Suzie: That’s right. Approximately $100,000 of that represents amounts due our
suppliers, and the remainder is miscellaneous payables to creditors for utilities,
office equipment, supplies, etc.

Sergio: That’s what I thought. But as you know, we normally receive a 2% dis-
count from our suppliers for earlier payment, and we always try to take the
discount.

Suzie: That’s right. I can’t remember the last time we missed a discount.

Sergio: Well, in that case, it seems to me the accounts payable should be listed
minus the 2% discount. Let’s list the accounts payable due suppliers as $98,000,
rather than $100,000. Every little bit helps. You never know. It might make the
difference between getting the loan and not.

How would you respond to Sergio Alonzo’s request?

The following is an excerpt from a conversation between Ted Mackie and Laurie
Van Dorn. Ted is debating whether to buy a stereo system from Classic Audio, a
locally owned electronics store, or Sound Unlimited, an online electronics
company.

Ted: Laurie, I don’t know what to do about buying my new stereo.

Laurie: What’s the problem?

Ted: Well, I can buy it locally at Classic Audio for $490.00. However, Sound
Unlimited has the same system listed for $499.99.

Laurie: So what’s the big deal? Buy it from Classic Audio.

A4-1
Ethics and professional
conduct in business

E T H I C S

A4-2
Purchases discounts and
accounts payable

A4-3
Determining cost of purchase
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Ted: It’s not quite that simple. Sound Unlimited said something about not hav-
ing to pay sales tax, since I was out of state.

Laurie: Yes, that’s a good point. If you buy it at Classic Audio, they’ll charge you
6% sales tax.

Ted: But Sound Unlimited charges $13.99 for shipping and handling. If I have
them send it next-day air, it’ll cost $24.99 for shipping and handling.

Laurie: I guess it is a little confusing.

Ted: That’s not all. Classic Audio will give an additional 1% discount if I pay cash.
Otherwise, they will let me use my VISA, or I can pay it off in three monthly
installments.

Laurie: Anything else???

Ted: Well…Sound Unlimited says I have to charge it on my VISA. They don’t
accept checks.

Laurie: I am not surprised. Many online stores don’t accept checks.

Ted: I give up. What would you do?

1. Assuming that Sound Unlimited doesn’t charge sales tax on the sale to Ted,
which company is offering the best buy?

2. What might be some considerations other than price that might influence
Ted’s decision on where to buy the stereo system?

Your sister operates Ennis Parts Company, an online boat parts distributorship
that is in its third year of operation. The income statement is shown below and
was recently prepared for the year ended March 31, 2010.

ENNIS PARTS COMPANY
Income Statement

For the Year Ended March 31, 2010

Revenues:
Net sales $400,000
Interest revenue 5,000

Total revenues $405,000
Expenses:

Cost of merchandise sold $260,000
Selling expenses 45,000
Administrative expenses 24,275
Interest expense 7,500

Total expenses 336,775
Net income $ 68,225

Your sister is considering a proposal to increase net income by offering sales
discounts of 2/15, n/30, and by shipping all merchandise FOB shipping point.
Currently, no sales discounts are allowed and merchandise is shipped FOB des-
tination. It is estimated that these credit terms will increase net sales by 15%. The
ratio of the cost of merchandise sold to net sales is expected to be 65%. All
selling and administrative expenses are expected to remain unchanged, except
for store supplies, miscellaneous selling, office supplies, and miscellaneous ad-
ministrative expenses, which are expected to increase proportionately with

A4-4
Sales discounts
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increased net sales. The amounts of these preceding items for the year ended
March 31, 2010, were as follows:

Store supplies expense $6,000 Office supplies expense $1,000
Miscellaneous selling expense 1,500 Miscellaneous administrative expense 500

The other income and other expense items will remain unchanged. The
shipment of all merchandise FOB shipping point will eliminate all delivery ex-
penses, which for the year ended March 31, 2010, were $9,375.

1. Prepare a projected single-step income statement for the year ending March
31, 2011, based on the proposal. Assume all sales are collected within the
discount period.

2. a. Based on the projected income statement in (1), would you recommend
implementation of the proposed changes?

b. Describe any possible concerns you may have related to the proposed
changes described in (1).

Assume that you are planning to purchase a 50-inch plasma television. In groups
of three or four, determine the lowest cost for the television, considering the
available alternatives and the advantages and disadvantages of each alternative.
For example, you could purchase locally, through mail order, or through an
Internet shopping service. Consider such factors as delivery charges, interest-free
financing, discounts, coupons, and availability of warranty services. Prepare a
report for presentation to the class.

Answers to Self-Examination Questions

1. A A debit memorandum (answer A), issued
by the buyer, indicates the amount the
buyer proposes to decrease the accounts
payable account. A credit memorandum
(answer B), issued by the seller, indicates
the amount the seller proposes to
decrease the accounts receivable account.
An invoice (answer C) or a bill (answer D),
issued by the seller, indicates the amount
and terms of the sale.

2. C The amount of discount for early payment
is $10 (answer C), or 1% of $1,000.
Although the $50 of transportation costs
paid by the seller increases the customer’s
account, the customer is not entitled to a
discount on that amount.

3. B The single-step form of income statement
(answer B) is so named because the total
of all expenses is deducted in one step
from the total of all revenues. The
multiple-step form (answer A) includes

numerous sections and subsections with
several subtotals. The account form
(answer C) and the report form (answer
D) are two common forms of the balance
sheet.

4. C Gross profit (answer C) is the excess of net
sales over the cost of merchandise sold.
Operating income (answer A) or income
from operations (answer B) is the excess of
gross profit over operating expenses. Net
income (answer D) is the final figure on
the income statement after all revenues
and expenses have been reported.

5. B The inventory shrinkage, $15,000, is the
difference between the book inventory,
$290,000, and the physical inventory,
$275,000. The effect of the inventory
shrinkage on the accounts is to increase
Cost of Merchandise Sold and decrease
Inventory by $15,000.

A4-5
Shopping for a television

G R O U P
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Sarbanes-Oxley, Internal
Control, and Cash 5

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Describe the Sarbanes-Oxley Act of 2002
and its impact on internal controls and

financial reporting.

Obj 2 Describe and illustrate the objectives and
elements of internal control.

Obj 3 Describe and illustrate the application of
internal controls to cash.

Obj 4 Describe the nature of a bank account
and its use in controlling cash.

Obj 5 Describe and illustrate the use of a bank
reconciliation in controlling cash.

Obj 6 Describe the accounting for
special-purpose cash funds.

Obj 7 Describe and illustrate the reporting of
cash and cash equivalents in the

financial statements.

Controls are a part of your everyday life. At one
extreme, laws are used to limit your behavior.
For example, the speed limit is a control on your
driving, designed for traffic safety. In addition,

you are also affected by many nonlegal controls. For ex-
ample, recording checks in your checkbook is a control
that you can use at the end of the month to verify the
accuracy of your bank statement. In addition, banks give
you a personal identification number (PIN) as a control
against unauthorized access to your cash if you lose your
automated teller machine (ATM) card. As you can see,
you use and encounter controls every day.

Just as there are many examples of controls through-
out society, businesses must also implement controls to
help guide the behavior of their managers, employees,
and customers. For example, eBay Inc. maintains an
Internet-based marketplace for the sale of goods and
services. Using eBay’s online platform, buyers and sellers
can browse, buy, and sell a wide variety of items includ-
ing antiques and used cars. However, in order to maintain
the integrity and trust of its buyers and sellers, eBay must
have controls to ensure that buyers pay for their items
and sellers don’t misrepresent their items or fail to deliver
sales. One such control eBay uses is a feedback forum
that estabilishes buyer and seller reputations. A prospec-
tive buyer or seller can view the member’s reputation and
feedback comments before completing a transaction.
Dishonest or unfair trading can lead to a negative re-
putation and even suspension or cancellation.

This chapter discusses controls that can be included in
accounting systems to provide reasonable assurance that
the financial statements are reliable. Controls over cash
that you can use to determine whether your bank has
made any errors in your account are also discussed. This
chapter begins by discussing the Sarbanes-Oxley Act of
2002 and its impact on controls and financial reporting.



Sarbanes-Oxley Act of 2002
During the financial scandals of the early 2000s, stockholders, creditors, and
other investors lost billions of dollars.1 As a result, the United States Con-
gress passed the Sarbanes-Oxley Act of 2002. This act, often referred to as
Sarbanes-Oxley, is one of the most important laws affecting U.S. companies in
recent history. The purpose of Sarbanes-Oxley is to restore public con-
fidence and trust in the financial reporting of companies.

Sarbanes-Oxley applies only to companies whose stock is traded on public
exchanges, referred to as publicly held companies. However, Sarbanes-Oxley
highlighted the importance of assessing the financial controls and reporting
of all companies. As a result, companies of all sizes have been influenced by
Sarbanes-Oxley.

Sarbanes-Oxley emphasizes the importance of effective internal control.2

Internal control is defined as the procedures and processes used by a
company to:

1. Safeguard its assets.

2. Process information accurately.

3. Ensure compliance with laws and regulations.

Sarbanes-Oxley requires companies to maintain effective internal controls
over the recording of transactions and the preparing of financial statements.
Such controls are important because they deter fraud and prevent mislead-
ing financial statements as shown below.

Prior to Passage of
Sarbanes-Oxley

Enactment of
Sarbanes-Oxley

After Passage of
Sarbanes-Oxley

Effective Internal
Controls

Fraud
and Theft

Fraud
and Theft
Threats

Enron
Tyco

WorldCom

Businesses
Businesses

Sarbanes-Oxley
Act of 2002

Investors
Stockholders

Creditors

Investors
Stockholders

Creditors

Sarbanes-Oxley also requires companies and their independent accoun-
tants to report on the effectiveness of the company’s internal controls.3 These

Obj 1 Describe the
Sarbanes-Oxley Act of 2002
and its impact on internal
controls and financial
reporting.

1 Exhibit 13 in Chapter 1 briefly summarizes these scandals.
2 Sarbanes-Oxley also has important implications for corporate governance and the regulation of the public

accounting profession. This chapter, however, focuses on the internal control implications of Sarbanes-Oxley.
3 These reporting requirements are required under Section 404 of the act. As a result, these requirements

and reports are often referred to as 404 requirements and 404 reports.

The ex-CEO of WorldCom,
Bernard Ebbers, was sen-
tenced to 25 years in prison.
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reports are required to be filed with the company’s annual 10-K report with
the Securities and Exchange Commission. Companies are also encouraged to
include these reports in their annual reports to stockholders. An example of
such a report by the management of Nike is shown in Exhibit 1.

Exhibit 1 indicates that Nike based its evaluation of internal controls on
Internal Control—Integrated Framework, which was issued by the Committee of
Sponsoring Organizations (COSO) of the Treadway Commission. This
framework is the standard by which companies design, analyze, and evaluate
internal controls.

Internal Control
Internal Control—Integrated Framework is used as the basis for discussing in-
ternal controls.4 In this section, the objectives of internal control are de-
scribed followed by a discussion of how these objectives can be achieved
through the Integrated Framework’s five elements of internal control.

Objectives of Internal Control
The objectives of internal control are to provide reasonable assurance that:

1. Assets are safeguarded and used for business purposes.

2. Business information is accurate.

3. Employees and managers comply with laws and regulations.

Sarbanes-Oxley Report of NikeE X H I B I T 1

Management’s Annual Report on Internal Control
Over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control
over financial reporting . . . . Under the supervision and with the participation of
our Chief Executive Officer and Chief Financial Officer, our management conducted
an evaluation of the effectiveness of our internal control over financial reporting
based upon the framework in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission. Based on
that evaluation, our management concluded that our internal control over financial
reporting is effective as of May 31, 2009. . . .

PricewaterhouseCoopers LLP, an independent registered public accounting firm, has
audited . . . management’s assessment of the effectiveness of our internal control over
financial reporting . . . and . . . the effectiveness of our internal control over financial
reporting . . . as stated in their report . . . .

MARK G. PARKER DONALD W. BLAIR
Chief Executive Officer and President Chief Financial Officer

4 Internal Control—Integrated Framework by the Committee of Sponsoring Organizations of the Treadway
Commission, 1992.

It is estimated that compa-
nies spend millions each
year to comply with the
requirements of Sarbanes-
Oxley.

Obj 2 Describe and
illustrate the objectives and
elements of internal control.

Information on Internal
Control—Integrated Frame-
work can be found on
COSO’s Web site at http://
www.coso.org/.
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These objectives are illustrated below.

Safe-guarded
Assets 

Accurate
Information 

Compliance with Laws
and Regulations 

Internal control can safeguard assets by preventing theft, fraud, misuse, or
misplacement. A serious concern of internal control is preventing employee
fraud. Employee fraud is the intentional act of deceiving an employer for
personal gain. Such fraud may range from minor overstating of a travel
expense report to stealing millions of dollars. Employees stealing from a
business often adjust the accounting records in order to hide their fraud.
Thus, employee fraud usually affects the accuracy of business information.

Accurate information is necessary to successfully operate a business.
Businesses must also comply with laws, regulations, and financial reporting
standards. Examples of such standards include environmental regulations,
safety regulations, and generally accepted accounting principles (GAAP).

Elements of Internal Control
The three internal control objectives can be achieved by applying the five
elements of internal control set forth by the Integrated Framework.5 These
elements are as follows:

1. Control environment

2. Risk assessment

3. Control procedures

4. Monitoring

5. Information and communication

The elements of internal control are illustrated in Exhibit 2. In this ex-
hibit, the elements of internal control form an umbrella over the business to
protect it from control threats. The control environment is the size of the
umbrella. Risk assessment, control procedures, and monitoring are the fab-
ric of the umbrella, which keep it from leaking. Information and commu-
nication connect the umbrella to management.

Control Environment
The control environment is the overall attitude of management and em-
ployees about the importance of controls. Three factors influencing a com-
pany’s control environment are listed on the next page.

The Association of Certified
Fraud Examiners has esti-
mated that businesses will
lose over $650 billion, or
around 5% of revenue, to
employee fraud.
Source: 2006 Report to the
Nation: Occupational Fraud
and Abuse, Association of
Certified Fraud Examiners.

5 Ibid., 12–14.
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1. Management’s philosophy and operating style

2. The company’s organizational structure

3. The company’s personnel policies

Employees

Management’s Philosophy 
and Operating Style

Organizational Structure

Personnel Policies

CEO

Management’s philosophy and operating style relates to whether man-
agement emphasizes the importance of internal controls. An emphasis on
controls and adherence to control policies creates an effective control en-
vironment. In contrast, overemphasizing operating goals and tolerating de-
viations from control policies creates an ineffective control environment.

The business’s organizational structure is the framework for planning and
controlling operations. For example, a retail store chain might organize
each of its stores as separate business units. Each store manager has full
authority over pricing and other operating activities. In such a structure,

Elements of Internal ControlE X H I B I T 2

Business
Management

Control
Procedures

Control
Environment

Risk Assessment

Information and
Communication

Monitoring

Control Threats
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each store manager has the responsibility for establishing an effective
control environment.

The business’s personnel policies involve the hiring, training, evaluation,
compensation, and promotion of employees. In addition, job descriptions,
employee codes of ethics, and conflict-of-interest policies are part of the
personnel policies. Such policies can enhance the internal control environ-
ment if they provide reasonable assurance that only competent, honest
employees are hired and retained.

Risk Assessment
All businesses face risks such as changes in customer requirements, compe-
titive threats, regulatory changes, and changes in economic factors. Man-
agement should identify such risks, analyze their significance, assess their
likelihood of occurring, and take any necessary actions to minimize them.

Control Procedures
Control procedures provide reasonable assurance that business goals will be
achieved, including the prevention of fraud. Control procedures, which
constitute one of the most important elements of internal control, include
the following as shown in Exhibit 3.

1. Competent personnel, rotating duties, and mandatory vacations

2. Separating responsibilities for related operations

3. Separating operations, custody of assets, and accounting

4. Proofs and security measures

Competent Personnel, Rotating Duties,
and Mandatory Vacations
A successful company needs competent employees who are able to perform
the duties that they are assigned. Procedures should be established for

Internal Control ProceduresE X H I B I T 3

Business
Management

Control Threats

Competent personnel, rotating duties, and 
mandatory vacations

Separating responsibilities for related operations
Separating operations, custody of assets, and accounting

Proofs and security measures

CONTROL PROCEDURES:

A bank officer who was not
required to take vacations
stole almost $5 million by
printing fake certificates of
deposit. The theft was dis-
covered when the bank
began requiring all
employees to take
vacations.
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properly training and supervising employees. It is also advisable to rotate du-
ties of accounting personnel and mandate vacations for all employees. In this
way, employees are encouraged to adhere to procedures. Cases of employee
fraud are often discovered when a long-term employee, who never took va-
cations, missed work because of an illness or another unavoidable reason.

Separating Responsibilities for Related Operations
The responsibility for related operations should be divided among two or
more persons. This decreases the possibility of errors and fraud. For ex-
ample, if the same person orders supplies, verifies the receipt of the supplies,
and pays the supplier, the following abuses may occur:

1. Orders may be placed on the basis of friendship with a supplier, rather
than on price, quality, and other objective factors.

2. The quantity and quality of supplies received may not be verified; thus,
the company may pay for supplies not received or that are of poor quality.

3. Supplies may be stolen by the employee.

4. The validity and accuracy of invoices may not be verified; hence, the
company may pay false or inaccurate invoices.

For the preceding reasons, the responsibilities for purchasing, receiving, and
paying for supplies should be divided among three persons or departments.

Separating Operations, Custody of Assets, and Accounting
The responsibilities for operations, custody of assets, and accounting should be
separated. In this way, the accounting records serve as an independent check
on the operating managers and the employees who have custody of assets.

To illustrate, employees who handle cash receipts should not record cash
receipts in the accounting records. To do so would allow employees to bor-
row or steal cash and hide the theft in the accounting records. Likewise,
operating managers should not also record the results of operations. To do
so would allow the managers to distort the accounting reports to show
favorable results, which might allow them to receive larger bonuses.

Proofs and Security Measures
Proofs and security measures are used to safeguard assets and ensure reliable
accounting data. Proofs involve procedures such as authorization, approval,
and reconciliation. For example, an employee planning to travel on com-
pany business may be required to complete a \travel request" form for a
manager’s authorization and approval.

Documents used for authorization and approval should be prenumbered,
accounted for, and safeguarded. Prenumbering of documents helps prevent
transactions from being recorded more than once or not at all. In addition,
accounting for and safeguarding prenumbered documents helps prevent
fraudulent transactions from being recorded. For example, blank checks are
prenumbered and safeguarded. Once a payment has been properly autho-
rized and approved, the checks are filled out and issued.

Reconciliations are also an important control. Later in this chapter, the
use of bank reconciliations as an aid in controlling cash is described and
illustrated.

An accounting clerk for the
Grant County (Washington)
Alcoholism Program was in
charge of collecting money,
making deposits, and keep-
ing the records. While the
clerk was away on maternity
leave, the replacement clerk
discovered a fraud: $17,800
in fees had been collected
but had been hidden for
personal gain.

An accounts payable clerk
created false invoices and
submitted them for payment.
The clerk obtained the
checks, cashed them, and
stole thousands of dollars.

A 24-hour convenience
store could use a security
guard, video cameras, and
an alarm system to deter
robberies.
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Security measures involve measures to safeguard assets. For example, cash
on hand should be kept in a cash register or safe. Inventory not on display
should be stored in a locked storeroom or warehouse. Accounting records
such as the accounts receivable subsidiary ledger should also be safeguarded
to prevent their loss. For example, electronically maintained accounting re-
cords should be safeguarded with access codes and backed up so that any lost
or damaged files could be recovered if necessary.

Monitoring
Monitoring the internal control system is used to locate weaknesses and
improve controls. Monitoring often includes observing employee behavior
and the accounting system for indicators of control problems. Some such
indicators are shown in Exhibit 4.6

Evaluations of controls are often performed when there are major chan-
ges in strategy, senior management, business structure, or operations. In-
ternal auditors, who are independent of operations, usually perform such
evaluations. Internal auditors are also responsible for day-to-day monitoring
of controls. External auditors also evaluate and report on internal control as
part of their annual financial statement audit.

Information and Communication
Information and communication is an essential element of internal control.
Information about the control environment, risk assessment, control pro-
cedures, and monitoring is used by management for guiding operations and
ensuring compliance with reporting, legal, and regulatory requirements.
Management also uses external information to assess events and conditions
that impact decision making and external reporting. For example, manage-
ment uses pronouncements of the Financial Accounting Standards Board
(FASB) to assess the impact of changes in reporting standards on the
financial statements.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Tips on Preventing Employee Fraud in Small Companies
● Do not have the same employee write company

checks and keep the books. Look for payments to
vendors you don’t know or payments to vendors
whose names appear to be misspelled.

● If your business has a computer system, restrict ac-
cess to accounting files as much as possible. Also,
keep a backup copy of your accounting files and
store it at an off-site location.

● Be wary of anybody working in finance that declines
to take vacations. They may be afraid that a replace-
ment will uncover fraud.

● Require and monitor supporting documentation (such
as vendor invoices) before signing checks.

● Track the number of credit card bills you sign monthly.
● Limit and monitor access to important documents

and supplies, such as blank checks and signature
stamps.

● Check W-2 forms against your payroll annually to
make sure you’re not carrying any fictitious
employees.

● Rely on yourself, not on your accountant, to spot
fraud.

Source: Steve Kaufman, “Embezzlement Common at Small
Companies,” Knight-Ridder Newspapers, reported in Athens Daily
News/Athens Banner-Herald, March 10, 1996, p. 4D.

6 Edwin C. Bliss, \Employee Theft," Boardroom Reports, July 15, 1994, pp. 5–6.
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Limitations of Internal Control
Internal control systems can provide only reasonable assurance for safe-
guarding assets, processing accurate information, and compliance with laws
and regulations. In other words, internal controls are not a guarantee. This
is due to the following factors:

1. The human element of controls

2. Cost-benefit considerations

The human element recognizes that controls are applied and used by hu-
mans. As a result, human errors can occur because of fatigue, carelessness,
confusion, or misjudgment. For example, an employee may unintentionally
shortchange a customer or miscount the amount of inventory received from
a supplier. In addition, two or more employees may collude together to de-
feat or circumvent internal controls. This latter case often involves fraud and
the theft of assets. For example, the cashier and the accounts receivable clerk
might collude to steal customer payments on account.

Cost-benefit considerations recognize that costs of internal controls should
not exceed their benefits. For example, retail stores could eliminate shop-
lifting by searching all customers before they leave the store. However, such
a control procedure would upset customers and result in lost sales. Instead,
retailers use cameras or signs saying We prosecute all shoplifters.

Warning Signs of Internal Control ProblemsE X H I B I T 4

Warning signs with 
regard to people

Warning signs from
the accounting system

1. Abrupt change in lifestyle (without  
 winning the lottery).
2. Close social relationships with  
 suppliers.
3. Refusing to take a vacation.
4. Frequent borrowing from other  
 employees.
5. Excessive use of alcohol or drugs.

1. Missing documents or gaps in  
 transaction numbers (could mean  
 documents are being used for  
 fraudulent transactions).
2. An unusual increase in customer  
 refunds refunds may be phony).
3. Differences between daily cash  
 receipts and bank deposits (could  
 mean  receipts are being pocketed  
 before being deposited).
4. Sudden increase in slow payments  
 (employee may be pocketing the  
 payment).
5. Backlog in recording transactions  
 (possibly an attempt to delay  
 detection of fraud).
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Cash Controls Over Receipts
and Payments
Cash includes coins, currency (paper money), checks, and money orders.
Money on deposit with a bank or other financial institution that is available
for withdrawal is also considered cash. Normally, you can think of cash as
anything that a bank would accept for deposit in your account. For example,
a check made payable to you could normally be deposited in a bank and thus
is considered cash.

Businesses usually have several bank accounts. For example, a business
might have one bank account for general cash payments and another for
payroll. A separate ledger account is normally used for each bank account.
For example, a bank account at City Bank could be identified in the ledger
as Cash in Bank—City Bank. To simplify, we will assume in this chapter that a
company has only one bank account, which is identified in the ledger as Cash.

Cash is the asset most likely to be stolen or used improperly in a business.
For this reason, businesses must carefully control cash and cash transactions.

Control of Cash Receipts
To protect cash from theft and misuse, a business must control cash from the
time it is received until it is deposited in a bank. Businesses normally receive
cash from two main sources.

1. Customers purchasing products or services

2. Customers making payments on account

Cash Received from Cash Sales
An important control to protect cash received in over-the-counter sales is a
cash register. The use of a cash register to control cash is shown below.

First National

. . . . . . . . . . . . . . . . . . . . 

    Journal entry 

Journal entry 

. . . . . . . . . . . . . . . . . . . . 

Salesperson

Cash

Cash
Register

Accounting
Department

Merchandise
and receipt

Cash

Cashier’s Department

Cash Deposit

First National

Journal Entry

Customer

RECEIPTS

A cash register controls cash as follows:

1. At the beginning of every work shift, each cash register clerk is given a cash
drawer containing a predetermined amount of cash. This amount is used
for making change for customers and is sometimes called a change fund.

Obj 3 Describe and
illustrate the application of
internal controls to cash.

The Internet has given rise
to a form of cash called
\cybercash," which is used
for Internet transactions,
such as being used in con-
junction with PayPal.

Fast-food restaurants, such
as McDonald’s, receive
cash primarily from over-
the-counter sales.
Internet retailers, such
Amazon.com, receive cash
primarily through electronic
funds transfers from credit
card companies.

176 Chapter 5



2. When a salesperson enters the amount of a sale, the cash register displays
the amount to the customer. This allows the customer to verify that the
clerk has charged the correct amount. The customer also receives a cash
receipt.

3. At the end of the shift, the clerk and the supervisor count the cash in the
clerk’s cash drawer. The amount of cash in each drawer should equal the
beginning amount of cash plus the cash sales for the day.

4. The supervisor takes the cash to the Cashier’s Department where it is
placed in a safe.

5. The supervisor forwards the clerk’s cash register receipts to the Account-
ing Department.

6. The cashier prepares a bank deposit ticket.

7. The cashier deposits the cash in the bank, or the cash is picked up by an
armored car service, such as Wells Fargo.

8. The Accounting Department summarizes the cash receipts and records
the day’s cash sales.

9. When cash is deposited in the bank, the bank normally stamps a dupli-
cate copy of the deposit ticket with the amount received. This bank re-
ceipt is returned to the Accounting Department, where it is compared to
the total amount that should have been deposited. This control helps
ensure that all the cash is deposited and that no cash is lost or stolen on
the way to the bank. Any shortages are thus promptly detected.

Salespersons may make errors in making change for customers or in
ringing up cash sales. As a result, the amount of cash on hand may differ
from the amount of cash sales. Such differences are recorded in a cash short
and over account.

To illustrate, assume the following cash register data for May 3:

Cash register total for cash sales $35,690
Cash receipts from cash sales 35,668

The cash sales are recorded in the normal manner. The cash shortage of
$22 ($25,690 � $25,688) is recorded as a normal operating expense. This is
done by recording a negative $22 under the account titled Cash Short
and Over.

A cash overage is recorded as a positive amount in Cash Short and Over.
At the end of the period, a negative balance in the Cash Short and Over is
reported as a Miscellaneous operating expense. A positive balance in Cash
Short and Over is reported as Other income.

Cash Received in the Mail
Cash is received in the mail when customers pay their bills. This cash is
usually in the form of checks and money orders. Most companies design
their invoices so that customers return a portion of the invoice, called a
remittance advice, with their payment. Remittance advices may be used to
control cash received in the mail as follows:

1. An employee opens the incoming mail and compares the amount of cash
received with the amount shown on the remittance advice. If a customer
does not return a remittance advice, the employee prepares one. The
remittance advice serves as a record of the cash initially received. It also

Sarbanes-Oxley, Internal Control, and Cash 177



helps ensure that the posting to the customer’s account is for the amount
of cash received.

2. The employee opening the mail stamps checks and money orders \For
Deposit Only" in the bank account of the business.

3. The remittance advices and their summary totals are delivered to the
Accounting Department.

4. All cash and money orders are delivered to the Cashier’s Department.

5. The cashier prepares a bank deposit ticket.

6. The cashier deposits the cash in the bank, or the cash is picked up by an
armored car service, such as Wells Fargo.

7. An accounting clerk records the cash received and posts the amounts to
the customer accounts.

8. When cash is deposited in the bank, the bank normally stamps a dupli-
cate copy of the deposit ticket with the amount received. This bank
receipt is returned to the Accounting Department, where it is compared
to the total amount that should have been deposited. This control helps
ensure that all cash is deposited and that no cash is lost or stolen on the
way to the bank. Any shortages are thus promptly detected.

Separating the duties of the Cashier’s Department, which handles cash,
and the Accounting Department, which records cash, is a control. If Ac-
counting Department employees both handle and record cash, an employee
could steal cash and change the accounting records to hide the theft.

Cash Received by EFT
Cash may also be received from customers through electronic funds transfer
(EFT). For example, customers may authorize automatic electronic transfers
from their checking accounts to pay monthly bills for such items as cell
phone, Internet, and electric services. In such cases, the company sends the
customer’s bank a signed form from the customer authorizing the monthly
electronic transfers. Each month, the company notifies the customer’s
bank of the amount of the transfer and the date the transfer should take
place. On the due date, the company records the electronic transfer as a
receipt of cash to its bank account and posts the amount paid to the custo-
mer’s account.

Companies encourage customers to use EFT for the following reasons:

1. EFTs cost less than receiving cash payments through the mail.

2. EFTs enhance internal controls over cash since the cash is received
directly by the bank without any employees handling cash.

3. EFTs reduce late payments from customers and speed up the processing
of cash receipts.

Control of Cash Payments
The control of cash payments should provide reasonable assurance that:

1. Payments are made for only authorized transactions.

2. Cash is used effectively and efficiently. For example, controls should
ensure that all available purchase discounts are taken.
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In a small business, an owner/manager may authorize payments based on
personal knowledge. In a large business, however, purchasing goods, in-
specting the goods received, and verifying the invoices are usually performed
by different employees. These duties must be coordinated to ensure that
proper payments are made to creditors. One system used for this purpose is
the voucher system.

Voucher System
A voucher system is a set of procedures for authorizing and recording
liabilities and cash payments. A voucher is any document that serves as proof
of authority to pay cash or issue an electronic funds transfer. An invoice that
has been approved for payment could be considered a voucher. In many
businesses, however, a voucher is a special form used to record data about a
liability and the details of its payment.

In a manual system, a voucher is normally prepared after all necessary
supporting documents have been received. For the purchase of goods, a
voucher is supported by the supplier’s invoice, a purchase order, and a re-
ceiving report. After a voucher is prepared, it is submitted for approval.
Once approved, the voucher is recorded in the accounts and filed by due
date. Upon payment, the voucher is recorded in the same manner as the
payment of an account payable.

In a computerized system, data from the supporting documents (such as
purchase orders, receiving reports, and suppliers’ invoices) are entered
directly into computer files. At the due date, the checks are automatically
generated and mailed to creditors. At that time, the voucher is electronically
transferred to a paid voucher file.

Cash Paid by EFT
Cash can also be paid by electronic funds transfer systems. For example,
many companies pay their employees by EFT. Under such a system, em-
ployees authorize the deposit of their payroll checks directly into their
checking accounts. Each pay period, the company transfers the employees’
net pay to their checking accounts through the use of EFT. Many companies
also use EFT systems to pay their suppliers and other vendors.

Bank Accounts
A major reason that companies use bank accounts is for internal control.
Some of the control advantages of using bank accounts are as follows:

1. Bank accounts reduce the amount of cash on hand.

2. Bank accounts provide an independent recording of cash transactions.
Reconciling the balance of the cash account in the company’s records
with the cash balance according to the bank is an important control.

3. Use of bank accounts facilitates the transfer of funds using EFT systems.

Bank Statement
Banks usually maintain a record of all checking account transactions. A
summary of all transactions, called a bank statement, is mailed to the com-
pany (depositor) or made available online, usually each month. The bank

Howard Schultz &
Associates (HS&A)
specializes in reviewing
cash payments for its
clients. HS&A searches for
errors, such as duplicate
payments, failures to take
discounts, and inaccurate
computations. Amounts
recovered for clients range
from thousands to millions
of dollars.

Many businesses and
individuals are now using
Internet banking services,
which provide for the pay-
ment of funds electronically.

Obj 4 Describe the nature
of a bank account and its
use in controlling cash.
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statement shows the beginning balance, additions, deductions, and the
ending balance. A typical bank statement is shown in Exhibit 5.

Checks or copies of the checks listed in the order that they were paid by
the bank may accompany the bank statement. If paid checks are returned,
they are stamped \Paid," together with the date of payment. Many banks no
longer return checks or check copies. Instead, the check payment informa-
tion is available online.

The depositor’s checking account balance in the bank records is a liability.
A credit memo entry on the bank statement indicates an increase in the de-
positor’s account. Likewise, a debit memo entry on the bank statement in-
dicates a decrease in the depositor’s account. This relationship is shown below:

Liability
Company’s Account

Asset
Cash in Bank

BankCompany

Decreases in liability

 Debit memorandum
  EFT payments
  Service charges
  NSF checks
  Bank errors

Increases in liability

 Credit memorandum
  EFT deposits
  Notes receivable
      collections 
  Loan proceeds 
  Interest earned
  Bank errors

Beginning Balance XXX Beginning Balance XXX

Increases in asset XXX XXX

Decreases in asset (XXX) (XXX)

Ending Balance XXX Ending Balance XXX

A bank issues credit memos for the following:

1. Deposits made by electronic funds transfer (EFT)

2. Collections of note receivable for the company

3. Proceeds for a loan made to the company by the bank

4. Interest earned on the company’s account

5. Correction (if any) of bank errors

A bank issues debit memos for the following:

1. Payments made by electronic funds transfer (EFT)

2. Service charges

3. Customer checks returned for not sufficient funds

4. Correction (if any) of bank errors

Customers’ checks returned for not sufficient funds, called NSF checks, are
customer checks that were initially deposited, but were not paid by the custo-
mer’s bank. Since the company’s bank increased the customer’s check to the
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company’s account when it was deposited, the bank decreases the company’s
account (issues a debit memo) when the check is returned without payment.

The reason for a credit or debit memo entry is indicated on the bank state-
ment. Exhibit 5 identifies the following types of credit and debit memo entries:

EC: Error correction to correct bank error

NSF: Not sufficient funds check

SC: Service charge

ACH: Automated clearing house entry for electronic funds transfer

MS: Miscellaneous item such as collection of a note receivable on behalf
of the company or receipt of a loan by the company from the bank

The above list includes the notation \ACH" for electronic funds transfers.
ACH is a network for clearing electronic funds transfers among individuals,
companies, and banks.7 Because electronic funds transfers may be either deposits
or payments, ACH entries may indicate either a positive or negative entry to the
company’s account. Likewise, entries to correct bank errors and miscellaneous
items may indicate a positive or negative entry to the company’s account.

Bank StatementE X H I B I T 5

7 For further information on ACH, go to http://www.nacha.org/. Click on \About Us," and then click on \What
is ACH?"
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Using the Bank Statement as a Control Over Cash
The bank statement is a primary control that a company uses over cash. A
company uses the bank’s statement as a control by comparing the company’s
recording of cash transactions to those recorded by the bank.

The cash balance shown by a bank statement is usually different from the
company’s cash balance, as shown in Exhibit 6.

Differences between the company and bank balances may arise because of a
delay by either the company or bank in recording transactions. For
example, there is normally a time lag of one or more days between the date a
check is written and the date that it is paid by the bank. Likewise, there is
normally a time lag between when the company mails a deposit to the bank (or
uses the night depository) and when the bank receives and records the deposit.

Differences may also arise because the bank has increased or decreased
the company’s account for transactions that the company will not know
about until the bank statement is received. Finally, differences may arise
from errors made by either the company or the bank. For example, the
company may incorrectly post to Cash a check written for $4,500 as $450.
Likewise, a bank may incorrectly record the amount of a check.

Power Networking’s Records and Bank StatementE X H I B I T 6

Bank Statement

$ 4,218.60
Additions:

Deposits $13,749.75
Miscellaneous 408.00__________

Deductions:
Checks $14,698.57
NSF check 300.00
Service charge 18.00__________ __________

$ 3,359.78____________________

Power Networking Records

$ 4,227.60Beginning balance

Beginning balance

14,565.95Deposits
(16,243.56)Checks __________
$ 2,549.99Ending balance

Ending balance

____________________

Power Networking
should determine
the reason for the
difference in these
two amounts.

14,157.75

(15,016.57)

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Check Fraud

Check fraud involves counterfeiting, altering, or other-
wise manipulating the information on checks in order to
fraudulently cash a check. According to the National
Check Fraud Center, check fraud and counterfeiting
are among the fastest growing problems affecting the
financial system, generating over $10 billion in losses

annually. Criminals perpetrate the fraud by taking blank
checks from your checkbook, finding a canceled check
in the garbage, or removing a check you have mailed to
pay bills. Consumers can prevent check fraud by
carefully storing blank checks, placing outgoing mail in
postal mailboxes, and shredding canceled checks.
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Bank Reconciliation
A bank reconciliation is an analysis of the items and amounts that result
in the cash balance reported in the bank statement differing from the bal-
ance of the cash account in the ledger. The adjusted cash balance
determined in the bank reconciliation is reported on the balance sheet.

A bank reconciliation is usually divided into two sections as follows:

1. The bank section begins with the cash balance according to the bank
statement and ends with the adjusted balance.

2. The company section begins with the cash balance according to the com-
pany’s records and ends with the adjusted balance.

The adjusted balance from bank and company sections must be equal. The
format of the bank reconciliation is shown below.

Cash balance according to bank $XXX
Add: Increases to cash not on bank statement

(deposits in transit, etc.) $XX
Deduct: Decreases to cash not on bank statement

(outstanding checks, etc.) XX XXX____ _____
Adjusted balance $XXX__________

Cash balance according to company $XXX
Add: Unrecorded bank increases to cash (credit memos)

(notes collected by bank) $XX
Deduct: Unrecorded decreases to cash (debit memos)

(NSF checks, service charges, etc.) XX XXX____ _____
Adjusted balance $XXX__________

Must
be
equal

A bank reconciliation is prepared using the following steps:

Bank Section of Reconciliation
Step 1. Enter the Cash balance according to bank from the ending cash

balance according to the bank statement.

Step 2. Add deposits not recorded by the bank.Identify deposits not recorded
by the bank by comparing each deposit listed on the bank
statement with unrecorded deposits appearing in the preceding
period’s reconciliation and with the current period’s deposits.
Examples: Deposits in transit at the end of the period.

Step 3. Deduct outstanding checks that have not been paid by the bank.Identify
outstanding checks by comparing paid checks with outstanding
checks appearing on the preceding period’s reconciliation and
with recorded checks.Examples: Outstanding checks at the end
of the period.

Step 4. Determine the Adjusted balance by adding Step 2 and deducting
Step 3.

Company Section of Reconciliation
Step 5. Enter the Cash balance according to company from the ending cash

balance in the ledger.

Obj 5 Describe and
illustrate the use of a bank
reconciliation in controlling
cash.
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Step 6. Add increases to cash (credit memos) that have not been recorded.
Identify the bank credit memos that have not been recorded by
comparing the bank statement credit memos to entries in the
journal. Examples: A note receivable and interest that the bank
has collected for the company.

Step 7. Deduct decreases to cash (debit memos) that have not been recorded.
Identify the bank debit memos that have not been recorded by
comparing the bank statement debit memos to entries in the
journal. Examples: Customers’ not sufficient funds (NSF)
checks; bank service charges.

Step 8. Determine the Adjusted balance by adding Step 6 and deducting
Step 7.

Step 9. Verify that the Adjusted balances determined in Steps 4 and 8
are equal.

The adjusted balances in the bank and company sections of the re-
conciliation must be equal. If the balances are not equal, an item has been
overlooked and must be found.

Sometimes, the adjusted balances are not equal because either the com-
pany or the bank has made an error. In such cases, the error is often dis-
covered by comparing the amount of each item (deposit and check) on the
bank statement with that in the company’s records.

Any bank or company errors discovered should be added to or deducted
from the bank or company section of the reconciliation depending on the
nature of the error. For example, assume that the bank incorrectly recorded
a company check for $50 as $500. This bank error of $450 ($500 – $50)
would be added to the bank balance in the bank section of the reconciliation.
In addition, the bank would be notified of the error so that it could be cor-
rected. On the other hand, assume that the company recorded a deposit of
$1,200 as $2,100. This company error of $900 ($2,100 – $1,200) would be
deducted from the cash balance in the company section of the bank re-
conciliation. The company would later correct the error in its records.

To illustrate, we will use the bank statement for Power Networking in
Exhibit 5. This bank statement shows a balance of $3,359.78 as of July 31.
The cash balance in Power Networking’s ledger on the same date is
$2,549.99. Using the preceding steps, the following reconciling items were
identified:

Step 2. Deposit of July 31, not recorded on bank statement: $816.20

Step 3. Outstanding checks:

Check No. 812 $1,061.00
Check No. 878 435.39
Check No. 883 48.60
Total $1,544.99

Step 6. Note receivable of $400 plus interest of $8 collected by bank, but not
recorded by the company as indicated by a credit memo of $408.
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Step 7. Check from customer (Thomas Ivey) for $300 returned by bank
because of insufficient funds (NSF) as indicated by a debit memo of
$300.00.
Bank service charges of $18, but not recorded by the company as
indicated by a debit memo of $18.00.

In addition, an error of $9 was discovered. This error occurred when
Check No. 879 for $732.26 to Taylor Co., on account, was recorded by the
company as $723.26.

The bank reconciliation, based on the Exhibit 5 bank statement and the
preceding reconciling items, is shown in Exhibit 7.

The company’s records do not need to be updated for any items in the
bank section of the reconciliation. This section begins with the cash balance
according to the bank statement. However, the bank should be notified of
any errors that need to be corrected.

The company’s records do need to be updated for any items in the com-
pany section of the bank reconciliation. For example, entries should be made
for any unrecorded bank memos and any company errors.

The effects of the adjustments on the accounts and financial statements of
Power Networking, based on the preceding bank reconciliation in Exhibit 7,
are as follows:

Bank Reconciliation for Power NetworkingE X H I B I T 7

Power Networking

Bank Reconciliation

July 31, 2009

Step 1 $3,359.78
816.20

$4,175.98

1,544.99
$2,630.99

$2,549.99
408.00

$2,957.99

327.00
$2,630.99

$1,061.00
435.39

48.60

$   300.00
18.00
9.00

Cash balance according to bank statement
Add deposit of July 31, not recorded by bank

Deduct outstanding checks:
 No. 812
 No. 878
 No. 883
Adjusted balance

Cash balance according to Power Networking
Add note and interest collected by bank

Deduct: Check returned because of insufficient funds
    Bank service charge
    Error in recording Check No. 879
Adjusted balance 

Step 2

Step 5
Step 6

Step 9

Step 3

Step 4

Step 7

Step 8
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Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

   Notes      Retained
 Cash  Receivable      Earnings

Statement of 
Cash Flows

Income
Statement

July 31. 408 400   8 July 31.

Statement of Cash Flows
July 31. Operating 408

Income Statement
July 31. Interest income 8

Statement of 
Cash Flows

Income
Statement

July 31. 327 300 9  18 July 31.

Statement of Cash Flows
July 31. Operating 327

Income Statement
July 31. Misc. expense 18

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

   Accounts  Accounts    Retained
 Cash  Receivable  Payable    Earnings

After the preceding entries are recorded, the cash account will have a
balance of $2,630.99. This cash balance agrees with the adjusted balance
shown on the bank reconciliation. This is the amount of cash on July 31 and
is the amount that is reported on Power Networking’s July 31 balance sheet.

Businesses may reconcile their bank accounts in a slightly different format
from that shown in Exhibit 7. Regardless, the objective is to control cash by
reconciling the company’s records with the bank statement. In doing so, any
errors or misuse of cash may be detected.

To enhance internal control, the bank reconciliation should be prepared
by an employee who does not take part in or record cash transactions.
Otherwise, mistakes may occur, and it is more likely that cash will be stolen
or misapplied. For example, an employee who handles cash and also rec-
onciles the bank statement could steal a cash deposit, omit the deposit from
the accounts, and omit it from the reconciliation.

Bank reconciliations are also important computerized systems where de-
posits and checks are stored in electronic files and records. Some systems use
computer software to determine the difference between the bank statement
and company cash balances. The software then adjusts for deposits in transit
and outstanding checks. Any remaining differences are reported for further
analysis.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Bank Error in Your Favor

You may sometime have a bank error in your favor,
such as a misposted deposit. Such errors are not a
case of “found money,” as in the Monopolyâ game.
Bank control systems quickly discover most errors and

make automatic adjustments. Even so, you have a legal
responsibility to report the error and return the money
to the bank.
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Special-Purpose Cash Funds
A company often has to pay small amounts for such items as postage, office
supplies, or minor repairs. Although small, such payments may occur often
enough to total a significant amount. Thus, it is desirable to control such
payments. However, writing a check for each small payment is not practical.
Instead, a special cash fund, called a petty cash fund, is used.

A petty cash fund is established by estimating the amount of payments
needed from the fund during a period, such as a week or a month. A check is
then written and cashed for this amount. The money obtained from cashing
the check is then given to an employee, called the petty cash custodian. The petty
cash custodian disburses monies from the fund as needed. For control pur-
poses, the company may place restrictions on the maximum amount and the
types of payments that can be made from the fund. Each time money is paid
from petty cash, the custodian records the details on a petty cash receipts form.

The petty cash fund is normally replenished at periodic intervals, when it
is depleted, or reaches a minimum amount. When a petty cash fund is re-
plenished, the accounts are updated by summarizing the petty cash receipts.
A check is then written for this amount, payable to Petty Cash.

To illustrate normal petty cash fund entries, assume that a petty cash fund
of $500 is established on August 1. The effect on the accounts and financial
statements of recording this transaction is as follows:

Statement of 
Cash Flows

Income
Statement

Aug. 1. 500 500    

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

   Petty      
 Cash  Cash      

At the end of August, the petty cash receipts indicate expenditures for the
following items:

Office supplies $380
Postage (debit Office Supplies) 22
Store supplies 35
Miscellaneous administrative expense 30

Total $467

The effect on the accounts and financial statements of replenishing the
petty cash fund on August 31 is as follows:

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

   Office  Store      Retained
 Cash  Supplies  Supplies      Earnings

Statement of 
Cash Flows

Income
Statement

Aug. 31. 467 402 35   30 Aug. 31.

Statement of Cash Flows
Aug. 31. Operating 467

Income Statement
Aug. 31. Misc. admin. expense 30

Obj 6 Describe
the accounting for
special-purpose
cash funds.
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Replenishing the petty cash fund restores it to its original amount of $500.
There is no adjustment to Petty Cash when the fund is replenished. Petty Cash
is adjusted only if the amount of the fund is later increased or decreased.

Companies often use other cash funds for special needs, such as payroll or
travel expenses. Such funds are called special-purpose funds. For example,
each salesperson might be given $1,000 for travel-related expenses. Periodi-
cally, each salesperson submits an expense report, and the fund is re-
plenished. Special-purpose funds are established and controlled in a manner
similar to that of the petty cash fund.

Financial Statement Reporting of Cash
Cash is normally listed as the first asset in the Current Assets section of the
balance sheet. Most companies present only a single cash amount on the
balance sheet by combining all their bank and cash fund accounts.

A company may temporarily have excess cash. In such cases, the company
normally invests in highly liquid investments in order to earn interest. These
investments are called cash equivalents.8 Examples of cash equivalents in-
clude U.S. Treasury bills, notes issued by major corporations (referred to as
commercial paper), and money market funds. In such cases, companies
usually report Cash and cash equivalents as one amount on the balance sheet.

To illustrate, Microsoft Corp. disclosed the details of its cash and cash
equivalents in the notes to its financial statements as follows:

Balance Sheet
June 30, 2008
(In millions)

Assets
Current assets:

Cash and cash equivalents $10,339
Short-term investments 13,323

Total cash and short-term investments $23,662

The cash and cash equivalents of $10,339 million are further described in
the notes to the financial statements, as shown below.

Cash and equivalents:
Cash $ 3,274
Mutual funds 835
Commercial paper 787
Certificates of deposit 1,373
U.S. government and agency securities 1839
Corporate notes and bonds 2,122
Municipal securities 109

Total cash and equivalents $10,339

Banks may require that companies maintain minimum cash balances in
their bank accounts. Such a balance is called a compensating balance. This is
often required by the bank as part of a loan agreement or line of credit. A
line of credit is a preapproved amount the bank is willing to lend to a customer
upon request. Compensating balance requirements are normally disclosed
in notes to the financial statements.

Obj 7 Describe and
illustrate the reporting of
cash and cash equivalents
in the financial statements.

8 To be classified a cash equivalent, according to FASB Statement No. 95, the investment is expected to be
converted to cash within 90 days.
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Key Points

1. Describe the Sarbanes-Oxley Act of 2002 and
its impact on internal controls and financial
reporting.
The purpose of the Sarbanes-Oxley Act of
2002 is to restore public confidence and trust
in the financial statements of companies.
Sarbanes-Oxley requires companies to main-
tain strong and effective internal controls
over the recording of transactions and the
preparing of financial statements. Sarbanes-
Oxley also requires companies and their
independent accountants to report on the
effectiveness of a company’s internal controls.

2. Describe and illustrate the objectives and
elements of internal control.
The objectives of internal control are to pro-
vide reasonable assurance that (1) assets are
safeguarded and used for business purposes,
(2) business information is accurate, and (3)
laws and regulations are complied with. The
elements of internal control are the control
environment, risk assessment, control proce-
dures, monitoring, and information and
communication.

3. Describe and illustrate the application of
internal controls to cash.
One of the most important controls to protect
cash received in over-the-counter sales is a cash
register. A remittance advice is a control for
cash received through the mail. Separating the
duties of handling cash and recording cash is
also a control. A voucher system is a control
system for cash payments that uses a set of
procedures for authorizing and recording li-
abilities and cash payments. Many companies
use electronic funds transfers to enhance their
control over cash receipts and cash payments.

4. Describe the nature of a bank account and its
use in controlling cash.
Businesses use bank accounts as a means of
controlling cash. Bank accounts reduce the
amount of cash on hand and facilitate the
transfer of cash between businesses and loca-
tions. In addition, banks send monthly state-
ments to their customers, summarizing all of

the transactions for the month. The bank
statement allows a business to reconcile the
cash transactions recorded in the accounting
records to those recorded by the bank.

5. Describe and illustrate the use of a bank
reconciliation in controlling cash.
The first section of the bank reconciliation
begins with the cash balance according to the
bank statement. This balance is adjusted for
the company’s changes in cash that do not
appear on the bank statement and for any
bank errors. The second section begins with
the cash balance according to the company’s
records. This balance is adjusted for the
bank’s changes in cash that do not appear on
the company’s records and for any company
errors. The adjusted balances for the two sec-
tions must be equal. No adjustments are ne-
cessary on the company’s records as a result of
the information included in the bank section
of the bank reconciliation. However, the
items in the company section require adjust-
ments on the company’s records.

6. Describe the accounting for
special-purpose cash funds.
Businesses often use special-purpose cash
funds, such as a petty cash fund or travel
funds, to meet specific needs. Each fund is
initially established by cashing a check for the
amount of cash needed. The cash is then
given to a custodian who is authorized to dis-
burse monies from the fund. At periodic in-
tervals or when it is depleted or reaches a
minimum amount, the fund is replenished
and the disbursements recorded.

7. Describe and illustrate the reporting of cash
and cash equivalents in the
financial statements.
Cash is listed as the first asset in the Current
Assets section of the balance sheet. Compa-
nies that have invested excess cash in highly
liquid investments usually report Cash and
cash equivalents on the balance sheet.
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Key Terms

Bank reconciliation The analysis that details the
items responsible for the difference between the
cash balance reported in the bank statement and
the cash balance in the ledger.

Bank statement A summary of all transactions
mailed to the depositor by the bank each month.

Cash Coins, currency (paper money), checks,
money orders, and money on deposit available
for unrestricted withdrawal from banks and other
financial institutions.

Cash equivalents Highly liquid investments that
are usually reported with cash on the balance
sheet.

Cash short and over The account used to record
the difference between the amount of cash in a
cash register and the amount of cash that should
be on hand according to the records.

Compensating balance A requirement by some
banks that depositors maintain minimum cash
balances in their bank accounts.

Electronic funds transfer (EFT) A system in
which computers rather than paper (money,
checks, etc.) are used to effect cash transactions.

Elements of internal control The control en-
vironment, risk assessment, control activities, in-
formation and communication, and monitoring.

Employee fraud The intentional act of deceiving
an employer for personal gain.

Internal control The policies and procedures
used to safeguard assets, ensure accurate business
information, and ensure compliance with laws
and regulations.

Petty cash fund A special-purpose cash fund to
pay relatively small amounts.

Sarbanes-Oxley Act of 2002 An act passed by
Congress to restore public confidence and trust
in the financial statements of companies.

Special-purpose fund A cash fund used for a
special business need.

Voucher Any document that serves as proof of
authority to pay cash.

Voucher system A set of procedures for author-
izing and recording liabilities and cash payments.

Illustrative Problem

The bank statement for Urethane Company for June 30, 2011, indicates a bal-
ance of $9,143.11. All cash receipts are deposited each evening in a night de-
pository, after banking hours.

The accounting records indicate the following summary data for cash receipts
and payments for June:

Cash balance as of June 1 $ 3,943.50
Total cash receipts for June 28,971.60
Total amount of checks issued in June 28,388.85

Comparing the bank statement and the accompanying canceled checks and
memorandums with the records reveals the following reconciling items:

a. The bank had collected for Urethane Company $1,030 on a customer’s note
left for collection. The face of the note was $1,000.

b. A deposit of $1,852.21, representing receipts of June 30, had been made too
late to appear on the bank statement.

c. Checks outstanding totaled $5,265.27.

d. A check drawn for $139 had been incorrectly charged by the bank as $157.
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e. A check for $30 returned with the statement had been recorded in the com-
pany’s records as $240. The check was for the payment of an obligation to
Avery Equipment Company for the purchase of office supplies on account.

f. Bank service charges for June amounted to $18.20.

Instructions
1. Prepare a bank reconciliation for June.

2. Record the effects on the accounts and financial statements that should be
made by Urethane Company based upon the bank reconciliation.

Solution
1.

URETHANE COMPANY
Bank Reconciliation

June 30, 2011

Cash balance according to bank statement $ 9,143.11
Add: Deposit of June 30 not recorded by bank $1,852.21

Bank error in charging check as $157 instead of $139 18.00 1,870.21
$11,013.32

Deduct: Outstanding checks 5,265.27
Adjusted balance $ 5,748.05

Cash balance according to company’s records $ 4,526.25*
Add: Proceeds of note collected by bank, including $30 interest $1,030.00

Error in recording check 210.00 1,240.00
$ 5,766.25

Deduct: Bank service charges 18.20
Adjusted balance $ 5,748.05

*$3,943.50 + $28,971.60 – $28,388.85

2.

Statement of 
Cash Flows

Income
Statement

June 30. 1,240.00 1,000.00 210.00  30.00 June 30.

Statement of Cash Flows
June 30. Operating 1,240.00

Income Statement
June 30. Interest revenue 30.00

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

   Notes  Accounts    Retained
 Cash  Receivable  Payable    Earnings

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

         Retained
 Cash        Earnings

Statement of 
Cash Flows

Income
Statement

June 30. 18.20    18.20 June 30.

Statement of Cash Flows
June 30. Operating 18.20

Income Statement
June 30. Misc. admin. exp. 18.20
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Self-Examination Questions (Answers appear at the end of chapter)

1. Which of the following is not an element of
internal control?

A. Control environment

B. Monitoring

C. Compliance with laws and regulations

D. Control procedures

2. The bank erroneously charged Tropical Ser-
vices’ account for $450.50 for a check that was
correctly written and recorded by Tropical
Services as $540.50. To reconcile the bank ac-
count of Tropical Services at the end of the
month, you would:

A. add $90 to the cash balance according to
the bank statement.

B. add $90 to the cash balance according to
Tropical Services’ records.

C. deduct $90 from the cash balance accord-
ing to the bank statement.

D. deduct $90 from the cash balance accord-
ing to Tropical Services’ records.

3. In preparing a bank reconciliation, the amount
of checks outstanding would be:

A. added to the cash balance according to the
bank statement.

B. deducted from the cash balance according
to the bank statement.

C. added to the cash balance according to the
company’s records.

D. deducted from the cash balance according
to the company’s records.

4. Adjustments to the company’s records based
on the bank reconciliation are required for:

A. additions to the cash balance according to
the company’s records.

B. deductions from the cash balance accord-
ing to the company’s records.

C. both A and B.

D. neither A nor B.

5. A petty cash fund is:

A. used to pay relatively small amounts.

B. established by estimating the amount of
cash needed for disbursements of relatively
small amounts during a specified period.

C. reimbursed when the amount of money in
the fund is reduced to a predetermined
minimum amount.

D. all of the above.

Class Discussion Questions

1. (a) Why did Congress pass the Sarbanes-
Oxley Act of 2002? (b) What was the purpose
of the Sarbanes-Oxley Act of 2002?

2. Define internal control.
3. (a) Name and describe the five elements

of internal control. (b) Is any one element
of internal control more important than
another?

4. How does a policy of rotating clerical em-
ployees from job to job aid in strengthening
the control procedures within the control
environment? Explain.

5. Why should the responsibility for a sequence
of related operations be divided among dif-
ferent persons? Explain.

6. Why should the employee who handles cash
receipts not have the responsibility for
maintaining the accounts receivable records?
Explain.

7. In an attempt to improve operating effi-
ciency, one employee was made responsible
for all purchasing, receiving, and storing of
supplies. Is this organizational change wise
from an internal control standpoint?
Explain.

8. The ticket seller at a movie theater doubles as
a ticket taker for a few minutes each day
while the ticket taker is on a break. Which
control procedure of a business’s system of
internal control is violated in this situation?

9. Why should the responsibility for maintain-
ing the accounting records be separated from
the responsibility for operations? Explain.

10. Assume that Yvonne Dauphin, accounts pay-
able clerk for Bedell Inc., stole $73,250 by
paying fictitious invoices for goods that were
never received. The clerk set up accounts in
the names of the fictitious companies and
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cashed the checks at a local bank. Describe a
control procedure that would have pre-
vented or detected the fraud.

11. Before a voucher for the purchase of mer-
chandise is approved for payment, support-
ing documents should be compared to verify
the accuracy of the liability. Give an example
of a supporting document for the purchase
of merchandise.

12. The accounting clerk pays all obligations by
prenumbered checks. What are the strengths
and weaknesses in the internal control over
cash payments in this situation?

13. The balance of Cash is likely to differ from
the bank statement balance. What two fac-
tors are likely to be responsible for the
difference?

14. What is the purpose of preparing a bank
reconciliation?

15. Do items reported as a credit memorandum
on the bank statement represent (a) addi-
tions made by the bank to the company’s
balance or (b) deductions made by the bank
from the company’s balance? Explain.

16. Oak Grove Inc. has a petty cash fund of
$1,500. (a) Since the petty cash fund is only
$1,500, should Oak Grove Inc. implement
controls over petty cash? (b) What controls, if
any, could be used for the petty cash fund?

17. (a) How are cash equivalents reported in the
financial statements? (b) What are some ex-
amples of cash equivalents?

Exercises

Using Wikipedia (www.wikipedia.com.), look up the entry for the Sarbanes-Oxley
Act. Look over the table of contents and find the section that describes Section
404. What does Section 404 require of management’s internal control report?

Blake Gable has recently been hired as the manager of Jittery Jim’s Canyon
Coffee. Jittery Jim’s Canyon Coffee is a national chain of franchised coffee shops.
During his first month as store manager, Blake encountered the following in-
ternal control situations:

a. Blake caught an employee putting a case of 100 single-serving tea bags in her
car. Not wanting to create a scene, Blake smiled and said, \I don’t think
you’re putting those tea bags on the right shelf. Don’t they belong inside the
coffee shop?" The employee returned the tea bags to the stockroom.

b. Jittery Jim’s Canyon Coffee has one cash register. Prior to Blake’s joining the
coffee shop, each employee working on a shift would take a customer order,
accept payment, and then prepare the order. Blake made one employee on
each shift responsible for taking orders and accepting the customer’s pay-
ment. Other employees prepare the orders.

c. Since only one employee uses the cash register, that employee is responsible
for counting the cash at the end of the shift and verifying that the cash in the
drawer matches the amount of cash sales recorded by the cash register. Blake
expects each cashier to balance the drawer to the penny every time—no
exceptions.

State whether you agree or disagree with Blake’s method of handling each
situation and explain your answer.

Anasazi Earth Clothing is a retail store specializing in women’s clothing. The
store has established a liberal return policy for the holiday season in order to
encourage gift purchases. Any item purchased during November and December
may be returned through January 31, with a receipt, for cash or exchange. If the
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customer does not have a receipt, cash will still be refunded for any item under
$100. If the item is more than $100, a check is mailed to the customer.

Whenever an item is returned, a store clerk completes a return slip, which the
customer signs. The return slip is placed in a special box. The store manager
visits the return counter approximately once every two hours to authorize the
return slips. Clerks are instructed to place the returned merchandise on the
proper rack on the selling floor as soon as possible.

This year, returns at Anasazi Earth Clothing have reached an all-time high.
There are a large number of returns under $100 without receipts.

a. How can sales clerks employed at Anasazi Earth Clothing use the store’s re-
turn policy to steal money from the cash register?

b. What internal control weaknesses do you see in the return policy that make
cash thefts easier?

c. Would issuing a store credit in place of a cash refund for all merchandise
returned without a receipt reduce the possibility of theft? List some advantages
and disadvantages of issuing a store credit in place of a cash refund.

d. Assume that Anasazi Earth Clothing is committed to the current policy of
issuing cash refunds without a receipt. What changes could be made in the
store’s procedures regarding customer refunds in order to improve internal
control?

First Kenmore Bank provides loans to businesses in the community through its
Commercial Lending Department. Small loans (less than $100,000) may be ap-
proved by an individual loan officer, while larger loans (greater than $100,000)
must be approved by a board of loan officers. Once a loan is approved, the funds
are made available to the loan applicant under agreed-upon terms. The pre-
sident of First Kenmore Bank has instituted a policy whereby he has the in-
dividual authority to approve loans up to $5,000,000. The president believes that
this policy will allow flexibility to approve loans to valued clients much quicker
than under the previous policy.

As an internal auditor of First Kenmore Bank, how would you respond to this
change in policy?

One of the largest losses in history from unauthorized securities trading involved
a securities trader for the French bank, Société Générale. The trader was able to
circumvent internal controls and create over $7 billion in trading losses in six
months. The trader apparently escaped detection by using knowledge of the
bank’s internal control systems learned from a previous back-office monitoring
job. Much of this monitoring involved the use of software to monitor trades. In
addition, traders are usually kept to tight spending limits. Apparently, these
controls failed in this case.

What general weaknesses in Société Générale’s internal controls contributed
to the occurrence and size of the losses?

An employee of JHT Holdings, Inc., a trucking company, was responsible for
resolving roadway accident claims under $25,000. The employee created fake
accident claims and wrote settlement checks of between $5,000 and $25,000 to
friends or acquaintances acting as phony \victims." One friend recruited sub-
ordinates at his place of work to cash some of the checks. Beyond this, the JHT
employee also recruited lawyers, who he paid to represent both the trucking
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company and the fake victims in the bogus accident settlements. When the
lawyers cashed the checks, they allegedly split the money with the corrupt JHT
employee. This fraud went undetected for two years.

Why would it take so long to discover such a fraud?

Bizarro Sound Co. discovered a fraud whereby one of its front office adminis-
trative employees used company funds to purchase goods, such as computers,
digital cameras, compact disk players, and other electronic items, for her own
use. The fraud was discovered when employees noticed an increase in delivery
frequency from vendors and the use of unusual vendors. After some investiga-
tion, it was discovered that the employee would alter the description or change
the quantity on an invoice in order to explain the cost on the bill.

What general internal control weaknesses contributed to this fraud?

A former chairman, CFO, and controller of Donnkenny, Inc., an apparel com-
pany that makes sportswear for Pierre Cardin and Victoria Jones, pleaded guilty
to financial statement fraud. These managers used false journal entries to record
fictitious sales, hid inventory in public warehouses so that it could be recorded as
\sold," and required sales orders to be backdated so that the sale could be
moved back to an earlier period. The combined effect of these actions caused
$25 million out of $40 million in quarterly sales to be phony.

a. Why might control procedures listed in this chapter be insufficient in stop-
ping this type of fraud?

b. How could this type of fraud be stopped?

The procedures used for over-the-counter receipts are as follows. At the close of
each day’s business, the sales clerks count the cash in their respective cash
drawers, after which they determine the amount recorded by the cash register
and prepare the memo cash form, noting any discrepancies. An employee from
the cashier’s office counts the cash, compares the total with the memo, and takes
the cash to the cashier’s office.

a. Indicate the weak link in internal control.
b. How can the weakness be corrected?

Victor Blackmon works at the drive-through window of Buffalo Bob’s Burgers.
Occasionally, when a drive-through customer orders, Victor fills the order and
pockets the customer’s money. He does not ring up the order on the cash
register.

Identify the internal control weaknesses that exist at Buffalo Bob’s Burgers,
and discuss what can be done to prevent this theft.

The mailroom employees send all remittances and remittance advices to the cashier.
The cashier deposits the cash in the bank and forwards the remittance advices and
duplicate deposit slips to the Accounting Department.

a. Indicate the weak link in internal control in the handling of cash receipts.
b. How can the weakness be corrected?
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The actual cash received from cash sales was $36,183, and the amount indicated
by the cash register total was $36,197.

a. What is the amount deposited in the bank for the day’s sales?
b. What is the amount recorded for the day’s sales?
c. How should the difference be recorded?
d. If a cashier is consistently over or short, what action should be taken?

The actual cash received from cash sales was $11,279, and the amount indicated
by the cash register total was $11,256.

a. What is the amount deposited in the bank for the day’s sales?
b. What is amount recorded for the day’s sales?
c. How should the difference be recorded?
d. If a cashier is consistently over or short, what action should be taken?

El Cordova Co. is a small merchandising company with a manual accounting
system. An investigation revealed that in spite of a sufficient bank balance, a
significant amount of available cash discounts had been lost because of failure to
make timely payments. In addition, it was discovered that the invoices for several
purchases had been paid twice.

Outline procedures for the payment of vendors’ invoices, so that the possibi-
lities of losing available cash discounts and of paying an invoice a second time
will be minimized.

Digital Com Company, a communications equipment manufacturer, recently
fell victim to a fraud scheme developed by one of its employees. To understand
the scheme, it is necessary to review Digital Com’s procedures for the purchase
of services.

The purchasing agent is responsible for ordering services (such as repairs to a
photocopy machine or office cleaning) after receiving a service requisition from
an authorized manager. However, since no tangible goods are delivered, a re-
ceiving report is not prepared. When the Accounting Department receives an
invoice billing Digital Com for a service call, the accounts payable clerk calls the
manager who requested the service in order to verify that it was performed.

The fraud scheme involves Matt DuBois, the manager of plant and facilities.
Matt arranged for his uncle’s company, Urban Industrial Supply and Service, to
be placed on Digital Com’s approved vendor list. Matt did not disclose the family
relationship.

On several occasions, Matt would submit a requisition for services to be pro-
vided by Urban Industrial Supply and Service. However, the service requested
was really not needed, and it was never performed. Urban would bill Digital Com
for the service and then split the cash payment with Matt.

Explain what changes should be made to Digital Com’s procedures for or-
dering and paying for services in order to prevent such occurrences in the future.

Identify each of the following reconciling items as: (a) an addition to the cash
balance according to the bank statement, (b) a deduction from the cash balance
according to the bank statement, (c) an addition to the cash balance according
to the company’s records, or (d) a deduction from the cash balance according to
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the company’s records. (None of the transactions reported by bank debit and
credit memos have been recorded by the company.)

1. Bank service charges, $15.
2. Check drawn by company for $160 but incorrectly recorded by company as

$610.
3. Check for $500 incorrectly charged by bank as $5,000.
4. Check of a customer returned by bank to company because of insufficient

funds, $3,000.
5. Deposit in transit, $15,500.
6. Outstanding checks, $9,600.
7. Note collected by bank, $10,000.

Which of the reconciling items listed in Exercise 5-16 are required to be in the
company’s accounts?

The following data were accumulated for use in reconciling the bank account of
Commander Co. for March:

a. Cash balance according to the company’s records at March 31, $13,065.
b. Cash balance according to the bank statement at March 31, $12,750.
c. Checks outstanding, $4,170.
d. Deposit in transit, not recorded by bank, $5,100.
e. A check for $180 in payment of an account was erroneously recorded in the

check register as $810.
f. Bank debit memo for service charges, $15.

Prepare a bank reconciliation, using the format shown in Exhibit 7.

Using the data presented in Exercise 5-18, record the effects on the accounts and
financial statements of the company based upon the bank reconciliation.

Accompanying a bank statement for Euthenics Company is a credit memo for
$18,270, representing the principal ($18,000) and interest ($270) on a note that
had been collected by the bank. The company had been notified by the bank at
the time of the collection, but had made no recording. Record the adjustment
that should be made by the company to bring the accounting records up to date.

An accounting clerk for Grebe Co. prepared the following bank reconciliation:

GREBE CO.
Bank Reconciliation
August 31, 2010

Cash balance according to company’s records $ 4,690
Add: Outstanding checks $3,110

Error by Grebe Co. in recording Check
No. 1115 as $940 instead of $490 450

Note for $6,500 collected by bank, including interest 6,630 10,190
Deduct: Deposit in transit on August 31 $4,725 $14,880

Bank service charges 30 4,755
Cash balance according to bank statement $10,125
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a. From the bank reconciliation data on the previous page, prepare a new bank
reconciliation for Grebe Co., using the format shown in the illustrative
problem.

b. If a balance sheet were prepared for Grebe Co. on August 31, 2010, what
amount should be reported for cash?

Identify the errors in the following bank reconciliation:

RAKESTRAW CO.
Bank Reconciliation

For the Month Ended April 30, 2010

Cash balance according to bank statement $11,320
Add outstanding checks:

No. 315 $ 450
360 615
364 850
365 775 2,690

$14,010
Deduct deposit of April 30, not recorded by bank 3,330
Adjusted balance $10,680

Cash balance according to company’s records $ 7,003
Add: Proceeds of note collected by bank:

Principal $4,000
Interest 120 $4,120

Service charges 18 4,138
$11,141

Deduct: Check returned because of insufficient funds $ 945
Error in recording April 20 deposit of $5,300 as $3,500 1,800 2,745

Adjusted balance $ 8,396

First Impressions Co. records all cash receipts on the basis of its cash register
tapes. First Impressions Co. discovered during June 2010 that one of its sales
clerks had stolen an undetermined amount of cash receipts when she took the
daily deposits to the bank. The following data have been gathered for June:

Cash in bank according to the general ledger $ 7,865
Cash according to the June 30, 2010 bank statement 18,175
Outstanding checks as of June 30, 2010 5,190
Bank service charge for June 25
Note receivable, including interest collected by bank in June 8,400

No deposits were in transit on June 30.

a. Determine the amount of cash receipts stolen by the sales clerk.
b. What accounting controls would have prevented or detected this theft?

Illustrate the effect on the accounts and financial statements of the following
transactions:

a. Established a petty cash fund of $1,000.
b. The amount of cash in the petty cash fund is now $315. Replenished the fund,

based on the following summary of petty cash receipts: office supplies, $425;
miscellaneous selling expense, $220; miscellaneous administrative expense, $40.
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Illustrate the effect on the accounts and financial statements of the following
transactions:

a. Established a petty cash fund of $800.
b. The amount of cash in the petty cash fund is now $120. Replenished the

fund, based on the following summary of petty cash receipts: office supplies,
$430; miscellaneous selling expense, $175; miscellaneous administrative
expense, $75.

Mattel, Inc., designs, manufactures, and markets toy products worldwide. Mattel’s
toys include BarbieTM fashion dolls and accessories, Hot WheelsTM, and Fisher-
Price brands. For a recent year, Mattel reported the following net cash flows from
operating activities (in thousands):

First quarter ending March 31 $ (326,536)
Second quarter ending June 30 (165,047)
Third quarter ending September 30 (9,738)
Fourth quarter December 31 1,243,603

Explain why Mattel reports negative net cash flows from operating activities
during the first three quarters, yet reports positive cash flows for the fourth
quarter and net positive cash flows for the year.

Problems

The following procedures were recently installed by The Louver Shop:

a. Each cashier is assigned a separate cash register drawer to which no other
cashier has access.

b. At the end of a shift, each cashier counts the cash in his or her cash register,
unlocks the cash register record, and compares the amount of cash with the
amount on the record to determine cash shortages and overages.

c. Vouchers and all supporting documents are perforated with a PAID desig-
nation after being paid by the treasurer.

d. Disbursements are made from the petty cash fund only after a petty cash
receipt has been completed and signed by the payee.

e. All sales are rung up on the cash register, and a receipt is given to the cus-
tomer. All sales are recorded on a record locked inside the cash register.

f. Checks received through the mail are given daily to the accounts receivable
clerk for recording collections on account and for depositing in the bank.

g. The bank reconciliation is prepared by the accountant.

Instructions
Indicate whether each of the procedures of internal control over cash represents
(1) a strength or (2) a weakness. For each weakness, indicate why it exists.
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The cash account for Interactive Systems at February 28, 2010, indicated a bal-
ance of $7,635. The bank statement indicated a balance of $13,333 on February
28, 2010. Comparing the bank statement and the accompanying canceled checks
and memos with the records reveals the following reconciling items:

a. Checks outstanding totaled $4,118.
b. A deposit of $4,500, representing receipts of February 28, had been made too

late to appear on the bank statement.
c. The bank had collected $5,200 on a note left for collection. The face of the

note was $5,000.
d. A check for $290 returned with the statement had been incorrectly recorded

by Interactive Systems as $920. The check was for the payment of an obliga-
tion to Busser Co. for the purchase of office supplies on account.

e. A check drawn for $415 had been incorrectly charged by the bank as $145.
f. Bank service charges for February amounted to $20.

Instructions
1. Prepare a bank reconciliation.
2. Illustrate the effects on the accounts and financial statements of the bank

reconciliation.

The cash account for Fred’s Sports Co. on June 1, 2010, indicated a balance of
$16,515. During June, the total cash deposited was $40,150, and checks written
totaled $43,600. The bank statement indicated a balance of $18,175 on June 30,
2010. Comparing the bank statement, the canceled checks, and the accom-
panying memos with the records revealed the following reconciling items:

a. Checks outstanding totaled $6,840.
b. A deposit of $4,275, representing receipts of June 30, had been made too late

to appear on the bank statement.
c. A check for $640 had been incorrectly charged by the bank as $460.
d. A check for $80 returned with the statement had been recorded by Fred’s

Sports Co. as $800. The check was for the payment of an obligation to Miliski
Co. on account.

e. The bank had collected for Fred’s Sports Co. $3,240 on a note left for col-
lection. The face of the note was $3,000.

f. Bank service charges for June amounted to $35.
g. A check for $1,560 from ChimTech Co. was returned by the bank because of

insufficient funds.

Instructions
1. Prepare a bank reconciliation as of June 30.
2. Illustrate the effects on the accounts and financial statements of the bank

reconciliation.

Rocky Mountain Interiors deposits all cash receipts each Wednesday and Friday
in a night depository, after banking hours. The data required to reconcile the
bank statement as of July 31 have been taken from various documents and re-
cords and are reproduced as follows. The sources of the data are printed in
capital letters. All checks were written for payments on account.

P5-2
Bank reconciliation
and entries

Obj 5

S P R E A D S H E E T

✓ 1. Adjusted balance:
$13,445

P5-3
Bank reconciliation and entries

Obj 5

S P R E A D S H E E T

✓ 1. Adjusted balance:
$15,430

P5-4
Bank reconciliation and entries

Obj 5

S P R E A D S H E E T

✓ 1. Adjusted balance:
$11,178.59
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BANK RECONCILIATION FOR PRECEDING MONTH (DATED JUNE 30):
Cash balance according to bank statement $ 9,422.80
Add deposit of June 30, not recorded by bank 780.80

$10,203.60
Deduct outstanding checks:

No. 580 $310.10
No. 602 85.50
No. 612 92.50
No. 613 137.50 625.60

Adjusted balance $ 9,578.00

Cash balance according to company’s records $ 9,605.70
Deduct service charges 27.70
Adjusted balance $ 9,578.00

CASH ACCOUNT:
Balance as of July 1 $ 9,578.00

CHECKS WRITTEN:
Number and amount of each check issued in July:

Check No. Amount Check No. Amount Check No. Amount
614 $243.50 621 $309.50 628 $ 837.70
615 350.10 622 Void 629 329.90
616 279.90 623 Void 630 882.80
617 395.50 624 707.01 631 1,081.56
618 435.40 625 158.63 632 62.40
619 320.10 626 550.03 633 310.08
620 328.87 627 318.73 634 503.30
Total amount of checks issued in July $8,405.01

PAGE     1

AMERICAN NATIONAL BANK
   OF DETROIT

DETROIT, MI 48201-2500      (313)933-8547

MEMBER FDIC
ACCOUNT NUMBER      

FROM    7/01/20–    TO    7/31/20–

BALANCE 9,422.80

DEPOSITS 6,086.35

WITHDRAWALS 8,237.41

OTHER DEBITS
AND CREDITS 3,685.00CR

NEW BALANCE 10,956.74

9

20

4
ROCKY MOUNTAIN INTERIORS

* – – – – – CHECKS AND OTHER DEBITS – – – – – * –  DEPOSITS – * – DATE – * – BALANCE– *

No.580 310.10 No.612 92.50 780.80 07/01 9,801.00

No.602 85.50 No.614 243.50 569.50 07/03 10,041.50

No.615 350.10 No.616 279.90 701.80 07/06 10,113.30

No.617 395.50 No.618 435.40 819.24 07/11 10,101.64

No.619 320.10 No.620 238.87 580.70 07/13 10,123.37

No.621 309.50 No.624 707.01 MS 4,000.00 07/14 13,106.86

No.625 158.63 No.626 550.03 MS    160.00 07/14 12,558.20

No.627 318.73 No.629 329.90 600.10 07/17 12,509.67

No.630 882.80 No.631 1,081.56 NSF 450.00 07/20 10,095.31

No.628 837.70 No.633 310.08 701.26 07/21 9,648.79

     731.45 07/24 10,380.24

     601.50 07/28 10,981.74

    SC      25.00  07/31 10,956.74

EC –– ERROR CORRECTION OD –– OVERDRAFT

MS –– MISCELLANEOUS PS –– PAYMENT STOPPED

NSF –– NOT SUFFICIENT FUNDS SC –– SERVICE CHARGE

* * *                                                   * * *                                                    * * *
THE RECONCILEMENT OF THIS STATEMENT WITH YOUR RECORDS IS ESSENTIAL.

ANY ERROR OR EXCEPTION SHOULD BE REPORTED IMMEDIATELY.
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CASH RECEIPTS FOR MONTH OF JULY 6,158.60
DUPLICATE DEPOSIT TICKETS:

Date and amount of each deposit in July:

Date Amount Date Amount Date Amount
July 2 $569.50 July 12 $508.70 July 23 $731.45
5 701.80 16 600.10 26 601.50
9 819.24 19 701.26 31 925.05

Instructions
1. Prepare a bank reconciliation as of July 31. If errors in recording deposits or

checks are discovered, assume that the errors were made by the company.
Assume that all deposits are from cash sales. All checks are written to satisfy
accounts payable.

2. Illustrate the effects on the accounts and financial statements of the bank
reconciliation.

3. What is the amount of Cash that should appear on the balance sheet as of
July 31?

4. Assume that a canceled check for $125 has been incorrectly recorded by the
bank as $1,250. Briefly explain how the error would be included in a bank
reconciliation and how it should be corrected.

Activities

During the preparation of the bank reconciliation for New Concepts Co., Peter
Fikes, the assistant controller, discovered that City National Bank incorrectly re-
corded a $710 check written by New Concepts Co. as $170. Peter has decided not
to notify the bank but wait for the bank to detect the error. Peter plans to record
the $540 error as Other Income if the bank fails to detect the error within the
next three months.

Discuss whether Peter is behaving in a professional manner.

The following is an excerpt from a conversation between two sales clerks, Ross
Maas and Shu Lyons. Both Ross and Shu are employed by Hawkins Electronics, a
locally owned and operated electronics retail store.

Ross: Did you hear the news?

Shu: What news?

Ross: Jane and Rachel were both arrested this morning.

Shu: What? Arrested? You’re putting me on!

Ross: No, really! The police arrested them first thing this morning. Put them in
handcuffs, read them their rights—the whole works. It was unreal!

Shu: What did they do?

Ross: Well, apparently they were filling out merchandise refund forms for ficti-
tious customers and then taking the cash.

Shu: I guess I never thought of that. How did they catch them?

A5-1
Ethics and professional
conduct in business

E T H I C S

A5-2
Internal controls
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Ross: The store manager noticed that returns were twice that of last year and
seemed to be increasing. When he confronted Jane, she became flustered and
admitted to taking the cash, apparently over $7,000 in just three months.
They’re going over the last six months’ transactions to try to determine how
much Rachel stole. She apparently started stealing first.

Suggest appropriate control procedures that would have prevented or de-
tected the theft of cash.

The following is an excerpt from a conversation between the store manager of
Yoder Brothers Grocery Stores, Lori Colburn, and Terry Whipple, president of
Yoder Brothers Grocery Stores.

Terry: Lori, I’m concerned about this new scanning system.

Lori: What’s the problem?

Terry: Well, how do we know the clerks are ringing up all the merchandise?

Lori: That’s one of the strong points about the system. The scanner automatically
rings up each item, based on its bar code. We update the prices daily, so we’re
sure that the sale is rung up for the right price.

Terry: That’s not my concern. What keeps a clerk from pretending to scan items
and then simply not charging his friends? If his friends were buying 10–15 items,
it would be easy for the clerk to pass through several items with his finger over
the bar code or just pass the merchandise through the scanner with the wrong
side showing. It would look normal for anyone observing. In the old days, we at
least could hear the cash register ringing up each sale.

Lori: I see your point.

Suggest ways that Yoder Brothers Grocery Stores could prevent or detect the
theft of merchandise as described.

Ryan Egan and Jack Moody are both cash register clerks for Organic Markets.
Lee Sorrell is the store manager for Organic Markets. The following is an ex-
cerpt of a conversation between Ryan and Jack:

Ryan: Jack, how long have you been working for Organic Markets?

Jack: Almost five years this November. You just started two weeks ago . . . right?

Ryan: Yes. Do you mind if I ask you a question?

Jack: No, go ahead.

Ryan: What I want to know is, have they always had this rule that if your cash
register is short at the end of the day, you have to make up the shortage out of
your own pocket?

Jack: Yes, as long as I’ve been working here.

Ryan: Well, it’s the pits. Last week I had to pay in almost $40.

Jack: It’s not that big a deal. I just make sure that I’m not short at the end of the
day.

Ryan: How do you do that?

A5-3
Internal controls

A5-4
Ethics and professional
conduct in business

E T H I C S
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Jack: I just shortchange a few customers early in the day. There are a few jerks
that deserve it anyway. Most of the time, their attention is elsewhere and they
don’t think to check their change.

Ryan: What happens if you’re over at the end of the day?

Jack: Lee lets me keep it as long as it doesn’t get to be too large. I’ve not been
short in over a year. I usually clear about $20 to $30 extra per day.

Discuss this case from the viewpoint of proper controls and professional
behavior.

The records of Anacker Company indicate a July 31 cash balance of $9,400,
which includes undeposited receipts for July 30 and 31. The cash balance on the
bank statement as of July 31 is $6,575. This balance includes a note of $4,000
plus $160 interest collected by the bank but not recorded in the journal. Checks
outstanding on July 31 were as follows: No. 370, $580; No. 379, $615; No. 390,
$900; No. 1148, $225; No. 1149, $300; and No. 1151, $750.

On July 3, the cashier resigned, effective at the end of the month. Before
leaving on July 31, the cashier prepared the following bank reconciliation:

Cash balance per books, July 31 $ 9,400
Add outstanding checks:
No. 1148 $225

1149 300
1151 750 1,175

$10,575
Less undeposited receipts 4,000
Cash balance per bank, July 31 $ 6,575
Deduct unrecorded note with interest 4,160
True cash, July 31 $ 2,415

Calculator Tape of Outstanding Checks:
0*

225
300
750

1,175 *

Subsequently, the owner of Anacker Company discovered that the cashier had
stolen an unknown amount of undeposited receipts, leaving only $1,000 to be
deposited on July 31. The owner, a close family friend, has asked your help in
determining the amount that the former cashier has stolen.

1. Determine the amount the cashier stole from Anacker Company. Show your
computations in good form.

2. How did the cashier attempt to conceal the theft?
3. a. Identify two major weaknesses in internal controls that allowed the cashier

to steal the undeposited cash receipts.
b. Recommend improvements in internal controls, so that similar types of

thefts of undeposited cash receipts can be prevented.

A5-5
Bank reconciliation and
internal control
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Select a business in your community and observe its internal controls over cash
receipts and cash payments. The business could be a bank or a bookstore, res-
taurant, department store, or other retailer. In groups of three or four, identify
and discuss the similarities and differences in each business’s cash internal
controls.

Answers to Self-Examination Questions

1. C Compliance with laws and regulations
(answer C) is an objective, not an element,
of internal control. The control
environment (answer A), monitoring
(answer B), control procedures (answer
D), risk assessment, and information and
communication are the five elements of
internal control.

2. C The error was made by the bank, so the
cash balance according to the bank
statement needs to be adjusted. Since the
bank deducted $90 ($540.50 � $450.50)
too little, the error of $90 should be
deducted from the cash balance according
to the bank statement (answer C).

3. B On any specific date, the cash account in a
company’s ledger may not agree with the
account in the bank’s ledger because of
delays and/or errors by either party in
recording transactions. The purpose of a
bank reconciliation, therefore, is to
determine the reasons for any differences
between the two account balances. All
errors should then be corrected by the
company or the bank, as appropriate. In
arriving at the adjusted cash balance

according to the bank statement,
outstanding checks must be deducted
(answer B) to adjust for checks that have
been written by the company but that have
not yet been presented to the bank for
payment.

4. C All reconciling items that are added to and
deducted from the cash balance according
to the company’s records on the bank
reconciliation (answer C) require that
adjustments be recorded by the company
to correct errors made in recording
transactions or to bring the cash account
up to date for delays in recording
transactions.

5. D To avoid the delay, annoyance, and
expense that is associated with paying all
obligations by check, relatively small
amounts (answer A) are paid from a petty
cash fund. The fund is established by
estimating the amount of cash needed to
pay these small amounts during a specified
period (answer B), and it is then
reimbursed when the amount of money in
the fund is reduced to a predetermined
minimum amount (answer C).

A5-6
Observe internal controls
over cash

G R O U P
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Receivables and Inventories 6
Learning Objectives

After studying this chapter, you should be able to:

Obj 1 Describe the common classifications of
receivables.

Obj 2 Describe the nature of and the
accounting for uncollectible

receivables.

Obj 3 Describe the direct write-off method of
accounting for uncollectible

receivables.

Obj 4 Describe the allowance method of
accounting for uncollectible

receivables.

Obj 5 Describe the common classifications of
inventories.

Obj 6 Describe three inventory cost flow
assumptions and how

they impact the financial
statements.

Obj 7 Compare and contrast the use of the
three inventory costing methods.

Obj 8 Describe how receivables and inventory
are reported on the financial statements.

W hat is the role of receivables in business?
Unlike the individual consumer purchasing a
DVD at Wal-Mart for cash or by Master-

Card or Visa, a business normally pur-
chases merchandise on account. That is, the seller
records a receivable and invoices the buyer for payment
at a later time. For example, The Hershey Company will
record a receivable and invoice Kroger supermarkets for
delivery of chocolate candy to various stores. Kroger will
pay for the candy after delivery according to the terms of
the invoice.

What is the role of inventory in business? From a
consumer’s perspective, inventory allows us to compare
items, touch items, purchase on impulse, and take im-
mediate delivery of a product on purchase. For example,
at Best Buy you can inspect digital television sets before
deciding which set best suits your needs and tastes. To
support Wal-Mart’s need for immediate product ship-
ments, Procter & Gamble holds an inventory of Tideâ.
Inventory also provides protection against disruptions in
production and transportation. For example, an un-
expected strike by a supplier’s employees can halt
production for a manufacturer or cause lost sales for a
merchandiser. Inventory also allows a business to meet
unexpected increases in the demand for its product.

In this chapter, accounting and reporting issues related
to receivables and inventories are described and illustrated.
In doing so, the effects on the financial statements of es-
timating uncollectible receivables and inventory cost flow
assumptions are emphasized.



Classification of Receivables
The receivables that result from sales on account are normally accounts re-
ceivable or notes receivable. The term receivables includes all money claims
against other entities, including people, companies, and other organiza-
tions. Receivables are usually a significant portion of the total current assets.

Accounts Receivable
The most common transaction creating a receivable is selling merchandise
or services on account (on credit). The receivable is recorded as an increase
to Accounts Receivable. Such accounts receivable are normally collected
within a short period, such as 30 or 60 days. They are classified on the
balance sheet as a current asset.

Notes Receivable
Notes receivable are amounts that customers owe for which a formal, written
instrument of credit has been issued. If notes receivable are expected to be
collected within a year, they are classified on the balance sheet as a current
asset.

Notes are often used for credit periods of more than 60 days. For ex-
ample, an automobile dealer may require a down payment at the time of sale
and accept a note or a series of notes for the remainder. Such notes usually
provide for monthly payments.

A note has some advantages over an account receivable. By signing a note,
the debtor recognizes the debt and agrees to pay it according to its terms.
Thus, a note is a stronger legal claim.

A promissory note receivable is a written promise to pay the face amount,
usually with interest, on demand or at a date in the future.1 Characteristics
of a promissory note are as follows:

1. The maker is the party making the promise to pay.

2. The payee is the party to whom the note is payable.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Receivables Fraud

Financial reporting frauds are often tied to accounts
receivable, because receivables allow companies to
record revenue before cash is received. Take, for ex-
ample, the case of entrepreneur Michael Weinstein,
who acquired Coated Sales, Inc. with the dream of
growing the small specialty company into a major
corporation. To acquire funding that would facilitate
this growth, Weinstein had to artificially boost the
company’s sales. He accomplished this by adding mil-
lions in false accounts receivable to existing customer
accounts.

The company’s auditors began to sense a problem
when they called one of the company’s customers to
confirm a large order. When the customer denied
placing the order, the auditors began to investigate the
company’s receivables more closely. Their analysis
revealed a fraud which overstated profits by $55 mil-
lion and forced the company into bankruptcy, costing
investors and creditors over $160 million.

Source: Joseph T. Wells, “Follow Fraud to the Likely Perpetrator,”
The Journal of Accountancy, March 2001.

1 You may see references to non-interest-bearing notes. Such notes are not widely used and carry an assumed
or implicit interest rate.

Obj 1 Describe the
common classifications of
receivables.

An annual report of
La-Z-Boy Incorporated
reported that receivables
made up over 48% of
La-Z-Boy’s current assets.
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3. The face amount is the amount the note is written for on its face.

4. The issuance date is the date a note is issued.

5. The due date or maturity date is the date the note is to be paid.

6. The term of a note is the amount of time between the issuance and due
dates.

7. The interest rate is that rate of interest that must be paid on the face
amount for the term of the note.

Exhibit 1 illustrates a promissory note.

The maker of the note is Selig Company, and the payee is Pearland
Company. The face value of the note is $2,000, and the issuance date is
March 16, 2010. The term of the note is 90 days, which results in a due date
of June 14, 2010, as shown below.

Days in March 31 days
Minus issuance date of note 16
Days remaining in March 15 days
Add days in April 30
Add days in May 31
Add days in June (due date of June 14) 14
Term of note 90 days

Promissory NoteE X H I B I T 1

2010

10
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In Exhibit 1, the term of the note is 90 days and has an interest rate
of 10%. The interest on a note is computed as follows:

Interest ¼ Face Amount � Interest Rate � ðTerm=360 daysÞ
The interest rate is stated on an annual (yearly) basis, while the term is

expressed as days. Thus, the interest on the note in Exhibit 1 is computed as
follows:

Interest = $2;000 � 10% � ð90=360Þ ¼ $50

To simplify, 360 days per year are used in this chapter. In practice, com-
panies such as banks and mortgage lenders use the exact number of days in a
year, 365.

The maturity value is the amount that must be paid at the due date of the
note, which is the sum of the face amount and the interest. The maturity
value of the note in Exhibit 1 is $2,050 ($2,000 + $50).

Notes may be used to settle a customer’s account receivable. Notes and
accounts receivable that result from sales transactions are sometimes called
trade receivables. All notes and accounts receivable in this chapter are assumed
to be from sales transactions.

Other Receivables
Other receivables include interest receivable, taxes receivable, and receivables
from officers or employees. Other receivables are normally reported sepa-
rately on the balance sheet. If they are expected to be collected within one
year, they are classified as current assets. If collection is expected beyond
one year, they are classified as noncurrent assets and reported under the
caption Investments.

Uncollectible Receivables
In prior chapters, the accounting for sales of merchandise or services on
account (on credit) was described and illustrated. A major issue that has not
yet been discussed is that some customers will not pay their accounts. That is,
some accounts receivable will be uncollectible.

Companies may shift the risk of uncollectible receivables to other com-
panies. For example, some retailers do not accept sales on account, but will
only accept cash or credit cards. Such policies shift the risk to the credit card
companies.

Companies may also sell their receivables. This is often the case when a
company issues its own credit card. For example, Macy’s and JCPenney issue
their own credit cards. Selling receivables is called factoring the receivables.
The buyer of the receivables is called a factor. An advantage of factoring is
that the company selling its receivables immediately receives cash for oper-
ating and other needs. Also, depending on the factoring agreement, some of
the risk of uncollectible accounts is shifted to the factor.

Regardless of how careful a company is in granting credit, some credit
sales will be uncollectible. The operating expense recorded from un-
collectible receivables is called bad debt expense, uncollectible accounts expense,
or doubtful accounts expense.

Your credit card balances
that are not paid at the end
of the month incur an
interest charge expressed
as a percent per month.
Interest charges of 1½%
per month are common.
Such charges approximate
an annual interest rate of
18% per year (1½% � 12).
Thus, if you can borrow
money at less than 18%, you
are better off borrowing the
money to pay off the credit
card balance.

If you have purchased an
automobile on credit, you
probably signed a note.
From your viewpoint, the
note is a note payable.
From the creditor’s
viewpoint, the note is a
note receivable.

Obj 2 Describe the nature
of and the accounting for
uncollectible receivables.
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There is no general rule for when an account becomes uncollectible.
Some indications that an account may be uncollectible include the following:

1. The receivable is past due.

2. The customer does not respond to the company’s attempts to collect.

3. The customer files for bankruptcy.

4. The customer closes its business.

5. The company cannot locate the customer.

If a customer doesn’t pay, a company may turn the account over to a
collection agency. After the collection agency attempts to collect payment,
any remaining balance in the account is considered worthless.

The two methods of accounting for uncollectible receivables are as follows:

1. The direct write-off method records bad debt expense only when an
account is determined to be worthless.

2. The allowance method records bad debt expense by estimating un-
collectible accounts at the end of the accounting period.

The direct write-off method is often used by small companies and com-
panies with few receivables.2 Generally accepted accounting principles
(GAAP), however, require companies with a large amount of receivables to
use the allowance method. As a result, most well-known companies such as
General Electric, Pepsi, Intel, and FedEx use the allowance method.

Direct Write-Off Method
for Uncollectible Accounts
Under the direct write-off method, bad debt expense is not recorded until
the customer’s account is determined to be worthless. At that time, the
customer’s account receivable is written off.

To illustrate, assume that a $4,200 account receivable from D. L. Ross has
been determined to be uncollectible. The effect on the accounts and fi-
nancial statements of writing off the account is as follows:

Balance Sheet

  Assets   Liabilities Stockholders’ Equity

Accounts Retained
Receivable    Earnings

Statement of 
Cash Flows

Income
Statement

May 10. 4,200    4,200 May 10.

Income Statement
May 10. Bad debt expense 4,200

An account receivable that has been written off may be later collected.
In such cases, the account is reinstated by reversing the write-off. The cash
received in payment is then recorded as a receipt on account.

To illustrate, assume that the D. L. Ross account of $4,200 written off
on May 10 is later collected on November 21. The effect on the accounts

Adams, Stevens & Bradley,
Ltd. is a collection agency
that operates on a contin-
gency basis. That is, its
fees are based on what it
collects.

2 The direct write-off method is also required for federal income tax purposes.

Obj 3 Describe the direct
write-off method of
accounting for uncollectible
receivables.
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and financial statements of the reinstatement and the receipt of cash is as
follows:

Balance Sheet

  Assets   Liabilities ytiuqE ’sredlohkcotS              

 Accounts        Retained
 Receivable        Earnings

Statement of 
Cash Flows

Income
Statement

Nov. 21.  002,4    002,4 Nov. 21.

Income Statement
Nov. 21. Bad debt expense 4,200

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

   Accounts      
 Cash  Receivable 

Statement of 
Cash Flows

Income
Statement

Nov. 21. 002,4 4,200    

Statement of Cash Flows
Nov. 21. Operating 4,200

The direct write-off method is used by businesses that sell most of their
goods or services for cash and accept only MasterCard or Visa, which are
recorded as cash sales. In such cases, receivables are a small part of the
current assets and any bad debt expense would be small. Examples of such
businesses are a restaurant, a convenience store, and a small retail store.

Allowance Method for Uncollectible
Accounts
The allowance method estimates the uncollectible accounts receivable at the
end of the accounting period. Based on this estimate, Bad Debt Expense is
recorded by an adjustment.

To illustrate, assume that ExTone Company began operations August 1. As
of the end of its accounting period on December 31, 2009, ExTone has an
accounts receivable balance of $200,000. This balance includes some past due
accounts. Based on industry averages, ExTone estimates that $30,000 of the
December 31 accounts receivable will be uncollectible. However, on
December 31, ExTone doesn’t know which customer accounts will be un-
collectible. Thus, specific customer accounts cannot be decreased or credited.
Instead, a contra asset account, Allowance for Doubtful Accounts, is used.

Using the $30,000 estimate, the effect on the accounts and financial
statements of recording the adjustment on December 31 is shown below:

Balance Sheet

  Assets   Liabilities Stockholders’ Equity

 Allow. for        Retained
 Doubtful Acc’ts.     Earnings

Statement of 
Cash Flows

Income
Statement

Dec. 31. 30,000    30,000 Dec. 31.

Income Statement
Dec. 31. Bad debt expense 30,000

Obj 4 Describe the
allowance method of
accounting for uncollectible
receivables.
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The preceding adjustment affects the income statement and balance
sheet. On the income statement, the $30,000 of Bad Debt Expense will be
matched against the related revenues of the period. On the balance sheet,
the value of the receivables is reduced to the amount that is expected to be
collected or realized. This amount, $170,000 ($200,000 – $30,000), is called
the net realizable value of the receivables.

After the preceding adjustment is recorded, Accounts Receivable still has
a balance of $200,000. This balance is the total amount owed by customers
on account on December 31 and is supported by the individual customer
accounts.3 The accounts receivable contra account, Allowance for Doubtful
Accounts, has a negative balance of $30,000.

Write-Offs to the Allowance Account
When a customer’s account is identified as uncollectible, it is written off
against the allowance account. This requires the company to remove the
specific accounts receivable and an equal amount from the allowance ac-
count. For example, the effect on the accounts and financial statements on
January 21, 2011, of writing off John Parker’s account of $6,000 with ExTone
Company is as follows:

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

 Accounts  Allow. for      
 Receivable  Doubtful Acc’ts. 

Statement of 
Cash Flows

Income
Statement

Jan. 21. 6,000 6,000   

At the end of a period, the Allowance for Doubtful Accounts will normally
have a balance. This is because the Allowance for Doubtful Accounts is based
upon an estimate. As a result, the total write-offs to the allowance account
during the period will rarely equal the balance of the account at the begin-
ning of the period. The allowance account will have a negative balance at the

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Seller Beware

A company in financial distress will still try to purchase
goods and services on account. In these cases, rather
than “buyer beware,” it is more like “seller beware.”
Sellers must be careful in advancing credit to such
companies, because trade creditors have low priority for
cash payments in the event of bankruptcy. To help
suppliers, third-party services specialize in evaluating

financially distressed customers. These services analyze
credit risk for these firms by evaluating recent man-
agement payment decisions (who is getting paid and
when), court actions (if in bankruptcy), and other sup-
plier credit tightening or suspension actions. Such in-
formation helps monitor and adjust trade credit amounts
and terms with the financially distressed customer.

3 The individual customer accounts are often maintained in a separate file or record called a subsidiary ledger.
The sum of the individual customer accounts equals the balance of the accounts receivable reported in the
balance sheet.
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end of the period if the write-offs during the period are less than the be-
ginning balance. It will have a positive balance if the write-offs exceed the
beginning balance. However, after the end-of-period adjustment is recorded,
Allowance for Doubtful Accounts should always have a negative balance.

An account receivable that has been written off against the allowance ac-
count may be collected later. Like the direct write-off method, the account is
reinstated by reversing the write-off. The cash received in payment is then
recorded as a receipt on account.

To illustrate, assume that Nancy Smith’s account of $5,000 which was
written off on April 2 is later collected on June 10. ExTone Company records
the reinstatement and the collection is as follows:

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

 Accounts  Allow. for      
 Receivable  Doubtful Acc’ts. 

Statement of 
Cash Flows

Income
Statement

June 10. 000,5 5,000    

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

   Accounts      
 Cash  Receivable 

Statement of 
Cash Flows

Income
Statement

June 10. 000,5 5,000    

Statement of Cash Flows
June 10. Operating 5,000

Estimating Uncollectibles
The allowance method requires an estimate of uncollectible accounts at the
end of the period. This estimate is normally based on past experience, in-
dustry averages, and forecasts of the future.

The two methods used to estimate uncollectible accounts are as follows:

1. percent of sales method

2. analysis of receivables method

Percent of Sales Method
Since accounts receivable are created by credit sales, uncollectible accounts
can be estimated as a percent of credit sales. If the portion of credit sales to
sales is relatively constant, the percent may be applied to total sales or net sales.

To illustrate, assume the following data for ExTone Company on
December 31, 2010, before any adjustments:

Balance of Accounts Receivable $ 240,000
Balance of Allowance for Doubtful Accounts �3,250
Total credit sales 3,000,000
Bad debt as a percent of credit sales ¾%
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Bad Debt Expense of $22,500 is estimated as follows:

Bad Debt Expense = Credit Sales � Bad Debt as a Percent of Credit Sales

Bad Debt Expense = $3,000,000 � ¾% = $22,500

The effect of the adjustment on the accounts and financial statements on
December 31 is as follows:

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

 Allow. for        Retained
.st’ccAluftbuoD    Earnings

Statement of 
Cash Flows

Income
Statement

Dec. 31. 22,500 22,500 Dec. 31.

Income Statement
Dec. 31. Bad debt expense 22,500

After the adjustment, Bad Debt Expense will have an adjusted balance of
$22,500. Allowance for Doubtful Accounts will have a negative adjusted
balance of �$25,750 ($3,250 + $22,500).

Under the percent of sales method, the amount of the adjustment is al-
ways the amount estimated for Bad Debt Expense. In the preceding ex-
ample, this amount was $22,500.

Analysis of Receivables Method
The analysis of receivables method is based on the assumption that the
longer an account receivable is outstanding, the less likely that it will be
collected. The analysis of receivables method is applied as follows:

Step 1. The due date of each account receivable is determined.

Step 2. The number of days each account is past due is determined. This is
the number of days between the due date of the account and the
date of the analysis.

Step 3. Each account is placed in an aged class according to its days past due.
Typical aged classes include the following:

Not past due

1–30 days past due

31–60 days past due

61–90 days past due

91–180 days past due

181–365 days past due

Over 365 days past due

Step 4. The totals for each aged class are determined.

Step 5. The total for each aged class is multiplied by an estimated percentage
of uncollectible accounts for that class.

Step 6. The estimated total of uncollectible accounts is determined as the
sum of the uncollectible accounts for each aged class.

The preceding steps are summarized in an aging schedule, and this
overall process is called aging the receivables.

The percentage of
uncollectible accounts will
vary across companies and
industries. For example, in
their recent annual reports,
JCPenney reported 1.7%
of its receivables as
uncollectible, Deere &
Company (manufacturer of
John Deere tractors, etc.)
reported only 1.0% of its
dealer receivables as
uncollectible, and HCA Inc.,
a hospital management
company, reported 42%
of its receivables as
uncollectible.
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To illustrate, assume that ExTone Company uses the analysis of re-
ceivables method instead of the percent of sales method. ExTone prepared
an aging schedule for its accounts receivable of $240,000 as of December 31,
2010, as shown in Exhibit 2.

Assume that ExTone Company sold merchandise to Saxon Woods Co. on
August 29 with terms 2/10, n/30. Thus, the due date (Step 1) of Saxon
Woods’ account is September 28, as shown below.

Credit terms, net 30 days
Less: Aug. 29 to Aug. 30 2 days
Days in September 28 days

As of December 31, Saxon Woods’ account is 94 days past due (Step 2), as
shown below.

Number of days past due in September 2 days (30 – 28)
Number of days past due in October 31 days
Number of days past due in November 30 days
Number of days past due in December 31 days

Total number of days past due 94 days

Exhibit 2 shows that the $600 account receivable for Saxon Woods Co. was
placed in the 91–180 days past due class (Step 3).

The total for each of the aged classes is determined (Step 4). Exhibit 2
shows that $125,000 of the accounts receivable are not past due, while
$64,000 are 1–30 days past due. ExTone Company applies a different esti-
mated percentage of uncollectible accounts to the totals of each of the aged
classes (Step 5). As shown in Exhibit 2, the percent is 2% for accounts not
past due, while the percent is 80% for accounts over 365 days past due.

The sum of the estimated uncollectible accounts for each aged class (Step 6)
is the estimated uncollectible accounts on December 31, 2010. This is the

Aging of Receivables Schedule
December 31, 2010E X H I B I T 2

1
2
3
4
5
6

21

22

23

24

25

Ashby & Co.
B. T. Barr
Brock Co.

Saxon Woods
    Co.
Total
Percent
uncollectible
Estimate of
uncollectible
accounts

1,500
6,100
4,700

600
240,000

26,490

3,500

600
5,000

30%

1,500

2,600

10,000

50% 80%

5,000 11,200

14,000

1,500

13,100

10%

1,310

4,700

125,000

2%

2,500

64,000

5%

3,200

8,900

20%

1,780

1–30 31–60 61–90 91–180 181–365

Not

Due
Past

365
Over

Customer Balance

Steps 1–3

Step 4

Step 5

Step 6

Days Past Due
B C D E F G H IA
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desired adjusted balance for Allowance for Doubtful Accounts. For ExTone
Company, this amount is $26,490, as shown in Exhibit 2.

Comparing the estimate of $26,490 with the unadjusted balance of the
allowance account determines the amount of the adjustment for Bad Debt
Expense. For ExTone, the unadjusted balance of the allowance account is a
negative balance of –$3,250. The amount to be added to this balance is
therefore –$23,240 ($26,490 – $3,250).

The effect of the adjustment of $23,240 on the accounts and financial
statements of ExTone Company is shown below:

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

 Allow. for        Retained
.st’ccAluftbuoD    Earnings

Statement of 
Cash Flows

Income
Statement

Dec. 31. 23,240    23,240    Dec. 31.

Income Statement
Dec. 31. Bad debt expense 23,240    

After the preceding adjustment, Bad Debt Expense will have an adjusted
balance of $23,240. Allowance for Doubtful Accounts will have an adjusted
balance of $26,490, and the net realizable value of the receivables is $213,510
($240,000 – $26,490).

Under the analysis of receivables method, the amount of the adjustment is
the amount that will yield an adjusted balance for Allowance for Doubtful
Accounts equal to that estimated by the aging schedule.

Comparing Estimation Methods
Both the percent of sales and analysis of receivables methods estimate un-
collectible accounts. However, each method has a slightly different focus and
financial statement emphasis.

Under the percent of sales method, Bad Debt Expense is the focus of the
estimation process. The percent of sales method places more emphasis on
matching revenues and expenses and thus emphasizes the income state-
ment. That is, the amount of the adjusting entry is based on the estimate of
Bad Debt Expense for the period. Allowance for Doubtful Accounts is then
adjusted by this amount.

Under the analysis of receivables method, Allowance for Doubtful
Accounts is the focus of the estimation process. The analysis of receivables
method places more emphasis on the net realizable value of the receivables
and thus emphasizes the balance sheet. That is, the amount of the adjusting
entry is the amount that will yield an adjusted balance for Allowance for
Doubtful Accounts equal to that estimated by the aging schedule. Bad Debt
Expense is then adjusted by this amount.

Exhibit 3 summarizes these differences between the percent of sales and the
analysis of receivables methods. Exhibit 3 also shows the results of the ExTone
Company illustration for the percent of sales and analysis of receivables
methods. The amounts shown in Exhibit 3 assume an unadjusted negative
balance of �$3,250 for Allowance for Doubtful Accounts. While the methods
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normally yield different amounts for any one period, over several periods the
amounts should be similar.

Inventory Classification for
Merchandisers and Manufacturers
In Chapter 4, a merchandiser was defined as a company that purchases
products for resale, such as apparel, consumer electronics, hardware, or
food items. Merchandise on hand (not sold) at the end of the period is a
current asset called merchandise inventory. Inventory sold becomes the cost
of merchandise sold. Merchandise inventory is a large asset for most mer-
chandising companies, as illustrated for some well-known merchandising
companies in Exhibit 4.

As illustrated in earlier chapters, the cost of merchandise is its purchase
price, less any purchase discounts. Merchandise inventory also includes other
costs, such as freight, import duties, property taxes, and insurance costs.

Manufacturing companies convert raw materials into final products,
which are often sold to merchandising businesses. A manufacturing com-
pany has three types of inventory:

1. Materials inventory consists of the cost of raw materials used in manu-
facturing a product.

2. Work-in-process inventory consists of the costs for partially completed
product.

3. Finished goods inventory consists of all the costs for completed product.

Differences Between Estimation MethodsE X H I B I T 3

ExTone Company Example

Financial Bad Debt Allowance for 
Focus of Statement Expense Doubtful Accounts 
Method Emphasis Estimate ** Estimate

Percent of Sales Bad Debt Expense $22,500 $25,750*
Method Estimate

Income
Statement ($22,500 $3,250)

Analysis of Receivables Balance
Sheet

$23,240* $26,490
Method ($26,490 $3,250)

*Indicates that the estimate was derived (sometimes called plugged) from the estimate on which this method focuses.
** Amount of adjusting entry.

Allowance for
Doubtful Accounts
Estimate

Size of Merchandise Inventory for Merchandising
BusinessesE X H I B I T 4

Merchandise Inventory
as a Percentage

of Current Assets

Merchandise Inventory
as a Percentage
of Total Assets

Wal-Mart 72% 22%
Best Buy 44 30
Home Depot 71 25
Kroger 68 22

Obj 5 Describe the
common classifications of
inventories.
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The manufacturing costs for Hershey candy bars, illustrated in Exhibit 5,
are as follows:

1. Materials inventory consists of cocoa and sugar.

2. Work-in-process inventory consists of material costs that have been put
into production as well as labor costs and overhead costs. Overhead costs
consist of costs such as electricity and depreciation on factory
equipment.

3. Finished goods inventory consists of candy bars, which are made up of
material, labor, and overhead costs.

When the finished goods are sold, the costs are transferred to cost of
goods sold on the income statement. Manufacturers normally use the term
cost of goods sold rather than cost of merchandise sold to describe the cost
of products sold.

Manufacturing inventories are normally disclosed in the footnotes to the
financial statements. For example, The Hershey Company reported in-
ventories of $730,311,000 as follows:

Materials $215,309,000
Work in process 95,986,000
Finished goods 419,016,000
Total inventories $730,311,000

In this chapter, inventory accounting and analysis issues for a merchan-
dising company are described and illustrated. However, much of this dis-
cussion also applies to manufacturing companies.

Manufacturing InventoriesE X H I B I T 5

Labor OverheadCOCOA  GAR 
Cocoa Sugar

Finished
Goods

Work in
Process

Materials

Income
Statement

Cost of 
  goods sold    XXXCHOCOLATE

CHOCOLATE

OCOLATE

CHOCOLATE
CHOCOLATE

CHOCOLATE

Grocery
Store

Grocery
Store
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Inventory Cost Flow Assumptions
An accounting issue arises when identical units of merchandise are acquired
at different unit costs during a period. In such cases, when an item is sold, it
is necessary to determine its cost using a cost flow assumption and related
inventory cost flow method. Three common cost flow assumptions and
related inventory cost flow methods are shown below.

1. Cost flow is in the order 
in which the costs were 
incurred.

2. Cost flow is in the reverse 
order in which the costs 
were incurred.

3. Cost flow is an average of 
the costs.

Purchased
Goods

Sold
Goods

FIFO

Purchased
Goods

Sold
Goods

LIFO

Purchased
Goods

Sold
Goods

AVERAGECOST

First-In, First-Out
(FIFO)

Last-In, First-Out
(LIFO)

Average Cost

How Businesses Make Money

The Consumer Electronic Wars: Best Buy versus Circuit City

How did Best Buy compete against the now defunct Circuit City Stores Inc. in the
intensely competitive consumer electronics market? It didn’t just follow a ’me too’
method but approached the market by trying to find a way to distinguish itself from
Circuit City. First, a warmer color and lighting scheme, featuring light yellows, was
chosen over Circuit City’s darker color scheme. Second, it opened up bigger stores
to provide extra space for the “software” of home electronics. Best Buy believes that
more space devoted to CD music, DVD movies, and computer software creates
customer foot traffic that eventually translates into other sales. Third, Best Buy
introduced a “do-it-yourself” emphasis on the sales floor. Rather than using com-
missioned salespersons, Best Buy believes that noncommissioned sales personnel
can support floor sales. That is, it believes that customers don’t need an expert to
sell them a product. As a result, the selling expenses as a percent of revenues are
reduced. Has the emphasis worked? Over the last 5 years, Best Buy has grown
from $15,189 million to $27,433 million in sales, an 81% increase, while Circuit
City has gone out of business.

Obj 6 Describe three
inventory cost flow
assumptions and how
they impact the financial
statements.
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To illustrate, assume that three identical units of merchandise are pur-
chased during May, as follows:

Units Cost
May 10 Purchase 1 $ 9

18 Purchase 1 13
24 Purchase 1 14

Total 3 $36

Average cost per unit: $12 ($36 � 3 units)

Assume that one unit is sold on May 30 for $20. Depending upon which
unit was sold, the gross profit varies from $11 to $6 as shown below.

May 10
Unit Sold

May 18
Unit Sold

May 24
Unit Sold

Sales $20 $20 $20
Cost of merchandise sold 9 13 14
Gross profit $11 $ 7 $ 6

Ending inventory $27 $23 $22

($13 + $14) ($9 + $14) ($9 + $13)

Under the specific identification inventory cost flow method, the unit
sold is identified with a specific purchase. The ending inventory is made up
of the remaining units on hand. Thus, the gross profit, cost of merchandise
sold, and ending inventory can vary as shown above. For example, if the May
18 unit was sold, the cost of merchandise sold is $13, the gross profit is $7,
and the ending inventory is $23.

The specific identification method is not practical unless each inventory
unit can be separately identified. For example, an automobile dealer may
use the specific identification method since each automobile has a unique
serial number. However, most businesses cannot identify each inventory unit
separately. In such cases, one of the following three inventory cost flow
methods is used.

Under the first-in, first-out (FIFO) inventory cost flow method, the first
units purchased are assumed to be sold and the ending inventory is made up
of the most recent purchases. In the preceding example, the May 10 unit
would be assumed to have been sold. Thus, the gross profit would be $11,
and the ending inventory would be $27 ($13 + $14).

Under the last-in, first-out (LIFO) inventory cost flow method, the last
units purchased are assumed to be sold and the ending inventory is made up
of the first purchases. In the preceding example, the May 24 unit would be
assumed to have been sold. Thus, the gross profit would be $6, and the
ending inventory would be $22 ($9 þ $13).

Under the average inventory cost flow method, the cost of the units sold
and in ending inventory is an average of the purchase costs. In the preceding
example, the cost of the unit sold would be $12 ($36 � 3 units), the gross
profit would be $8 ($20 – $12), and the ending inventory would be $24
($12 � 2 units).

The three inventory cost flow methods, FIFO, LIFO, and average, are
shown in Exhibit 6.

The specific identification
method is normally used by
automobile dealerships,
jewelry stores, and art
galleries.
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Exhibit 7 shows the frequency with which the FIFO, LIFO, and average
methods are used.

Comparing Inventory Costing Methods
As illustrated in Exhibit 6, when prices change, the different inventory
costing methods affect the income statement and balance sheet differently.
That is, the methods yield different amounts for (1) the cost of the mer-
chandise sold for the period, (2) the gross profit (and net income) for the
period, and (3) the ending inventory.

Use of the First-In, First-Out (FIFO) Method
When the FIFO method is used during a period of inflation or rising prices,
the earlier unit costs are lower than the more recent unit costs. Much of the
benefit of the larger amount of gross profit is lost, however, because the
inventory must be replaced at ever higher prices. In fact, the balance sheet
will report the ending merchandise inventory at an amount that is about the

Inventory Costing MethodsE X H I B I T 6

27$

Income Statement 

Sales . . . . . . . . . . . . . . . . . . .
Cost of merchandise sold . . . 
Gross profit . . . . . . . . . . . . . .

Income Statement 
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Gross profit . . . . . . . . . . . . . .

Merchandise
Inventory
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Income Statement 

Sales . . . . . . . . . . . . . . . . . . .
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9$ 13$ 14$
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Obj 7 Compare and
contrast the use of the
three inventory costing
methods.
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same as its current replacement cost. When prices are increasing, the larger
gross profits that result from the FIFO method are often called inventory
profits or illusory profits. In a period of deflation or declining prices, the effect
is just the opposite.

Use of the Last-In, First-Out (LIFO) Method
When the LIFO method is used during a period of inflation or rising prices,
the results are opposite those of the other two methods. The LIFO method
will yield a higher amount of cost of merchandise sold, a lower amount of
gross profit, and a lower amount of inventory at the end of the period than
will the other two methods. The reason for these effects is that the cost of the
most recently acquired units is about the same as the cost of their
replacement. In a period of inflation, the more recent unit costs are higher

Use of Inventory Costing Methods*E X H I B I T 7
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Source: Accounting Trends and Techniques, 62nd edition, 2008 (New York: American Institute of
Certified Public Accountants, Inc.).
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Where’s the Bonus?

Managers are often given bonuses based on reported
earnings numbers. This can create a conflict. LIFO can
improve the value of the company through lower taxes.
However, in periods of rising costs (prices), LIFO also
produces a lower earnings number and therefore
lower management bonuses. Ethically, managers

should select accounting procedures that will max-
imize the value of the firm, rather than their own com-
pensation. Compensation specialists can help avoid
this ethical dilemma by adjusting the bonus plan for
the accounting procedure differences.

*Firms may be counted more than once for using multiple methods.
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than the earlier unit costs. Thus, it can be argued that the LIFO method
more nearly matches current costs with current revenues.

The rules used for external financial reporting need not be the same as
those used for income tax reporting. One exception to this general rule is the
use of LIFO. If a company elects to use LIFO inventory valuation for tax pur-
poses, then the company must also use LIFO for external financial reporting.
This is called the LIFO conformity rule. Thus, in periods of rising prices, LIFO
offers an income tax savings because it reports the lowest amount of net in-
come of the three methods. Many managers elect to use LIFO because of the
tax savings, even though the reported earnings will be lower.

The ending inventory on the balance sheet may be quite different from its
current replacement cost (or FIFO estimate).4 In such cases, the financial
statements will include a note that states the estimated difference between
the LIFO inventory and the inventory if FIFO had been used. This difference
is called the LIFO reserve. An example of such a note for Deere & Company is
shown below.

Most inventories owned by Deere & Company and its United States equipment
subsidiaries are valued at cost, on the LIFO basis. … If all inventories had been
valued on a FIFO basis, estimated inventories by major classification at Octo-
ber 31 in millions of dollars would have been as follows:

INVENTORIES
2008 2007

Raw materials and supplies $ 1,170 $ 882
Work-in-process 519 425
Finished machines and parts 2,677 2,263
Total FIFO value 4,366 3,570
Less (LIFO reserve) adjustment to LIFO value 1,324 1,233
Inventories $ 3,042 $ 2,337

As shown above, the LIFO reserve may be quite large. For Deere & Com-
pany, the LIFO reserve is over 30% ($1,324 � $4,366) of the total FIFO
inventory for 2008.

The wide differences in the percent of LIFO reserve to FIFO are a result
of two major factors: (1) price inflation of the inventory and (2) the age of
the inventory. Generally, old LIFO inventory combined with rapid price in-
flation will result in large LIFO reserves.

If a business sells some of its old LIFO inventory, the LIFO reserve is said
to be liquidated. Since old LIFO inventory is normally at low prices, selling
old LIFO inventory will result in a lower cost of merchandise sold and a
higher gross profit and net income.

Whenever LIFO inventory is liquidated, investors and analysts should be
careful in interpreting the income statement. In such cases, most investors
and analysts will adjust earnings to what they would have been under FIFO.

Use of the Average Cost Method
As you might have already reasoned, the average cost method is, in a sense, a
compromise between FIFO and LIFO. The effect of price trends is averaged
in determining the cost of merchandise sold and the ending inventory. For a
series of purchases, the average cost will be the same, regardless of the di-
rection of price trends. For example, reversing the sequence of unit costs

4 The FIFO estimate is replacement cost, which is often similar to FIFO.
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presented in Exhibit 6 would not affect the reported cost of merchandise
sold, gross profit, or ending inventory.

Reporting Receivables and Inventory
Receivables and inventory are reported as current assets on the balance
sheet, as shown in Exhibit 8. In addition, generally accepted accounting
principles require that supplementary information for these accounts be
reported in the footnotes accompanying the financial statements. This sec-
tion focuses on the financial statement and footnote reporting requirements
for receivables and inventory.

Receivables
All receivables expected to be realized in cash within a year are presented in
the Current Assets section of the balance sheet. These assets are normally
listed in the order of their liquidity, that is, the order in which they are
expected to be converted to cash during normal operations. The receivables
are presented on Starbucks’ balance sheet, as shown here.5

Assets (in millions) Sep. 28, 2008 Sep. 30, 2009
Current assets:

Cash and cash equivalents $ 269.8 $ 281.3
Marketable securities 52.5 157.4
Accounts receivable, net of allowances

of $4.5 and $3.2, respectively 329.5 287.9
Inventories 692.8 691.7
Prepaid expenses and other current assets 403.4 278.2

Total current assets 1,748.0 1,696.5

Starbucks reports net accounts receivable of $329.5 and $287.9. The
allowances for doubtful accounts of $4.5 and $3.2 are subtracted from the
total accounts receivable to arrive at the net receivables. Alternatively, the al-
lowances for each year could be shown in a note to the financial statements.

Receivables and Inventory in Balance SheetE X H I B I T 8

CRABTREE CO.
Balance Sheet

December 31, 20—

Assets
Current assets:

Cash and cash equivalents $119,500
Notes receivable 250,000
Accounts receivable $445,000

Less allowance for doubtful accounts 15,000 430,000
Interest receivable 14,500
Merchandise inventory—at lower of cost (first-in,

first-out method) or market 216,300

Obj 8 Describe how
receivables and inventory
are reported on the
financial statements.

5 Adapted from Starbucks Corporation amended 10-K for the year ended September 28, 2008.
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Other disclosures related to receivables are presented either on the face
of the financial statements or in the accompanying notes.6 Such disclosures
include the market (fair) value of the receivables if significantly different
from the reported value. In addition, if unusual credit risks exist within the
receivables, the nature of the risks should be disclosed. For example, if the
majority of the receivables are due from one customer or are due from
customers located in one area of the country or one industry, these facts
should be disclosed.

Starbucks did not report any unusual credit risks related to its receivables.
However, the following credit risk disclosure was adapted from the 2008
financial statements of Deere & Company:

Trade accounts and notes receivable have significant concentrations of credit
risk in the agricultural, commercial and consumer, and construction and forestry
sectors…. On a geographic basis, there is not a disproportionate concentration
of credit risk in any area.

Inventory
Merchandise inventory is usually presented in the Current Assets section of
the balance sheet, following receivables. The method of determining the cost
of the inventory (FIFO, LIFO, or average) should be shown. It is not unusual
for large businesses with varied activities to use different costing methods for
different segments of their inventories. The details may be disclosed in par-
entheses on the balance sheet or in a footnote to the financial statements.

Valuation at Net Realizable Value
Merchandise that is out of date, spoiled, or damaged can often be sold only
at a price below its original cost. Such merchandise should be valued at its
net realizable value. Net realizable value is determined as follows:

Net Realizable Value = Estimated Selling Price – Direct Costs of Disposal

Direct costs of disposal include selling expenses such as special advertising
or sales commissions on the sale. To illustrate, assume the following data
about an item of damaged merchandise:

Original cost $1,000
Estimated selling price 800
Selling expenses 150

The merchandise should be valued at its net realizable value of $650 as
shown below.

Net Realizable Value = $800 – $150 = $650

Inventory is valued at other than cost when (1) the cost of replacing items
in inventory is below the recorded cost, and (2) the inventory is not salable at
normal sales prices. This latter case may be due to imperfections, shop wear,
style changes, or other causes. In either situation, the method of valuing the
inventories (cost or lower of cost or market) should also be disclosed on the
balance sheet.

6 Statement of Financial Accounting Standards No. 105, “Disclosures of Information about Financial Instruments
with Off-Balance Sheet Risk and Financial Instruments with Concentrations of Credit Risk,” and No. 107,
“Disclosures about Fair Value of Financial Instruments” (Norwalk, CT: Financial Accounting Standards Board).

Digital Theater Systems
Inc. reported the following
inventory write-downs: “…
an inventory write-down of
$3,871,000 (was recorded)
due to … technological
obsolescence.”
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Valuation at Lower of Cost or Market
If the cost of replacing inventory is lower than its recorded purchase cost, the
lower-of-cost-or-market (LCM) method is used to value the inventory. Market,
as used in lower of cost or market, is the cost to replace the inventory. The
market value is based on normal quantities that would be purchased from
suppliers.

The lower-of-cost-or-market method can be applied in one of three ways.
The cost, market price, and any declines could be determined for the
following:

1. each item in the inventory

2. each major class or category of inventory

3. total inventory as a whole

The amount of any price decline is included in the cost of merchandise
sold. This, in turn, reduces gross profit and net income in the period in
which the price declines occur. This matching of price declines to the period
in which they occur is the primary advantage of using the lower-of-cost-or-
market method.

To illustrate, assume the following data for 400 identical units of Item A in
inventory on December 31, 2010:

Unit purchased cost $10.25
Replacement cost on December 31, 2010 9.50

Since Item A could be replaced at $9.50 a unit, $9.50 is used under the
lower-of-cost-or-market method.

Exhibit 9 illustrates applying the lower-of-cost-or-market method to each
inventory item (A, B, C, and D). As applied on an item-by-item basis, the total
lower of cost or market is $15,070, which is a market decline of $450
($15,520 – $15,070). This market decline of $450 is included in the cost of
merchandise sold.

In Exhibit 9, Items A, B, C, and D could be viewed as a class of inventory
items. If the lower-of-cost-or-market method is applied to the class, the in-
ventory would be valued at $15,472, which is a market decline of $48
($15,520 – $15,472). Likewise, if Items A, B, C, and D make up the total
inventory, the lower-of-cost-or-market method as applied to the total in-
ventory would be the same amount, $15,472.

Determining Inventory at Lower of Cost or MarketE X H I B I T 9

A
B
C
D
Total

1
2
3
4
5
6
7
8
9

Inventory Cost
Item Quantity Price

Unit

400
120
600
280

$10.25
22.50

8.00
14.00

Market Lower
Price Cost Market of C or M

Unit Total

$  9.50
24.10

7.75
14.75

$  4,100
2,700
4,800
3,920

$15,520

$  3,800
2,892
4,650
4,130

$15,472

$  3,800
2,700
4,650
3,920

$15,070

B C D E F GA

Dell Inc. recorded over
$39.3 million of charges
(expenses) in writing down
its inventory of notebook
computers. The remaining
inventories of computers
were then sold at signifi-
cantly reduced prices.
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Key Points

1. Describe the common classifications of
receivables.
The term receivables includes all money claims
against other entities, including people, busi-
ness firms, and other organizations. Receivables
are normally classified as accounts receivable,
notes receivable, or other receivables.

2. Describe the nature of and the accounting for
uncollectible receivables.
The two methods of accounting for un-
collectible receivables are the direct write-off
method and the allowance method. The di-
rect write-off method recognizes the expense
only when the account is judged to be un-
collectible. The allowance method provides in
advance for uncollectible receivables.

3. Describe the direct write-off method of
accounting for uncollectible receivables.
Under the direct write-off method, writing off
an account increases Bad Debt Expense and
decreases Accounts Receivable. Neither an
allowance account nor an adjustment is nee-
ded at the end of the period.

4. Describe the allowance method of
accounting for uncollectible receivables.
A year-end adjustment provides for (1) the
reduction of the value of the receivables
to the amount of cash expected to be rea-
lized from them in the future and (2) the
allocation to the current period of the
expected expense resulting from such re-
duction. The adjustment increases Bad Debt
Expense and Allowance for Doubtful
Accounts. When an account is believed to be
uncollectible, it is written off against the
allowance account.

When the estimate of uncollectibles is
based on the amount of sales for the period,
the adjustment is made without regard to the
balance of the allowance account. When
the estimate of uncollectibles is based on the
amount and the age of the receivable ac-
counts at the end of the period, the adjust-
ment is recorded so that the balance of the
allowance account will equal the estimated
uncollectibles at the end of the period.

The allowance account, which will have a
negative balance after the adjustment has been
posted, is a contra asset account. The bad debt

expense is generally reported on the income
statement as an operating expense.

5. Describe the common classifications of
inventories.
The inventory of a merchandiser is called
merchandise inventory. The cost of merchan-
dise inventory that is sold is reported on the
income statement. Manufacturers typically
have three types of inventory: materials, work
in process, and finished goods. When finished
goods are sold, the cost is reported on the in-
come statement as cost of goods sold.

6. Describe three inventory cost flow
assumptions and how
they impact the financial statements.
The three common cost flow assumptions
used in business are the (1) first-in, first-out
method, (2) last-in, first-out method, and
(3) average cost method. Each method nor-
mally yields different amounts for the cost of
merchandise sold and the ending merchan-
dise inventory. Thus, the choice of a cost flow
assumption directly affects the financial
statements.

7. Compare and contrast the use of the three
inventory costing methods.
The three inventory costing methods will nor-
mally yield different amounts for (1) the end-
ing inventory, (2) the cost of the merchandise
sold for the period, and (3) the gross profit
(and net income) for the period. During peri-
ods of inflation, the FIFO method yields the
lowest amount for the cost of merchandise
sold, the highest amount for gross profit (and
net income), and the highest amount for the
ending inventory. The LIFO method yields the
opposite results. During periods of deflation,
the preceding effects are reversed. The average
cost method yields results that are between
those of FIFO and LIFO.

8. Describe how receivables and inventory are
reported on the financial statements.
All receivables that are expected to be realized
in cash within a year are presented in the
Current Assets section of the balance sheet. It
is normal to list the assets in the order of their
liquidity, which is the order in which they can
be converted to cash in normal operations. In
addition to the allowance for doubtful
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accounts, additional receivable disclosures in-
clude the market (fair) value and unusual
credit risks.

Inventory is normally presented in the
Current Assets section of the balance sheet
following receivables. If the market price of
an item of inventory is lower than its cost, the
lower market price is used to compute the
value of the item. Market price is the cost to

replace the merchandise on the inventory
date. It is possible to apply the lower of cost or
market to each item in the inventory, to major
classes or categories, or to the inventory as a
whole.

Merchandise that can be sold only at prices
below cost should be valued at net realizable
value, which is the estimated selling price less
any direct costs of disposal.

Key Terms

Accounts receivable Receivables created by sell-
ing merchandise or services on credit.

Aging the receivables The process of analyzing
the accounts receivable and classifying them ac-
cording to various age groupings, with the due
date being the base point for determining age.

Allowance for doubtful accounts The contra
asset account for accounts receivable.

Allowance method The method of accounting
for uncollectible accounts that provides an ex-
pense for uncollectible receivables in advance of
their write-off.

Average inventory cost flow method The method
of inventory costing that is based upon the as-
sumption that costs should be charged against
revenue by using the weighted average unit cost
of the items sold.

Bad debt expense The operating expense in-
curred because of the failure to collect
receivables.

Cost of goods sold The cost of the manufactured
product sold.

Direct write-off method The method of ac-
counting for uncollectible accounts that re-
cognizes the expense only when accounts are
judged to be worthless.

Finished goods inventory The cost of finished
products on hand that have not been sold.

First-in, first-out (FIFO) inventory method A
method of inventory costing based on the as-
sumption that the costs of merchandise sold
should be charged against revenue in the order
in which the costs were incurred.

Last-in, first-out (LIFO) inventory method A
method of inventory costing based on the
assumption that the most recent merchandise
inventory costs should be charged against
revenue.

LIFO conformity rule A financial reporting rule
requiring a firm that elects to use LIFO inventory
valuation for tax purposes to also use LIFO for
external financial reporting.

LIFO reserve A required disclosure for LIFO
firms, showing the difference between inventory
valued under FIFO and inventory valued under
LIFO.

Lower-of-cost-or-market (LCM) method A meth-
od of valuing inventory that reports the inventory
at the lower of its cost or current market value
(replacement cost).

Materials inventory The cost of materials that
have not yet entered into the manufacturing
process.

Maturity value The amount that is due at the
maturity or due date of a note.

Merchandise inventory Merchandise on hand
(not sold) at the end of an accounting period.

Net realizable value For a receivable, the amount
of cash expected to be realized in the future. For
inventory, the estimated selling price of an item
of inventory less any direct costs of disposal, such
as sales commissions.

Notes receivable Written claims against debtors
who promise to pay the amount of the note plus
interest at an agreed upon rate.

Receivables All money claims against other enti-
ties, including people, business firms, and other
organizations.

Specific identification inventory cost flow meth-
od An inventory cost flow method where the cost
of each inventory unit is separately identified.

Work-in-process (WIP) inventory The direct ma-
terials costs, the direct labor costs, and the factory
overhead costs that have entered into the manu-
facturing process but are associated with products
that have not been finished.
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Illustrative Problem

Stewart Co. is a construction supply company that uses the allowance method of
accounting for uncollectible accounts receivable. It is estimated that 3% of the
credit sales of $1,375,000 for the year ended December 31 will be uncollectible.
In addition, Stewart Co.’s beginning inventory and purchases during the year
ended December 31, 2010, were as follows:

Units Unit Cost Total Cost
January 1 Inventory 1,000 $50.00 $ 50,000
March 10 Purchase 1,200 52.50 63,000
August 30 Purchase 800 55.00 44,000
November 26 Purchase 2,000 56.00 112,000
Total 5,000 $269,000

Instructions
1. Determine the amount of the adjustment for uncollectible accounts as of

December 31, 2010.

2. Illustrate the effects of the adjustment for uncollectible accounts on the
accounts and financial statements of Stewart Co.

3. If the balance of Allowance for Doubtful Accounts was a negative $7,500,
would the amount of adjustment determined in (1) change?

4. Assuming that 3,300 units were sold during the year, determine the cost of
inventory on December 31, 2010, using each of the following inventory cost-
ing methods:

a. first-in, first-out

b. last-in, first-out

c. average cost

Solution
1. $41,250 ($1,375,000 � 3%)

2.

Statement of 
Cash Flows

Income
Statement

Dec. 31. 41,250    41,250 Dec. 31.

Income Statement
Dec. 31. Bad debt expense 41,250

Balance Sheet

  Assets   Liabilities               Stockholders’ Equity

 Allow. for      Retained
  Doubtful Acc’ts.      Earnings

3. No. Under the percent of sales method the amount of the adjustment is
determined without considering the balance of the Allowance for Doubtful
Accounts. Under the analysis of receivables method, however, the balance of
the Allowance for Doubtful Accounts does affect the amount of the adjustment.

4. a. First-in, first-out method: 1,700 units at $56 = $95,200
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b. Last-in, first-out method:

1,000 units at $50.00 $50,000
700 units at $52.50 36,750

1,700 $86,750

c. Average cost method:

Average cost per unit: $269;000 � 5;000 units = $53:80

Inventory, December 31, 2008: 1,700 units at $53:80 ¼ $91,460

Self-Examination Questions (Answers appear at the end of chapter)

1. At the end of the fiscal year, before the ac-
counts are adjusted, Accounts Receivable has
a balance of $200,000 and Allowance for
Doubtful Accounts has a negative balance of
$2,500. If the estimate of uncollectible ac-
counts determined by aging the receivables is
$8,500, the amount of bad debt expense is:

A. $2,500

B. $6,000

C. $8,500

D. $11,000
2. At the end of the fiscal year, Accounts

Receivable has a balance of $100,000 and Al-
lowance for Doubtful Accounts has a negative
balance of $7,000. The expected net realizable
value of the accounts receivable is:

A. $7,000

B. $93,000

C. $100,000

D. $107,000
3. The direct labor cost should be recognized

first in which inventory account?

A. Materials Inventory

B. Merchandise Inventory

C. Finished Goods Inventory

D. Work in Process Inventory

4. The following units of a particular item were
available for sale during the period:

Beginning
inventory

40 units at $20

First purchase 50 units at $21
Second purchase 50 units at $22
Third purchase 50 units at $23

What is the unit cost of the 35 units on hand
at the end of the period as determined under
the FIFO costing method?
A. $20
B. $21
C. $22
D. $23

5. If merchandise inventory is being valued at
cost and the price level is steadily rising, the
method of costing that will yield the highest
net income is:
A. LIFO
B. FIFO
C. average
D. periodic

Class Discussion Questions

1. What are the three classifications of
receivables?

2. What types of transactions give rise to ac-
counts receivable?

3. In what section of the balance sheet should a
note receivable be listed if its term is (a) 120
days, (b) 6 years?

4. Give two examples of other receivables.
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5. Gallatin’s Hardware is a small hardware store
in the rural township of Willow Creek that
rarely extends credit to its customers in the
form of an account receivable. The few cus-
tomers that are allowed to carry accounts
receivable are long-time residents of Willow
Creek and have a history of doing business at
Gallatin’s. What method of accounting for
uncollectible receivables should Gallatin’s
Hardware use? Why?

6. Which of the two methods of accounting for
uncollectible accounts provides for the rec-
ognition of the expense at the earlier date?

7. What kind of an account (asset, liability, etc.)
is Allowance for Doubtful Accounts?

8. After the accounts are adjusted at the end of
the fiscal year, Accounts Receivable has a
balance of $298,150 and Allowance for
Doubtful Accounts has a negative balance of
$31,200. Describe how the Accounts Re-
ceivable and the Allowance for Doubtful
Accounts are reported on the balance sheet.

9. A firm has consistently adjusted its allowance
account at the end of the fiscal year by add-
ing a fixed percent of the period’s net sales
on account. After 8 years, the balance in
Allowance for Doubtful Accounts has become
very large in relationship to the balance in
Accounts Receivable. Give two possible
explanations.

10. How are manufacturing inventories different
from those of a merchandiser?

11. Do the terms FIFO and LIFO refer to tech-
niques used in determining quantities of the
various classes of merchandise on hand?
Explain.

12. Does the term last-in in the LIFO method
mean that the items in the inventory are as-
sumed to be the most recent (last) acquisi-
tions? Explain.

13. If merchandise inventory is being valued at
cost and the price level is steadily rising,
which of the three methods of costing—
FIFO, LIFO, or average cost—will yield
(a) the highest inventory cost, (b) the lowest
inventory cost, (c) the highest gross profit,
(d) the lowest gross profit?

14. Which of the three methods of inventory
costing—FIFO, LIFO, or average cost—will
in general yield an inventory cost most nearly
approximating current replacement cost?

15. If inventory is being valued at cost and the
price level is steadily rising, which of the
three methods of costing—FIFO, LIFO, or
average cost—will yield the lowest annual in-
come tax expense? Explain.

16. What is the LIFO reserve, and why would an
analyst be careful in interpreting the earn-
ings of a company that has liquidated some
of its LIFO reserve?

17. Under what section should accounts re-
ceivable be reported on the balance sheet?

18. Because of imperfections, an item of mer-
chandise cannot be sold at its normal selling
price. How should this item be valued for
financial statement purposes?

19. How is the method of determining the cost
of inventory and the method of valuing it
disclosed in the financial statements?

Exercises

Boeing is one of the world’s major aerospace firms, with operations involving
commercial aircraft, military aircraft, missiles, satellite systems, and information
and battle management systems. As of December 31, 2008, Boeing had $2,675
million of receivables involving U.S. government contracts and $1,041 million of
receivables involving commercial aircraft customers, such as Delta Air Lines and
United Airlines.

Should Boeing report these receivables separately in the financial statements,
or combine them into one overall accounts receivable amount? Explain.

E6-1
Classifications of receivables

Obj 1

Receivables and Inventories 231



Determine the due date and the amount of interest due at maturity on the
following notes:

Date of
Note

Face
Amount

Interest
Rate

Term of
Note

a. October 1 $10,500 8% 60 days
b. August 30 18,000 10 120 days
c. May 30 12,000 12 90 days
d. March 6 15,000 9 60 days
e. May 23 9,000 10 60 days

The MGM Mirage owns and operates casinos including the MGM Grand and the
Bellagio in Las Vegas, Nevada. For a recent year, the MGM Mirage reported
accounts and notes receivable of $452,945,000 and allowance for doubtful
accounts of $90,024,000.

Johnson & Johnson manufactures and sells a wide range of health care products
including Band-Aids and Tylenol. For a recent year, Johnson & Johnson
reported accounts receivable of $9,444,000,000 and allowance for doubtful
accounts of $193,000,000.

a. Compute the percentage of the allowance for doubtful accounts to the
accounts and notes receivable for the MGM Mirage.

b. Compute the percentage of the allowance for doubtful accounts to the
accounts receivable for Johnson & Johnson.

c. Discuss possible reasons for the difference in the two ratios computed in
(a) and (b).

Illustrate the effects on the accounts and financial statements of the following
transactions in the accounts of Laser Tech Co., a hospital supply company that
uses the direct write-off method of accounting for uncollectible receivables:

May 10. Received $10,000 on an account and wrote off the remainder owed of
$31,500 as uncollectible.

Dec. 2. Reinstated the account that had been written off on May 10 and received
$31,500 cash in full payment.

Illustrate the effects on the accounts and financial statements of the following
transactions in the accounts of Food Unlimited Company, a restaurant supply
company that uses the allowance method of accounting for uncollectible
receivables:

Mar. 31. Received $5,000 on an account and wrote off the remainder owed of
$8,200 as uncollectible.

Sept. 3. Reinstated the account that had been written off on March 31
and received $8,200 cash in full payment.

Tech Savvy, a computer consulting firm, has decided to write off the $8,375 bal-
ance of an account owed by a customer. Illustrate the effects on the accounts and
financial statements to record the write-off (a) assuming that the direct write-off
method is used, and (b) assuming that the allowance method is used.

E6-2
Determine due date and
interest on notes

Obj 1
S P R E A D S H E E T

✓ d. May 5. $225

E6-3
Nature of uncollectible
accounts

Obj 2

✓ a. 19.9%

E6-4
Uncollectible accounts, using
direct write-off method

Obj 3

E6-5
Uncollectible receivables, using
allowance method

Obj 4

E6-6
Writing off accounts receivable

Objs 3, 4
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Fonda Bikes Co. is a wholesaler of motorcycle supplies. An aging of the com-
pany’s accounts receivable on December 31, 2010, and a historical analysis of the
percentage of uncollectible accounts in each age category are as follows:

Age Interval Balance
Percent

Uncollectible

Not past due $567,000 ½%
1–30 days past due 58,000 3
31–60 days past due 29,000 7
61–90 days past due 20,500 15
91–180 days past due 15,000 40
Over 180 days past due 10,500 75

$700,000

Estimate what the proper balance of the allowance for doubtful accounts
should be as of December 31, 2010.

Using the data in Exercise 6-7, assume that the allowance for doubtful accounts
for Fonda Bikes Co. had a negative balance of �$4,145 as of December 31, 2010.

Illustrate the effects of the adjustment for uncollectible accounts as of
December 31, 2010, on the accounts and financial statements.

At the end of the current year, the accounts receivable account has a balance of
$825,000 and net sales for the year total $9,400,000. Determine the amount of
the adjusting entry to provide for doubtful accounts under each of the following
assumptions:

a. The allowance account before adjustment has a negative balance of
�$11,200. Bad debt expense is estimated at ¼ of 1% of net sales.

b. The allowance account before adjustment has a negative balance of
�$11,200. An aging of the accounts in the customer ledger indicates esti-
mated doubtful accounts of $36,000.

c. The allowance account before adjustment has a positive balance of $6,000.
Bad debt expense is estimated at ½ of 1% of net sales.

d. The allowance account before adjustment has a positive balance of $6,000. An
aging of the accounts in the customer ledger indicates estimated doubtful
accounts of $49,500.

During its first year of operations, Master Plumbing Supply Co. had net sales of
$3,500,000, wrote off $50,000 of accounts as uncollectible using the direct write-
off method, and reported net income of $390,500. Determine what the net
income would have been if the allowance method had been used, and the
company estimated that 1¾% of net sales would be uncollectible.

Using the data in Exercise 6-10, assume that during the second year of opera-
tions Master Plumbing Supply Co. had net sales of $4,200,000, wrote off $60,000
of accounts as uncollectible using the direct write-off method, and reported net
income of $425,000.

a. Determine what net income would have been in the second year if the al-
lowance method (using 1¾% of net sales) had been used in both the first and
second years.

b. Determine what the balance of Allowance for Doubtful Accounts would have
been at the end of the second year if the allowance method had been used in
both the first and second years.

E6-7
Estimating doubtful accounts

Obj 4

E6-8
Entry for uncollectible
accounts

Obj 4

E6-9
Providing for doubtful
accounts

Obj 4

✓ a. $23,500

✓ b. $24,800

E6-10
Effect of doubtful accounts on
net income

Objs 3, 4

E6-11
Effect of doubtful accounts on
net income

Objs 3, 4

✓ b. $24,750
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Qualcomm Incorporated is a leading developer and manufacturer of digital
wireless telecommunications products and services. Qualcomm reported the
following inventories on September 28, 2008, in the notes to its financial
statements:

(In millions)
September 28, 2008

Raw materials $ 27
Work in process 199
Finished goods 295

$521

a. Why does Qualcomm report three different inventories?
b. What costs are included in each of the three classes of inventory?

Dreamworks Animation SKG Inc. shows “film costs” as an asset on its balance sheet.
In the notes to its financial statements, the following disclosure was made:

December 31,

Film Costs (in thousands) 2008 2007

In release:
Animated feature films(1) $326,861 $263,514
Television special 3,124 4,210

In production:
Animated feature films 251,066 239,450
Television special 7,207 —

In development 49,985 34,743
Total film costs $638,243 $541,917

a. Interpret the film cost asset categories.
b. How are these classifications similar or dissimilar to the inventory classifica-

tions used in a manufacturing firm?

The units of an item available for sale during the year were as follows:

Jan. 1 Inventory 27 units at $120
Feb. 17 Purchase 54 units at $138
July 21 Purchase 63 units at $156
Nov. 23 Purchase 36 units at $165

There are 50 units of the item in the physical inventory at December 31. The
periodic inventory system is used. Determine the inventory cost by (a) the first-
in, first-out method, (b) the last-in, first-out method, and (c) the average cost
method.

The units of an item available for sale during the year were as follows:

Jan. 1 Inventory 42 units at $60
Mar. 10 Purchase 58 units at $65
Aug. 30 Purchase 20 units at $68
Dec. 12 Purchase 30 units at $70

E6-12
Manufacturing inventories

Obj 5

E6-13
Film costs of Dreamworks

Obj 5

E6-14
Inventory by three methods

Obj 6

✓ b. $6,414

E6-15
Inventory by three methods;
cost of merchandise sold

S P R E A D S H E E T

Obj 6

✓ a. Merchandise
inventory, $2,508
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There are 36 units of the item in the physical inventory at December 31. The
periodic inventory system is used. Determine the inventory cost and the cost of
merchandise sold by three methods, presenting your answers in the following
form:

Cost

Inventory Method
Merchandise

Inventory
Merchandise

Sold

a. First-in, first-out $ $
b. Last-in, first-out
c. Average cost

Assume that a firm separately determined inventory under FIFO and LIFO and
then compared the results.

1. In each space below, place the correct sign [less than (<), greater than (>), or
equal (=)] for each comparison, assuming periods of rising prices.

a. FIFO inventory LIFO inventory
b. FIFO cost of goods sold LIFO cost of goods sold
c. FIFO net income LIFO net income
d. FIFO income tax LIFO income tax

2. Why would management prefer to use LIFO over FIFO in periods of rising
prices?

List any errors you can find in the following partial balance sheet:

JENNETT COMPANY
Balance Sheet

December 31, 2010

Assets
Current assets:

Cash $ 95,000
Notes receivable $250,000

Less interest receivable 15,000 235,000
Account receivable $398,000

Plus allowance for doubtful accounts 36,000 434,000

On the basis of the following data, determine the value of the inventory at the
lower of cost or market. Assemble the data in the form illustrated in Exhibit 9.

Commodity Inventory
Quantity

Unit Cost
Price

Unit Market
Price

Aquarius 20 $ 80 $ 92
Capricorn 50 70 65
Leo 8 300 280
Scorpio 30 40 30
Taurus 100 90 94

Based on the data in Exercise 6-18 and assuming that cost was determined by the
FIFO method, show how the merchandise inventory would appear on the
balance sheet.

E6-16
Comparing inventory methods

Obj 7

E6-17
Receivables in the balance
sheet

Obj 8

E6-18
Lower-of-cost-or-market
inventoryReceivables in the
balance sheet

Obj 8
S P R E A D S H E E T

✓ LCM: $16,990

E6-19
Merchandise inventory on the
balance sheet

Obj 8
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Problems

Wigs Plus Company supplies wigs and hair care products to beauty salons
throughout California and the Pacific Northwest. The accounts receivable clerk
for Wigs Plus prepared the following aging-of-receivables schedule as of the end
of business on December 31, 2010:

1
2
3
4
5

30
31

Alpha Beauty
Blonde Wigs

Zahn’s Beauty
Totals

     20,000
11,000

2,900
925,550 36,000

11,000

102,950

20,000

506,000
2,900

219,500 36,100

1–30 31–60 61–90

Not

Due
Past

91–120Customer Balance

Days Past Due
B C D E F G HA

25,000

Over 120

Wigs Plus Company has a past history of uncollectible accounts by age category,
as follows:

Age Class
Percent

Uncollectible

Not past due 2%
1–30 days past due 4
31–60 days past due 10
61–90 days past due 15
91–120 days past due 35
Over 120 days past due 80

Instructions
1. Estimate the allowance for doubtful accounts, based on the aging-of-

receivables schedule.
2. Assume that the allowance for doubtful accounts for Wigs Plus Company has a

negative balance of �$1,710 before adjustment on December 31, 2010. Il-
lustrate the effect on the accounts and financial statements of the adjustment
for uncollectible accounts.

3. Wigs Plus Company reported credit sales of $4,000,000 during 2010. Assume
that instead of using the analysis of receivables method of estimating un-
collectible accounts, Wigs Plus Company uses the percent of sales method
and estimates that 1.75% of sales will be uncollectible. Illustrate the effect on
the accounts and financial statements of the adjustment for uncollectible
accounts using the percent of sales method.

4. Assume that on February 10, 2011, Wigs Plus wrote off the $3,500 account of
Lasting Images as uncollectible. Illustrate the effect on the accounts and fi-
nancial statements of the write-off of the Lasting Images account.

5. Assume that on May 17, 2011, Lasting Images paid $3,500 on its account.
Illustrate the effect on the accounts and financial statements of reinstating
and collecting the Lasting Images account.

P6-1
Allowance method for doubtful
accounts

Obj 4
S P R E A D S H E E T

✓ 1. Estimate of
doubtful accounts,
$67,210
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6. Assume that instead of using the allowance method, Wigs Plus uses the direct
write-off method. Illustrate the effect on the accounts and financial state-
ments of the following:
a. The write-off of the Lasting Images account on February 10, 2011.
b. The reinstatement and collection of the Lasting Images account on May

17, 2011.
7. Does Amazon.com use the direct write-off or allowance method of accounting

for uncollectible accounts receivable? Explain.

For several years, Halsey Co.’s sales have been on a “cash only” basis. On January 1,
2007, however, Halsey Co. began offering credit on terms of n/30. The amount
of the adjusting entry to record the estimated uncollectible receivables at the end
of each year has been ¼ of 1% of credit sales, which is the rate reported as the
average for the industry. Credit sales and the year-end credit balances in Allow-
ance for Doubtful Accounts for the past four years are as follows:

Year Credit Sales
Allowance for

Doubtful Accounts

2007 $6,120,000 $ 6,390
2008 6,300,000 11,880
2009 6,390,000 17,000
2010 6,540,000 24,600

Javier Cernao, president of Halsey Co., is concerned that the method used to
account for and write off uncollectible receivables is unsatisfactory. He has asked
for your advice in the analysis of past operations in this area and for
recommendations for change.

1. Determine the amount of (a) the addition to Allowance for Doubtful
Accounts and (b) the accounts written off for each of the four years.

2. a. Advise Javier Cernao as to whether the estimate of ¼ of 1% of credit sales
appears reasonable.

b. Assume that after discussing (a) with Javier Cernao, he asked you what
action might be taken to determine what the balance of Allowance for
Doubtful Accounts should be at December 31, 2010, and what possible
changes, if any, you might recommend in accounting for uncollectible
receivables. How would you respond?

J. J. Technology Company, which operates a chain of 30 electronics supply
stores, has just completed its fourth year of operations. The direct write-off
method of recording bad debt expense has been used during the entire period.
Because of substantial increases in sales volume and the amount of uncollectible
accounts, the firm is considering changing to the allowance method. Informa-
tion is requested as to the effect that an annual provision of ½% of sales would
have had on the amount of bad debt expense reported for each of the past four
years. It is also considered desirable to know what the balance of Allowance for
Doubtful Accounts would have been at the end of each year. The following data
have been obtained from the accounts:

P6-2
Estimate uncollectible
accounts

Obj 4

✓ (a) 2007, $15,300

P6-3
Compare two methods of
accounting for uncollectible
receivables

Objs 3, 4

✓ 1. Year 4: Balance of
allowance account,
end of year, $13,350
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Uncollectible Accounts
Written Off

Year of Origin of
Accounts Receivable Written

Off as Uncollectible

Year Sales 1st 2nd 3rd 4th
1st $1,300,000 $ 1,200 $1,200
2nd 1,750,000 3,000 1,400 $1,600
3rd 3,000,000 13,000 3,800 3,000 $6,200
4th 3,600,000 17,700 4,000 6,100 $7,600

Instructions
1. Assemble the desired data, using the following column headings:

Bad Debt Expense

Year

Expense
Actually
Reported

Expense
Based on
Estimate

Increase (Decrease)
in Amount of

Expense

Balance of
Allowance Account,

End of Year

2. Experience during the first four years of operations indicated that the re-
ceivables were either collected within two years or had to be written off as
uncollectible. Does the estimate of ½% of sales appear to be reasonably close
to the actual experience with uncollectible accounts originating during the
first two years? Explain.

Details regarding the inventory of appliances at January 1, 2010, purchases in-
voices during the year, and the inventory count at December 31, 2010, of Arctic
Appliances are summarized as follows:

Inventory,
January 1

Purchases Invoices Inventory Count,
December 31Model 1st 2nd 3rd

BB900 27 at $213 21 at $215 18 at $222 18 at $225 30
C911 10 at 60 6 at 65 2 at 65 2 at 70 4
L100 6 at 305 3 at 310 3 at 316 4 at 317 4
N201 2 at 520 2 at 527 2 at 530 2 at 535 4
Q73 6 at 520 8 at 531 4 at 549 6 at 542 7
Z120 — 4 at 222 4 at 232 — 2
ZZRF 8 at 70 12 at 72 16 at 74 14 at 78 12

Instructions
1. Determine the cost of the inventory on December 31, 2010, by the first-in, first-

out method. Present data in columnar form, using the following headings:

Model Quantity Unit Cost Total Cost

If the inventory of a particular model comprises one entire purchase plus a
portion of another purchase acquired at a different unit cost, use a separate
line for each purchase.

P6-4
Inventory by three cost flow
methods

Objs 6, 7
S P R E A D S H E E T

✓ 1. $15,583
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2. Determine the cost of the inventory on December 31, 2010, by the last-in, first-
out method, following the procedures indicated in (1).

3. Determine the cost of the inventory on December 31, 2010, by the average
cost method, using the columnar headings indicated in (1).

4. Discuss which method (FIFO or LIFO) would be preferred for income tax
purposes in periods of (a) rising prices and (b) declining prices.

Data on the physical inventory of Winesap Company as of December 31, 2010,
are presented below.

Description
Inventory
Quantity

Unit Market
Price

AC172 38 $ 56
BE43 18 180
CJ9 30 120
E34 125 26
F17 18 550
G68 60 15
K41 5 390
Q79 375 6
RZ13 90 18
S60 6 235
W21 140 18
XR90 15 745

Quantity and cost data from the last purchases invoice of the year and the
next-to-the-last purchases invoice are summarized as follows:

Last Purchases
Invoice

Next-to-the-Last
Purchases Invoice

Description
Quantity

Purchased Unit Cost
Quantity

Purchased
Unit
Cost

AC172 25 $ 60 30 $ 58
BE43 35 175 20 180
CJ9 18 130 25 128
E34 150 25 100 24
F17 10 565 10 560
G68 100 15 100 14
K41 10 385 5 384
Q79 500 6 500 6
RZ13 80 22 50 21
S60 5 250 4 260
W21 100 20 75 19
XR90 9 750 9 740

Instructions
Determine the inventory at cost and also at the lower of cost or market, using the
first-in, first-out method. Record the appropriate unit costs on an inventory sheet
and complete the pricing of the inventory. When there are two different unit
costs applicable to an item, proceed as follows:

1. Draw a line through the quantity, and insert the quantity and unit cost of the
last purchase.

P6-5
Lower-of-cost-or-market
inventory

Obj 8
S P R E A D S H E E T

✓ Total LCM, $43,703
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2. On the following line, insert the quantity and unit cost of the next-to-the-last
purchase.

3. Total the cost and market columns and insert the lower of the two totals in
the Lower of C or M column. The first item on the inventory sheet has been
completed below as an example.

Inventory Sheet
December 31, 2010

Total
Description Inventory

Quantity
Unit Cost

Price
Unit Market

Price Cost Market
Lower of
C or M

AC172 38 25 $60 $56 $1,500 $1,400
13 58 754 728

$2,254 $2,128 $2,128

Activities

Mirna Gaymer, vice president of operations for Rocky Mountain County Bank,
has instructed the bank’s computer programmer to use a 365-day year to com-
pute interest on depository accounts (payables). Mirna also instructed the pro-
grammer to use a 360-day year to compute interest on loans (receivables).

Discuss whether Mirna is behaving in a professional manner.

The following is an excerpt from a conversation between the office manager,
Mark Cottman, and the president of Horowitz Construction Supplies Co., Rosa
Mullin. Horowitz sells building supplies to local contractors.

Mark: Rosa, we’re going to have to do something about these overdue accounts
receivable. One-third of our accounts are over 60 days past due, and I’ve had
accounts that have stayed open for almost a year!

Rosa: I didn’t realize it was that bad. Any ideas?

Mark: Well, we could stop giving credit. Make everyone pay with cash or a credit
card. We accept MasterCard and Visa already, but only the walk-in customers use
them. Almost all of the contractors put purchases on their bills.

Rosa: Yes, but we’ve been allowing credit for years. As far as I know, all of our
competitors allow contractors credit. If we stopped giving credit, we’d lose many
of our contractors. They’d just go elsewhere. You know, some of these guys run
up bills as high as $60,000 or $80,000. There’s no way they could put that kind of
money on a credit card.

Mark: That’s a good point. But we’ve got to do something.

Rosa: How many of the contractor accounts do you actually end up writing off as
uncollectible?

Mark: Not many. Almost all eventually pay. It’s just that they take so long!

Suggest one or more solutions to Horowitz Construction Supplies Co.’s pro-
blem concerning the collection of accounts receivable.

A6-1
Ethics and professional
conduct in business

E T H I C S

A6-2
Collecting accounts receivable
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Ebba Co. is experiencing a decrease in sales and operating income for the fiscal
year ending December 31, 2010. Cody Bryant, controller of Ebba Co., has sug-
gested that all orders received before the end of the fiscal year be shipped by
midnight, December 31, 2010, even if the shipping department must work
overtime. Since Ebba Co. ships all merchandise FOB shipping point, it would
record all such shipments as sales for the year ending December 31, 2010,
thereby offsetting some of the decreases in sales and operating income.

Discuss whether Cody Bryant is behaving in a professional manner.

The following is an excerpt from a conversation between Chad Lindy, the
warehouse manager for House of Foods Wholesale Co., and its accountant,
Summer Roseberry. Wholesale operates a large regional warehouse that supplies
produce and other grocery products to grocery stores in smaller communities.

Chad: Summer, can you explain what’s going on here with these monthly
statements?

Summer: Sure, Chad. How can I help you?

Chad: I don’t understand this last-in, first-out inventory procedure. It just doesn’t
make sense.

Summer: Well, what it means is that we assume that the last goods we receive are
the first ones sold. So the inventory is made up of the items we purchased first.

Chad: Yes, but that’s my problem. It doesn’t work that way! We always distribute
the oldest produce first. Some of that produce is perishable! We can’t keep any
of it very long or it’ll spoil.

Summer: Chad, you don’t understand. We only assume that the products we
distribute are the last ones received. We don’t actually have to distribute the
goods in this way.

Chad: I always thought that accounting was supposed to show what really hap-
pened. It all sounds like “make believe” to me! Why not report what really
happens?

Respond to Chad’s concerns.

A6-3
Ethics and professional
conduct in business

E T H I C S

A6-4
LIFO and inventory flow
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Answers to Self-Examination Questions

1. B The estimate of uncollectible accounts,
$8,500 (answer C), is the amount of the
desired balance of Allowance for Doubtful
Accounts after adjustment. The amount of
the current provision to be made for bad
debt expense is thus $6,000 (answer B),
which is the amount that must be added to
the Allowance for Doubtful Accounts
negative balance of $2,500 (answer A), so
that the account will have the desired
balance of $8,500.

2. B The amount expected to be realized from
accounts receivable is the balance of
Accounts Receivable, $100,000, less the
balance of Allowance for Doubtful
Accounts, $7,000, or $93,000 (answer B).

3. D The direct labor costs are introduced into
production initially as work in process.
Once the units are completed, these costs
are transferred to finished goods inventory

(answer C). Materials inventory (answer A)
includes only material costs, not direct
labor cost. Merchandise inventory (answer
B) is not used in a manufacturing setting,
hence does not include direct labor cost.

4. D The FIFO method of costing is based on
the assumption that costs should be
charged against revenue in the order in
which they were incurred (first-in, first-
out). Thus, the most recent costs are
assigned to inventory. The 35 units would
be assigned a unit cost of $23 (answer D).

5. B When the price level is steadily rising, the
earlier unit costs are lower than recent unit
costs. Under the FIFO method (answer B),
these earlier costs are matched against
revenue to yield the highest possible net
income. The periodic inventory system
(answer D) is a system and not a method of
costing.
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Fixed Assets and
Intangible Assets 7

Do you remember purchasing your first car? You
probably didn’t buy your first car like you would
download songs from iTunes. Purchasing a
new or used car is expensive. In addition, you

would drive (use) the car for the next 3–5 years or longer.
As a result, you might spend hours or weeks considering
different makes and models, safety ratings, warranties,
and operating costs before deciding on the final purchase.

Like buying her first car, Lovie Yancey spent a lot of
time before deciding to open her first restaurant. In 1952,
she created the biggest, juiciest hamburger that anyone
had ever seen. She called it a Fatburger. The Fatburger

restaurant initially started as a 24-hour operation to cater
to the schedules of professional musicians. As a fan of
popular music and its performers, Yancey played rhythm
and blues, jazz, and blues recordings for her customers.
Fatburger’s popularity with entertainers was illustrated
when its name was used in a 1992 rap by Ice Cube. “Two
in the mornin’ got the Fatburger,” Cube said, in “It Was a
Good Day,” a track on his Predator album.

The demand for this incredible burger was such that, in
1980, Ms. Yancey decided to offer Fatburger franchise
opportunities. In 1990, with the goal of expanding Fatbur-
ger throughout the world, Fatburger Inc. purchased the
business from Ms. Yancey. Today, Fatburger has grown
to a multi-restaurant chain with owners and investors
such as talk show host Montel Williams, former Cincinnati
Bengals’ tackle Willie Anderson, comedian David Spade,
and musicians Cher, Janet Jackson, and Pharrell.

So, how much would it cost you to open a Fatburger
restaurant? The total investment begins at over $750,000
per restaurant. Thus, in starting a Fatburger restaurant,
you would be making a significant investment that would
affect your life for years to come. For more information see
http://www.fatburger.com.

This chapter discusses the accounting for investments
in fixed assets such as those used to open a Fatburger
restaurant. How to determine the portion of the fixed
asset that becomes an expense over time is also dis-
cussed. Finally, the accounting for the disposal of fixed
assets and accounting for intangible assets such as pa-
tents and copyrights are discussed.

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Define, classify, and account for the cost
of fixed assets.

Obj 2 Compute depreciation using the straight-
line and double-declining-balance

methods.

Obj 3 Describe the accounting for the disposal
of fixed assets.

Obj 4 Describe the accounting for depletion
of natural resources.

Obj 5 Describe the accounting for intangible
assets.

Obj 6 Describe how depreciation expense is
reported in an income statement and

prepare a balance sheet that includes
fixed assets and intangible assets.

http://www.fatburger.com


Nature of Fixed Assets
Fixed assets are long-term or relatively permanent assets such as equipment,
machinery, buildings, and land. Other descriptive titles for fixed assets are
plant assets or property, plant, and equipment. Fixed assets have the following
characteristics:

1. They exist physically and thus are tangible assets.

2. They are owned and used by the company in its normal operations.

3. They are not offered for sale as part of normal operations.

Exhibit 1 shows the percent of fixed assets to total assets for some select
companies. As shown in Exhibit 1, fixed assets are often a significant portion
of the total assets of a company.

Classifying Costs
A cost that has been incurred may be classified as a fixed asset, an invest-
ment, or an expense. Exhibit 2 shows how to determine the proper classifi-
cation of a cost and thus how it should be recorded.

As shown in Exhibit 2, classifying a cost involves the following steps:

Step 1. Is the purchased item (cost) long-lived?

If yes, the item is capitalized as an asset on the balance sheet as either
a fixed asset or an investment. Proceed to Step 2.

If no, the item is classified and recorded as an expense.

Step 2. Is the asset used in normal operations?

If yes, the asset is classified and recorded as a fixed asset.
If no, the asset is classified and recorded as an investment.

Costs that are classified and recorded as fixed assets include the purchase of
land, buildings, or equipment. Such assets normally last more than a year and
are used in the normal operations. However, standby equipment for use dur-
ing peak periods or when other equipment breaks down is still classified as a
fixed asset even though it is not used very often. In contrast, fixed assets that
have been abandoned or are no longer used in operations are not fixed assets.

Although fixed assets may be sold, they should not be offered for sale as
part of normal operations. For example, cars and trucks offered for sale by

Fixed Assets as a Percent of Total Assets—Selected CompaniesE X H I B I T 1

Fixed Assets as a
Percent of Total Assets

Alcoa Inc. 40%
ExxonMobil Corporation 60
Ford Motor Company 35
Kroger 55
Marriott International, Inc. 31
United Parcel Service, Inc. 53
Verizon Communications 45
Walgreen Co. 46
Wal-Mart 53

Obj 1 Define, classify, and
account for the cost of fixed
assets.
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an automotive dealership are not fixed assets of the dealership. On the other
hand, a tow truck used in the normal operations of the dealership is a fixed
asset of the dealership.

Investments are long-lived assets that are not used in the normal operations
and are held for future resale. Such assets are reported on the balance sheet in
a section entitled Investments. For example, undeveloped land acquired for
future resale would be classified and reported as an investment, not land.

The Cost of Fixed Assets
The costs of acquiring fixed assets include all amounts spent to get the asset
in place and ready for use. For example, freight costs and the costs of in-
stalling equipment are part of the asset’s total cost.

Exhibit 3 summarizes some of the common costs of acquiring fixed assets.
These costs are recorded by increasing the related fixed asset account, such
as Land,1 Building, Land Improvements, or Machinery and Equipment.

Only costs necessary for preparing the fixed asset for use are included as a
cost of the asset. Unnecessary costs that do not increase the asset’s usefulness
are recorded as an expense. For example, the following costs are recorded as
an expense:

1. Vandalism

2. Mistakes in installation

3. Uninsured theft
4. Damage during unpacking and installing
5. Fines for not obtaining proper permits from governmental agencies

A company may incur costs associated with constructing a fixed asset such
as a new building. The direct costs incurred in the construction, such as

Classifying CostsE X H I B I T 2

Investment

noyes

Is the purchased
item (cost) long-lived?

Expense

Step 1.

Step 2.

noyes

Fixed Asset

Is the asset used in
normal operations?

1 As discussed here, land is assumed to be used only as a location or site and not for its mineral deposits or other
natural resources.
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labor and materials, should be capitalized by increasing an account entitled
Construction in Progress. When the construction is complete, the costs
are reclassified by decreasing Construction in Progress and increasing the
proper fixed asset account such as Building. For some companies, con-
struction in progress can be significant.

Capital and Revenue Expenditures
Once a fixed asset has been acquired and placed in service, costs may be
incurred for ordinary maintenance and repairs. In addition, costs may
be incurred for improving an asset or for extraordinary repairs that extend
the asset’s useful life. Costs that benefit only the current period are called
revenue expenditures. Costs that improve the asset or extend its useful life
are capital expenditures.

Ordinary Maintenance and Repairs
Costs related to the ordinary maintenance and repairs of a fixed asset are
recorded as an expense of the current period. Such expenditures are revenue
expenditures and are recorded as increases to Repairs and Maintenance
Expense. For example, $300 paid for a tune-up of a delivery truck is recorded
as an increase in Repairs and Maintenance Expense and a decrease in Cash
of $300.

Costs of Acquiring Fixed AssetsE X H I B I T 3

• Trees and shrubs

• Fences

• Outdoor lighting

• Paved parking areas

• Purchase price 

• Sales taxes

• Permits from government agencies

• Broker’s commissions

• Title fees

• Surveying fees

• Delinquent real estate taxes

• Removing unwanted buildings, 
less any salvage

• Grading and leveling

• Paving a public street  bordering 
the land

• Architects’ fees

• Engineers’ fees

• Insurance costs incurred during 
construction

• Interest on money borrowed to finance 
construction

• Walkways to and around the building

• Sales taxes

• Repairs (purchase of existing building)

• Reconditioning (purchase of existing 
building)

• Modifying for use

• Permits from government agencies

• Sales taxes

• Freight

• Installation

• Repairs (purchase of used equipment)

• Reconditioning (purchase of used 
equipment)

• Insurance while in transit

• Assembly

• Modifying for use

• Testing for use

• Permits from government agencies

Intel Corporation recently
reported almost $3 billion
of construction in progress,
which was 7% of its total
fixed assets.
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Asset Improvements
After a fixed asset has been placed in service, costs may be incurred to im-
prove the asset. For example, the service value of a delivery truck might be
improved by adding a $5,500 hydraulic lift to allow for easier and quicker
loading of cargo. Such costs are capital expenditures and are recorded as in-
creases to the fixed asset account. In the case of the hydraulic lift, the
expenditure is recorded as an increase in Delivery Truck and a decrease in
Cash of $5,500. Because the cost of the delivery truck has increased, depre-
ciation for the truck would also change over its remaining useful life.

Extraordinary Repairs
After a fixed asset has been placed in service, costs may be incurred to ex-
tend the asset’s useful life. For example, the engine of a forklift that is near
the end of its useful life may be overhauled at a cost of $4,500, extending
its useful life by eight years. Such costs are capital expenditures and are re-
corded as a decrease in an accumulated depreciation account. In the case of
the forklift, the expenditure is recorded as a decrease in Accumulated
Depreciation—Forklift and a decrease in Cash of $4,500. Because the fork-
lift’s remaining useful life has changed, depreciation for the forklift would
also change based on the new book value of the forklift.

The accounting for revenue and capital expenditures is summarized below.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Capital Crime

One of the largest alleged accounting frauds in history
involved the improper accounting for capital expen-
ditures. WorldCom, the second largest telecommunica-
tions company in the United States at the time,
improperly treated maintenance expenditures on its
telecommunications network as capital expenditures.

As a result, the company had to restate its prior years’
earnings downward by nearly $4 billion to correct this
error. The company declared bankruptcy within months
of disclosing the error, and the CEO was sentenced to
25 years in prison.

Benefits current
and future periods

Asset
Improvement

Adds service value
to the asset

Increase
Fixed Asset

Extraordinary
Repair

Extends the asset’s
useful life

Decrease Accumulated
Depreciation

CAPITAL
EXPENDITURE

Benefits only
current period

REVENUE
EXPENDITURE

Ordinary Repairs
and Maintenance

Increase Repairs and
Maintenance Expense

Revise depreciation for
current and future periods

Cost
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Accounting for Depreciation
Fixed assets, with the exception of land, lose their ability, over time, to pro-
vide services. Thus, the cost of fixed assets such as equipment and buildings
should be recorded as an expense over their useful lives. This periodic
recording of the cost of fixed assets as an expense is called depreciation.
Because land has an unlimited life, it is not depreciated.

The adjustment to record depreciation increases Depre-
ciation Expense and a contra asset account entitled Accumulated
Depreciation or Allowance for Depreciation. The use of a contra
asset account allows the original cost to remain unchanged
in the fixed asset account.

Depreciation can be caused by physical or functional
factors.

1. Physical depreciation factors include wear and tear during
use or from exposure to weather.

2. Functional depreciation factors include obsolescence and changes in cus-
tomer needs that cause the asset to no longer provide services for which
it was intended. For example, equipment may become obsolete due to
changing technology.

Two common misunderstandings that exist about depreciation as used in
accounting include:

1. Depreciation does not measure a decline in the market value of a fixed
asset. Instead, depreciation is an allocation of a fixed asset’s cost to ex-
pense over the asset’s useful life. Thus, the book value of a fixed asset
(cost less accumulated depreciation) usually does not agree with the as-
set’s market value. This is justified in accounting because a fixed asset is
for use in a company’s operations rather than for resale.

2. Depreciation does not provide cash to replace fixed assets as they wear
out. This misunderstanding may occur because depreciation, unlike
most expenses, does not require an outlay of cash when it is recorded.

Factors in Computing Depreciation Expense
Three factors determine the depreciation expense for a fixed asset. These
three factors are as follows:

1. The asset’s initial cost

2. The asset’s expected useful life

3. The asset’s estimated residual value

The initial cost of a fixed asset is determined using the concepts discussed
and illustrated earlier in this chapter.

The expected useful life of a fixed asset is estimated at the time the asset is
placed into service. Estimates of expected useful lives are available from in-
dustry trade associations. The Internal Revenue Service also publishes
guidelines for useful lives, which may be helpful for financial reporting
purposes. However, it is not uncommon for different companies to use a
different useful life for similar assets.

The residual value of a fixed asset at the end of its useful life is esti-
mated at the time the asset is placed into service. Residual value is

The adjusting entry to record
depreciation increases Deprecia-
tion Expense and increases
Accumulated Depreciation.

Obj 2 Compute
depreciation using the
straight-line and double-
declining-balance methods.

Would you have more cash
if you depreciated your
car? The answer is no.
Depreciation does not af-
fect your cash flows. Like-
wise, depreciation does not
affect the cash flows of a
business. However, depre-
ciation is subtracted in
determining net income.

JCPenney depreciates
buildings over 50 years,
while Tandy Corporation
depreciates buildings over
10–40 years.
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sometimes referred to as scrap value, salvage value, or trade-in value. The
difference between a fixed asset’s initial cost and its residual value is called
the asset’s depreciable cost. The depreciable cost is the amount of the asset’s
cost that is allocated over its useful life as depreciation expense. If a fixed
asset has no residual value, then its entire cost should be allocated to
depreciation.

Exhibit 4 shows the relationship between depreciation expense and a
fixed asset’s initial cost, expected useful life, and estimated residual value.

For an asset placed into or taken out of service during the first half of a
month, many companies compute depreciation on the asset for the entire
month. That is, the asset is treated as having been purchased or sold on the
first day of that month. Likewise, purchases and sales during the second half
of a month are treated as having occurred on the first day of the next month.
To simplify, this practice is used in this chapter.

The two depreciation methods often used are:

1. Straight-line depreciation

2. Double-declining-balance depreciation

It is not necessary that a company use one method of computing depre-
ciation for all of its fixed assets. For example, a company may use one
method for depreciating equipment and another method for depreciating
buildings. A company may also use different methods for determining in-
come and property taxes.

Straight-Line Method
The straight-line method provides for the same amount of depreciation ex-
pense for each year of the asset’s useful life. The straight-line method is the
most widely used depreciation method.

To illustrate, assume that equipment was purchased on January 1 as follows:

Initial cost $24,000
Expected useful life 5 years
Estimated residual value $ 2,000

Depreciation Expense FactorsE X H I B I T 4

Initial
Cost

Residual
Value

Depreciable 
Cost

Useful Life

Periodic Depreciation Expense
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The annual straight-line depreciation of $4,400 is computed below.

Annual Depreciation ¼ Cost �Residual Value
Useful Life

¼ $24;000� $2;000
5 Years

¼ $4;400

If an asset is used for only part of a year, the annual depreciation is pro-
rated. For example, assume that the preceding equipment was purchased
and placed into service on October 1. The depreciation for the year ending
December 31 would be $1,100, computed as follows:

First-Year Partial Depreciation = $4;400 � 3=12 ¼ $1;100

The computation of straight-line depreciation may be simplified by con-
verting the annual depreciation to a percentage of depreciable cost.2 The
straight-line percentage is determined by dividing 100% by the number of
years of expected useful life, as shown below.

Expected Years
of Useful Life

Straight-Line
Percentage

5 years 20% (100%/5)
8 years 12.5% (100%/8)
10 years 10% (100%/10)
20 years 5% (100%/20)
25 years 4% (100%/25)

For the preceding equipment, the annual depreciation of $4,400 can be
computed by multiplying the depreciable cost of $22,000 by 20% (100%/5).

As shown above, the straight-line method is simple to use. When an asset’s
revenues are about the same from period to period, straight-line deprecia-
tion provides a good matching of depreciation expense with the asset’s
revenues.

Double-Declining-Balance Method
The double-declining-balance method provides for a declining periodic ex-
pense over the expected useful life of the asset. The double-declining-balance
method is applied in three steps.

Step 1. Determine the straight-line percentage using the expected useful
life.

Step 2. Determine the double-declining-balance rate by multiplying the
straight-line rate from Step 1 by two.

Step 3. Compute the depreciation expense by multiplying the double-
declining-balance rate from Step 2 times the book value of the asset.

To illustrate, the equipment purchased in the preceding example is used
to compute double-declining-balance depreciation. For the first year, the
depreciation is $9,600, as shown below.

Step 1. Straight-line percentage = 20% (100%/5)

Step 2. Double-declining-balance rate = 40% (20%�2)

Step 3. Depreciation expense = $9,600 ($24,000�40%)

2 The depreciation rate may also be expressed as a fraction. For example, the annual straight-line rate for an
asset with a three-year useful life is 1/3.
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For the first year, the book value of the equipment is its initial cost of
$24,000. After the first year, the book value (cost minus accumulated
depreciation) declines and thus the depreciation also declines. The double-
declining-balance depreciation for the full five-year life of the equipment is
shown below.

Year Cost

Acc. Dep.
at Beginning

of Year

Book Value
at Beginning

of Year

Double-
Declining-

Balance Rate
Depreciation

for Year

Book Value
at End
of Year

1 $24,000 $24,000.00 � 40% $9,600.00 $14,400.00
2 24,000 $ 9,600.00 14,400.00 � 40% 5,760.00 8,640.00
3 24,000 15,360.00 8,640.00 � 40% 3,456.00 5,184.00
4 24,000 18,816.00 5,184.00 � 40% 2,073.60 3,110.40
5 24,000 20,889.60 3,110.40 — 1,110.40 2,000.00

When the double-declining-balance method is used, the estimated
residual value is not considered. However, the asset should not be depre-
ciated below its estimated residual value. In the above example, the estimated
residual value was $2,000. Therefore, the depreciation for the fifth year is
$1,110.40 ($3,110.40 – $2,000.00) instead of $1,244.16 (40% � $3,110.40).

Like straight-line depreciation, if an asset is used for only part of a year,
the annual depreciation is prorated. For example, assume that the preced-
ing equipment was purchased and placed into service on October 1. The
depreciation for the year ending December 31 would be $2,400, computed
as follows:

First-Year Partial Depreciation ¼ $9;600 � 3=12 ¼ $2;400

The depreciation for the second year would then be $8,640, computed as
follows:

Second-Year Depreciation ¼ $8;640 ¼ ½40% � ð$24;000 � $2;400Þ�

The double-declining-balance method provides a higher depreciation
in the first year of the asset’s use, followed by declining depreciation
amounts. For this reason, the double-declining-balance method is called an
accelerated depreciation method.

An asset’s revenues are often greater in the early years of its use than in
later years. In such cases, the double-declining-balance method provides a
good matching of depreciation expense with the asset’s revenues.

Comparing Depreciation Methods
The depreciation methods are summarized in Exhibit 5. Both methods
allocate a portion of the total cost of an asset to an accounting period, while
never depreciating an asset below its residual value. The straight-line method
provides for the same periodic amounts of depreciation expense over the life
of the asset. The double-declining-balance method provides for a higher
depreciation amount in the first year of the asset’s use, followed by declining
amounts.
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The depreciation for the straight-line and double-declining-balance
methods is shown in Exhibit 6. The depreciation in Exhibit 6 is based on the
equipment purchased in our prior illustrations.

Depreciation for Federal Income Tax
The Internal Revenue Code uses the Modified Accelerated Cost Recovery System
(MACRS) to compute depreciation for tax purposes. MACRS has eight classes
of useful life and depreciation rates for each class. Two of the most common
classes are the five-year class and the seven-year class.3 The five-year class
includes automobiles and light-duty trucks. The seven-year class includes
most machinery and equipment. Depreciation for these two classes is similar
to that computed using the double-declining-balance method.

In using the MACRS rates, residual value is ignored. Also, all fixed assets are
assumed to be put in and taken out of service in the middle of the year. For the
five-year-class assets, depreciation is spread over six years, as shown below.

Year
MACRS 5-Year-Class
Depreciation Rates

1 20.0%
2 32.0
3 19.2
4 11.5
5 11.5
6 5.8

100.0%

Comparing Depreciation MethodsE X H I B I T 6

Depreciation Expense

Year
Straight-Line

Method
Double-Declining-Balance

Method
1 $ 4,400* $9,600.00 ($24,000 � 40%)
2 4,400 5,760.00 ($14,400 � 40%)
3 4,400 3,456.00 ($ 8,640 � 40%)
4 4,400 2,073.60 ($ 5,184 � 40%)
5 4,400 1,110.40**
Total $22,000 $22,000.00

*$4,400 = ($24,000 � $2,000)/5 years
**$3,110.40 � $2,000.00 because the equipment cannot be depreciated below its residual value.

Summary of Depreciation MethodsE X H I B I T 5

Method Useful Life
Depreciable
Cost

Depreciation
Rate

Depreciation
Expense

Straight-line Years Cost less residual
value

Straight-line
rate*

Constant

Double-
declining-
balance

Years Declining book
value, but not below
residual value

Straight-line
rate* � 2

Declining

*Straight-line rate = (1/Useful life)

Tax Code Section 179
allows a business to
deduct a portion of the cost
of qualified property in the
year it is placed into
service.

3 Real estate is in either a 27½-year or a 31½-year class and is depreciated by the straight-line method.
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To simplify, a company will sometimes use MACRS for both financial
statement and tax purposes. This is acceptable if MACRS does not result in
significantly different amounts than would have been reported using one of
the depreciation methods discussed in this chapter.

Disposal of Fixed Assets
Fixed assets that are no longer useful may be discarded or sold.4 In such
cases, the fixed asset is removed from the accounts. Just because a fixed asset
is fully depreciated, however, does not mean that it should be removed from
the accounts.

If a fixed asset is still being used, its cost and accumulated depreciation
should remain in the records even if the asset is fully depreciated. This
maintains accountability. If the asset was removed from
the records, the accounts would contain no evidence of
the continued existence of the asset. In addition, cost
and accumulated depreciation data on such assets are
often needed for property tax and income tax reports.

Discarding Fixed Assets
If a fixed asset is no longer used and has no residual
value, it is discarded. To illustrate, assume that fully de-
preciated equipment acquired at a cost of $25,000 is discarded on February
14, 2010. The effect on the accounts and financial statements is as follows:

Balance Sheet

Assets

Acc. Dep.—

Liabilities Stcokholders’ Equity

Equipment Equip.      

Statement of
Cash Flows 

Income
Statement

Feb. 14. 25,000 25,000 

If an asset has not been fully depreciated, depreciation should be re-
corded before removing the asset from the accounting records. To illustrate,
assume that equipment costing $6,000 with no estimated residual value is
depreciated at a straight-line rate of 10%. On December 31, 2009, the ac-
cumulated depreciation balance, after adjusting entries, is $4,750. On March
24, 2010, the asset is removed from service and discarded. The effect of
recording the depreciation for the three months of 2010 before the asset is
discarded is as follows:

Balance Sheet

Assets Liabilities Stockholders’ Equity

 Equip.      Earnings

Statement of
Cash Flows 

Income
Statement

Mar. 24. 150    150 Mar. 24.

Income Statement
Mar. 24.  Dep. expense 150

 Acc. Dep.—        Retained 

The entry to record the disposal of a fixed
asset removes the cost of the asset and
its accumulated depreciation from the
accounts.

4 The accounting for the exchange of fixed assets is described and illustrated in advanced accounting courses.

Obj 3 Describe the
accounting for the disposal
of fixed assets.
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The effect on the accounts and financial statements of discarding the
equipment is as follows:

Balance Sheet

Assets

   Acc. Dep.—      Retained 
Equipment  Equip.   Earnings

Statement of 
Cash Flows

Mar. 24. 6,000 4,900   1,100 Mar. 24.

Income Statement
Mar. 24. Loss on disposal
    of equip. 1,100

Liabilities Stockholders’ Equity Income
Statement

The loss of �$1,100 is recorded because the balance of the accumulated
depreciation account ($4,900) is less than the balance in the equipment
account ($6,000). Losses on the discarding of fixed assets are nonoperating
items and are normally reported in the Other expense section of the income
statement.

Selling Fixed Assets
The entry to record the sale of a fixed asset is similar to the entries for
discarding an asset. The only difference is that the receipt of cash is also
recorded. If the selling price is more than the book value of the asset, a gain
is recorded. If the selling price is less than the book value, a loss is recorded.

To illustrate, assume that equipment is purchased at a cost of $10,000 with
no estimated residual value and is depreciated at a straight-line rate of 10%.
The equipment is sold for cash on October 12 of the eighth year of its
use. The balance of the accumulated depreciation account as of the preceding
December 31 is $7,000. The effect on the accounts and financial statements of
updating depreciation for the nine months of the current year is as follows:

Balance Sheet

Retained 
   Earnings

Oct. 12. 750 750 Oct. 12.

Income Statement
Oct. 12.  Dep. exp.—equip. 750

Assets Liabilities Stcokholders’ Equity

Acc. Dep.—
Equip. 

Statement of
Cash Flows 

Income
Statement

After the current depreciation is recorded, the book value of the asset is
$2,250 ($10,000 – $7,750). The effect of the sale, assuming three different
selling prices, is as follows:

Sold at book value, for $2,250. No gain or loss.

Balance Sheet

 Cash     

Oct. 12. 2,250 

2,250 

10,000

Statement of Cash Flows
Oct. 12. Investing

Acc. Dep.—

Assets Liabilities Stcokholders’ Equity

Equipment Equip. 

Statement of
Cash Flows 

Income
Statement

7,750
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Sold below book value, for $1,000. Loss of $1,250.

Balance Sheet

     Acc. Dep.—    Retained 
Cash    Earnings

Oct. 12. 1,000 10,000 7,750 1,250 Oct. 12.

Statement of Cash Flows
Oct. 12. Investing 1,000

Income Statement
Oct. 12. Loss on disposal of equip. 1,250

Assets Liabilities Stcokholders’ Equity

Equipment Equip. 

Statement of
Cash Flows 

Income
Statement

Sold above book value, for $2,800. Gain of $550.

Balance Sheet

     Acc. Dep.—    Retained  
Cash  Earnings

Oct. 12. 2,800 055057,7000,01 Oct. 12.

Statement of Cash Flows
Oct. 12. Investing 2,800

Income Statement
Oct. 12. Gain on disposal of equip. 550

Assets Liabilities Stcokholders’ Equity

Equipment Equip. 

Statement of
Cash Flows 

Income
Statement

Natural Resources
The fixed assets of some companies include timber, metal ores, minerals, or
other natural resources. As these resources are harvested or mined and then
sold, a portion of their cost is debited to an expense account. This process of
transferring the cost of natural resources to an expense account is called
depletion.

Depletion is determined as follows:5

Step 1. Determine the depletion rate as:

Depletion Rate ¼ Cost of Resource
Estimated Total Units of Resource

Step 2. Multiply the depletion rate by the quantity extracted from the re-
source during the period.

Depletion Expense = Depletion Rate � Quantity Extracted

To illustrate, assume that Karst Company purchased mining rights as follows:

Cost of mineral deposit $400,000
Estimated total units of resource 1,000,000 tons
Tons mined during year 90,000 tons

5 It is assumed that there is no significant residual value left after all the natural resource is extracted.

Obj 4 Describe the
accounting for depletion
of natural resources.
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The depletion expense of $36,000 for the year is computed, as shown below.

Step 1.

Depletion Rate ¼ Cost of Resource
Estimated Total Units of Resource

¼ $400;000
1;000;000 Tons

¼ $0.40 per Ton

Step 2.

Depletion Expense ¼ $0:40 per Ton � 90;000 Tons ¼ $36;000

The effect of the depletion on the accounts and financial statements is
shown below.

Balance Sheet

  Assets   Liabilities ytiuqE’sredlohkcotS

         Retained 
   Acc. Depletion     Earnings

Statement of 
Cash Flows

Income
Statement

Dec. 31. 36,000    36,000 Dec. 31.

Income Statement
Dec. 31. Depletion exp. 36,000

Like the accumulated depreciation account, Accumulated Depletion is a
contra asset account. It is reported on the balance sheet as a deduction from
the cost of the mineral deposit.

Intangible Assets
Patents, copyrights, trademarks, and goodwill are long-lived assets that are
used in the operations of a business and are not held for sale. These assets
are called intangible assets because they do not exist physically.

The accounting for intangible assets is similar to that for fixed assets. The
major issues are:

1. Determining the initial cost

2. Determining the amortization, which is the amount of cost to transfer to
expense

Amortization results from the passage of time or a decline in the useful-
ness of the intangible asset.

Patents
Manufacturers may acquire exclusive rights to produce and sell goods with
one or more unique features. Such rights are granted by patents, which the
federal government issues to inventors. These rights continue in effect for 20
years. A business may purchase patent rights from others, or it may obtain
patents developed by its own research and development.

The initial cost of a purchased patent, including any legal fees, is recorded
by increasing an asset account. This cost is written off, or amortized, over the

Obj 5 Describe the
accounting for intangible
assets.

Apple, Inc., amortizes in-
tangible assets over 3–10
years.
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years of the patent’s expected useful life. The expected useful life of a patent
may be less than its legal life. For example, a patent may become worthless
due to changing technology or consumer tastes.

Patent amortization is normally computed using the straight-line method.
The amortization is recorded by increasing an amortization expense account
and decreasing the patents account. A separate contra asset account is
usually not used for intangible assets.

To illustrate, assume that at the beginning of its fiscal year, a company
acquires patent rights for $100,000. Although the patent will not expire for
14 years, its remaining useful life is estimated as five years. The effect of the
amortization of the patent at the end of the fiscal year is as follows:

Income
Statement

Balance Sheet

         Retained 
 Patents      Earnings

Statement of 
Cash Flows

Dec. 31. 20,000    20,000 Dec. 31.

Income Statement
Dec. 31. —.pxenoitazitromA

 patents 20,000

Assets Liabilities Stockholders’ Equity

Some companies develop their own patents through research and
development. In such cases, any research and development costs are usually re-
corded as current operating expenses in the period in which they are in-
curred. This accounting for research and development costs is justified on
the basis that any future benefits from research and development are highly
uncertain.

Copyrights and Trademarks
The exclusive right to publish and sell a literary, artistic, or musical compo-
sition is granted by a copyright. Copyrights are issued by the federal gov-
ernment and extend for 70 years beyond the author’s death. The costs of a
copyright include all costs of creating the work plus any other costs of ob-
taining the copyright. A copyright that is purchased is recorded at the price
paid for it. Copyrights are amortized over their estimated useful lives.

A trademark is a name, term, or symbol used to identify a business and its
products. Most businesses identify their trademarks with â in their adver-
tisements and on their products.

Under federal law, businesses can protect their trademarks by registering
them for 10 years and renewing the registration for 10-year periods. Like a
copyright, the legal costs of registering a trademark are recorded as an asset.

If a trademark is purchased from another business, its cost is recorded as
an asset. In such cases, the cost of the trademark is considered to have an
indefinite useful life. Thus, trademarks are not amortized. Instead, trade-
marks are reviewed periodically for impaired value. When a trademark is
impaired, the trademark should be written down and a loss recognized.

Sony Corporation of Amer-
ica amortizes its artist
contracts and music cata-
logs over 16 years and 21
years, respectively.

Cokeâ is one of the world’s
most recognizable trade-
marks. As stated in LIFE,
“Two-thirds of the earth is
covered by water; the rest
is covered by Coke. If the
French are known for wine
and the Germans for beer,
America achieved global
beverage dominance with
fizzy water and caramel
color.”

Fixed Assets and Intangible Assets 257



Goodwill
Goodwill refers to an intangible asset of a business that is created from such
favorable factors as location, product quality, reputation, and managerial
skill. Goodwill allows a business to earn a greater rate of return than normal.

Generally accepted accounting principles (GAAP) allow goodwill to be
recorded only if it is objectively determined by a transaction. An example of
such a transaction is the purchase of a business at a price in excess of the fair
value of its net assets (assets – liabilities). The excess is recorded as goodwill
and reported as an intangible asset.

Unlike patents and copyrights, goodwill is not amortized. However, a loss
should be recorded if the future prospects of the purchased firm become
impaired. This loss would normally be disclosed in the Other expense sec-
tion of the income statement.

To illustrate, assume that on December 31 FaceCard Company has
determined that $250,000 of the goodwill created from the purchase of
Electronic Systems is impaired. The effect on the accounts and financial
statements is as follows:

Statement of 
Cash Flows

Income
Statement

Income Statement
Loss from impaired 

 goodwill 

–250,000

–250,000

–250,000

Balance Sheet

  Assets   Liabilities Stockholders’ Equity

     Retained  
 Goodwill  Earnings

Dec. 31.

Dec. 31. Dec. 31.

Exhibit 7 shows intangible asset disclosures for 600 large firms. Goodwill is
the most often reported intangible asset. This is because goodwill arises from
merger transactions, which are common.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

21st Century Pirates

Pirated software is a major concern of software com-
panies. For example, during a recent global sweep,
Microsoft Corporation seized nearly 5 million units of
counterfeit Microsoft software with an estimated retail
value of $1.7 billion. U.S. copyright laws and practices
are sometimes ignored or disputed in other parts of the
world.

Businesses must honor the copyrights held by
software companies by eliminating pirated software

from corporate computers. The Business Software
Alliance (BSA) represents the largest software com-
panies in campaigns to investigate illegal use of un-
licensed software by businesses. The BSA estimates
software industry losses of nearly $12 billion annually
from software piracy. Employees using pirated soft-
ware on business assets risk bringing legal penalties
to themselves and their employers.

eBay recorded an
impairment of $1.39 billion
in the goodwill created
from its purchase of
SkypeTM.
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Exhibit 8 summarizes the characteristics of intangible assets.

Comparison of Intangible AssetsE X H I B I T 8

Intangible
Asset Description

Amortization
Period

Periodic
Expense

Patent Exclusive right to
benefit from an
innovation

Estimated useful
life not to exceed
legal life

Amortization expense

Copyright Exclusive right to
benefit from a literary,
artistic, or musical
composition

Estimated useful
life not to exceed
legal life

Amortization expense

Trademark Exclusive use of a
name, term, or
symbol

None Impairment loss if fair
value less than carrying
value (impaired)

Goodwill Excess of purchase
price of a business
over the fair value of
its net assets (assets –
liabilities)

None Impairment loss if fair
value less than carrying
value (impaired)

Frequency of Intangible Asset Disclosures for 600 FirmsE X H I B I T 7

Technology 

Customer lists / relationships 

Trademarks, brand names,
copyrights

Goodwill 542

330

320

162

161

114

112

Patents 

Licenses, franchises 

Noncompete covenants

104

65

Contracts, agreements

Other

Source: Accounting Trends & Techniques, 62d ed., American Institute of Certified Public Accountants,
New York, 2008.
Note: Some firms have multiple disclosures.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

When Does Goodwill Become Worthless?

The timing and amount of goodwill write-offs can be
very subjective. Managers and their accountants
should fairly estimate the value of goodwill and record

goodwill impairment when it occurs. It would be un-
ethical to delay a write-down of goodwill when it is
determined that the asset is impaired.
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Financial Reporting for Fixed Assets
and Intangible Assets
In the income statement, depreciation and amortization expense should be
reported separately or disclosed in a note. A description of the methods used
in computing depreciation should also be reported.

In the balance sheet, each class of fixed assets should be disclosed on the
face of the statement or in the notes. The related accumulated depreciation
should also be disclosed, either by class or in total. The fixed assets may be
shown at their book value (cost less accumulated depreciation), which can
also be described as their net amount.

If there are many classes of fixed assets, a single amount may be presented
in the balance sheet, supported by a note with a separate listing. Fixed assets
may be reported under the more descriptive caption of property, plant, and
equipment.

The cost of mineral rights or ore deposits is normally shown as part of the
Fixed assets section of the balance sheet. The related accumulated depletion
should also be disclosed. In some cases, the mineral rights are shown net of
depletion on the face of the balance sheet, accompanied by a note that
discloses the amount of the accumulated depletion.

Intangible assets are usually reported in the balance sheet in a separate
section immediately following fixed assets. The balance of each major class
of intangible assets should be disclosed at an amount net of amortization
taken to date. Exhibit 9 is a partial balance sheet that shows the reporting of
fixed assets and intangible assets.

Fixed Assets and Intangible Assets in the Balance SheetE X H I B I T 9
DISCOVERY MINING CO.

Balance Sheet
December 31, 2010

Assets
Total current assets $ 462,500
Property, plant, and equipment: Cost Accum. Depr. Book Value

Land $ 30,000 — $ 30,000
Buildings 110,000 $ 26,000 84,000
Factory equipment 650,000 192,000 458,000
Office equipment 120,000 13,000 107,000

$ 910,000 $ 231,000 $679,000

Mineral deposits: Cost Accum. Depl. Book Value
Alaska deposit $1,200,000 $ 800,000 $ 400,000
Wyoming deposit 750,000 200,000 550,000

$1,950,000 $ 1,000,000 950,000

Total property, plant, and
equipment

1,629,000

Intangible assets:
Patents $ 75,000
Goodwill 50,000

Total intangible assets 125,000

Obj 6 Describe how
depreciation expense is
reported in an income
statement and prepare a
balance sheet that includes
fixed assets and intangible
assets.
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Key Points

1. Define, classify, and account for the cost of
fixed assets.
Fixed assets are long-term tangible assets that
are owned by the business and are used in the
normal operations of the business. Examples
of fixed assets are equipment, buildings, and
land. The initial cost of a fixed asset includes
all amounts spent to get the asset in place and
ready for use. For example, sales tax, freight,
insurance in transit, and installation costs are
all included in the cost of a fixed asset. Once a
fixed asset has been acquired and placed in
service, revenue and capital expenditures may
be incurred. Expenditures related to the or-
dinary maintenance and repairs of a fixed
asset are revenue expenditures and are re-
corded as an expense of the current period.
Expenditures to improve an asset are capital
expenditures and are recorded as increases to
the fixed asset account. Expenditures to ex-
tend the asset’s useful life are capital ex-
penditures and are recorded as a decrease in
accumulated depreciation.

2. Compute depreciation using the straight-line
and double-declining-balance methods.
In computing depreciation, three factors
need to be considered: (1) the fixed asset’s
initial cost, (2) the useful life of the asset, and
(3) the residual value of the asset.

The straight-line method spreads the initial
cost less the residual value equally over the
useful life. The double-declining-balance
method is applied by multiplying the declin-
ing book value of the asset by twice the
straight-line rate.

3. Describe the accounting for the disposal of
fixed assets.
The recording of disposals of fixed assets will
vary. In all cases, however, any depreciation for
the current period should be recorded, and
the book value of the asset is then removed
from the accounts. Removing the book value
from the accounts decreases the asset’s accu-
mulated depreciation account and the asset
account for the cost of the asset. For assets

How Businesses Make Money

Hub-and-Spoke or Point-to-Point?

Southwest Airlines Co. uses a simple fare structure, featuring low, unrestricted, unlimited, everyday coach fares.
These fares are made possible by Southwest’s use of a point-to-point, rather than a hub-and-spoke, business
approach. United Airlines, Inc., Delta Air Lines, and American Airlines employ a hub-and-spoke approach in
which an airline establishes major hubs that serve as connecting links to other cities. For example, Delta has
established major connecting hubs in Atlanta and Salt Lake City. In contrast, Southwest focuses on point-to-point
service between selected cities with over 400 one-way, nonstop city pairs with an average length of just over 600
miles and average flying time of 1.8 hours. As a result, Southwest minimizes connections, delays, and total trip time.
Southwest also focuses on serving conveniently
located satellite or downtown airports, such as
Dallas Love Field, Houston Hobby, and Chicago
Midway. Because these airports are normally less
congested than hub airports, Southwest is better
able to maintain high employee productivity and
reliable on-time performance. This operating ap-
proach permits the company to achieve high utili-
zation of its fixed assets, such as its 737 aircraft.
For example, aircraft are scheduled to minimize
time spent at the gate, thereby reducing the num-
ber of aircraft and gate facilities that would other-
wise be required. A
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retired from service, a loss may be recorded for
any remaining book value of the asset.

When a fixed asset is sold, the book value is
removed and the cash or other asset received
is also recorded. If the selling price is more
than the book value of the asset, the transac-
tion results in a gain. If the selling price is less
than the book value, there is a loss.

4. Describe the accounting for depletion
of natural resources.
The amount of periodic depletion is com-
puted by multiplying the quantity of minerals
extracted during the period by a depletion
rate. The depletion rate is computed by di-
viding the cost of the mineral deposit by its
estimated size. Recording depletion increases
a depletion expense account and an accumu-
lated depletion account.

5. Describe the accounting for intangible assets.
Long-term assets that are without physical at-
tributes but are used in the business are classi-
fied as intangible assets. Examples of intangible
assets are patents, copyrights, trademarks, and
goodwill. The initial cost of an intangible asset

should be recorded by increasing an asset ac-
count. For patents and copyrights, this cost
should be written off, or amortized, over the
years of the asset’s expected usefulness by in-
creasing an expense account and decreasing
the intangible asset account. Trademarks and
goodwill are not amortized, but are written
down only on impairment.

6. Describe how depreciation expense is
reported in an income statement and prepare a
balance sheet that includes fixed assets and
intangible assets.
The amount of depreciation expense and the
method or methods used in computing de-
preciation should be disclosed in the financial
statements. In addition, each major class of
fixed assets should be disclosed, along with
the related accumulated depreciation. In-
tangible assets are usually presented in the
balance sheet in a separate section im-
mediately following fixed assets. Each major
class of intangible assets should be disclosed
at an amount net of the amortization re-
corded to date.

Key Terms

Accelerated depreciation method A depreciation
method that provides for a higher depreciation
amount in the first year of the asset’s use, fol-
lowed by a gradually declining amount of
depreciation.

Amortization The periodic transfer of the cost of
an intangible asset to expense.

Book value The cost of a fixed asset minus accu-
mulated depreciation on the asset.

Capital expenditures The costs of acquiring
fixed assets, adding a component, or replacing a
component of fixed assets.

Copyright An exclusive right to publish and sell a
literary, artistic, or musical composition.

Depletion The process of transferring the cost of
natural resources to an expense account.

Depreciation The systematic periodic transfer of
the cost of a fixed asset to an expense account
during its expected useful life.

Double-declining-balance method A method of
depreciation that provides periodic depreciation

expense based on the declining book value of a
fixed asset over its estimated life.

Fixed assets Long-lived or relatively permanent
tangible assets that are used in the normal busi-
ness operations; sometimes called plant assets.

Goodwill An intangible asset of a business that is
created from favorable factors such as location,
product quality, reputation, and managerial skill,
as verified from a merger transaction.

Patents Exclusive rights to produce and sell
goods with one or more unique features.

Residual value The estimated value of a fixed
asset at the end of its useful life.

Revenue expenditures Costs that benefit only
the current period or costs incurred for normal
maintenance and repairs of fixed assets.

Straight-line method A method of depreciation
that provides for equal periodic depreciation ex-
pense over the estimated life of a fixed asset.

Trademark A name, term, or symbol used to
identify a business and its products.
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Illustrative Problem

McCollum Company, a furniture wholesaler, acquired new equipment at a cost
of $150,000 at the beginning of the fiscal year. The equipment has an estimated
life of five years and an estimated residual value of $12,000. Ellen McCollum,
the president, has requested information regarding alternative depreciation
methods.

Instructions
Determine the annual depreciation for each of the five years of estimated useful
life of the equipment, the accumulated depreciation at the end of each year, and
the book value of the equipment at the end of each year by (a) the straight-line
method and (b) the double-declining-balance method.

Solution

Year
Depreciation

Expense

Accumulated
Depreciation,
End of Year

Book Value,
End of Year

a. 1 $27,600* $ 27,600 $122,400
2 27,600 55,200 94,800
3 27,600 82,800 67,200
4 27,600 110,400 39,600
5 27,600 138,000 12,000

*$27,600 = ($150,000 – $12,000) � 5

b. 1 $60,000** $ 60,000 $ 90,000
2 36,000 96,000 54,000
3 21,600 117,600 32,400
4 12,960 130,560 19,440
5 7,440*** 138,000 12,000

**$60,000 = $150,000 � 40%
***The asset is not depreciated below the estimated residual value of $12,000.

Self-Examination Questions (Answers appear at the end of chapter)

1. Which of the following expenditures in-
curred in connection with acquiring machin-
ery is a proper addition to the asset account?
A. Freight
B. Installation costs
C. Both A and B
D. Neither A nor B

2. What is the amount of depreciation, using
the double-declining-balance method (twice
the straight-line rate), for the second year of
use for equipment costing $9,000, with an
estimated residual value of $600 and an esti-
mated life of three years?

A. $6,000
B. $3,000
C. $2,000
D. $400

3. An example of an accelerated depreciation
method is:
A. Straight-line
B. Double-declining-balance
C. Units-of-production
D. Depletion balance
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4. Hyde Inc. purchased mineral rights estimated
at 2,500,000 tons near Great Falls, Montana, for
$3,600,000 on August 7, 2010. During the re-
mainder of the year, Hyde mined 175,000 tons
of ore. What is the depletion expense for 2010?
A. $121,528
B. $252,000
C. $1,500,000
D. $3,600,000

5. Which of the following is an example of an
intangible asset?
A. Patents
B. Goodwill
C. Copyrights
D. All of the above

Class Discussion Questions

1. Which of the following qualities are char-
acteristic of fixed assets? (a) tangible, (b)
capable of repeated use in the operations of
the business, (c) held for sale in the normal
course of business, (d) used rarely in the op-
erations of the business, (e) long-lived.

2. Mancini Outfitters Co. has a fleet of auto-
mobiles and trucks for use by salespersons and
for delivery of office supplies and equipment.
East Village Auto Sales Co. has automobiles
and trucks for sale. Under what caption would
the automobiles and trucks be reported on the
balance sheet of (a) Mancini Outfitters Co.,
(b) East Village Auto Sales Co.?

3. Just Animals Co. acquired an adjacent vacant
lot with the hope of selling it in the future at
a gain. The lot is not intended to be used in
Just Animals’ business operations. Where
should such real estate be listed in the bal-
ance sheet?

4. My Mother’s Closet Company solicited bids
from several contractors to construct an ad-
dition to its office building. The lowest bid
received was for $375,000. My Mother’s Clo-
set Company decided to construct the addi-
tion itself at a cost of $298,500. What amount
should be recorded in the building account?

5. Distinguish between the accounting for capi-
tal expenditures and revenue expenditures.

6. Immediately after a used truck is acquired,
a new motor is installed and the tires are re-
placed at a total cost of $3,175. Is this a capi-
tal expenditure or a revenue expenditure?

7. Classify each of the following expenditures as
either a revenue or capital expenditure:

(a) installation of a video messaging system
on a semitrailer, (b) changing oil in a deliv-
ery truck, (c) purchase of a color copier.

8. Are the amounts at which fixed assets are re-
ported in the balance sheet their approx-
imate market values as of the balance sheet
date? Discuss.

9. a. Does the recognition of depreciation in the
accounts provide a special cash fund for
the replacement of fixed assets? Explain.

b. Describe the nature of depreciation as the
term is used in accounting.

10. Pac Vac Company purchased a machine that
has a manufacturer’s suggested life of 15
years. The company plans to use the machine
on a special project that will last 12 years. At
the completion of the project, the machine
will be sold. Over how many years should the
machine be depreciated?

11. Is it necessary for a business to use the same
method of computing depreciation (a) for all
classes of its depreciable assets, (b) in the fi-
nancial statements and in determining in-
come taxes?

12. a. Under what conditions is the use of an
accelerated depreciation method most
appropriate?

b. Why is an accelerated depreciation meth-
od often used for income tax purposes?

c. What is the Modified Accelerated Cost
Recovery System (MACRS), and under
what conditions is it used?

13. For some of the fixed assets of a business, the
balance in Accumulated Depreciation is
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exactly equal to the cost of the asset. (a) Is it
permissible to record additional depreciation
on the assets if they are still useful to the
company? Explain. (b) When should the cost
and the accumulated depreciation be removed
from the accounts?

14. How is depletion determined?

15. a. Over what period of time should the cost
of a patent acquired by purchase be
amortized?

b. In general, what is the required account-
ing treatment for research and develop-
ment costs?

c. How should goodwill be amortized?

Exercises

Catherine Simpkins owns and operates Speedy Print Co. During February,
Speedy Print Co. incurred the following costs in acquiring two printing
presses. One printing press was new, and the other was used by a business
that recently filed for bankruptcy.

Costs related to new printing press:

1. Sales tax on purchase price
2. Freight
3. Special foundation
4. Insurance while in transit
5. New parts to replace those damaged in unloading
6. Fee paid to factory representative for installation

Costs related to used printing press:

7. Fees paid to attorney to review purchase agreement
8. Freight
9. Installation

10. Repair of vandalism during installation
11. Replacement of worn-out parts
12. Repair of damage incurred in reconditioning the press

a. Indicate which costs incurred in acquiring the new printing press
should be recorded as an increase to the asset account.

b. Indicate which costs incurred in acquiring the used printing press
should be recorded as an increase to the asset account.

Bridger Ski Co. has developed a tract of land into a ski resort. The company
has cut the trees, cleared and graded the land and hills, and constructed ski
lifts. (a) Should the tree cutting, land clearing, and grading costs of con-
structing the ski slopes be recorded as an increase in the land account? (b) If
such costs are recorded as an increase in Land, should they be depreciated?

Fastball Delivery Company acquired an adjacent lot to construct a new
warehouse, paying $30,000 and giving a short-term note for $270,000. Legal
fees paid were $1,425, delinquent taxes assumed were $12,000, and fees paid
to remove an old building from the land were $18,500. Materials salvaged
from the demolition of the building were sold for $4,500. A contractor was
paid $910,000 to construct a new warehouse. Determine the cost of the land
to be reported on the balance sheet.

E7-1
Costs of acquiring fixed assets

Obj 1

E7-2
Determine cost of land

Obj 1

E7-3
Determine cost of land

Obj 1

✓ $327,425
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Connect Lines Co. incurred the following costs related to trucks and vans used in
operating its delivery service:

1. Replaced a truck’s suspension system with a new suspension system that al-
lows for the delivery of heavier loads.

2. Installed a hydraulic lift to a van.
3. Repaired a flat tire on one of the vans.
4. Overhauled the engine on one of the trucks purchased three years ago.
5. Removed a two-way radio from one of the trucks and installed a new radio

with a greater range of communication.
6. Rebuilt the transmission on one of the vans that had been driven 40,000

miles. The van was no longer under warranty.
7. Changed the radiator fluid on a truck that had been in service for the past

four years.
8. Tinted the back and side windows of one of the vans to discourage theft of

contents.
9. Changed the oil and greased the joints of all the trucks and vans.

10. Installed security systems on four of the newer trucks.

Classify each of the costs as a capital expenditure or a revenue expenditure.

Jaime Baldwin owns and operates Love Transport Co. During the past year,
Jaime incurred the following costs related to an 18-wheel truck:

1. Changed engine oil.
2. Installed a wind deflector on top of the cab to increase fuel mileage.
3. Replaced fog and cab light bulbs.
4. Modified the factory-installed turbo charger with a special-order kit designed

to add 50 more horsepower to the engine performance.
5. Replaced a headlight that had burned out.
6. Removed the old CB radio and replaced it with a newer model with a greater

range.
7. Replaced the old radar detector with a newer model that detects additional

frequencies now used by many of the state patrol radar guns. The detector is
wired directly into the cab, so that it is partially hidden. In addition, Jaime
fastened the detector to the truck with a locking device that prevents its
removal.

8. Replaced the hydraulic brake system that had begun to fail during his latest
trip through the Rocky Mountains.

9. Installed a television in the sleeping compartment of the truck.
10. Replaced a shock absorber that had worn out.

Classify each of the costs as a capital expenditure or a revenue expenditure.

Legacy Ironworks Co. reported $3,175,000 for equipment and $2,683,000 for
accumulated depreciation—equipment on its balance sheet.

Does this mean (a) that the replacement cost of the equipment is $3,175,000
and (b) that $2,683,000 is set aside in a special fund for the replacement of the
equipment? Explain.

Convert each of the following estimates of useful life to a straight-line depre-
ciation rate, stated as a percentage, assuming that the residual value of the fixed
asset is to be ignored: (a) 2 years, (b) 8 years, (c) 10 years, (d) 20 years, (e) 25
years, (f) 40 years, (g) 50 years.

E7-4
Capital and revenue
expenditures

Obj 1

E7-5
Capital and revenue
expenditures

Obj 1

E7-6
Nature of depreciation

Obj 2

E7-7
Straight-line depreciation rates

Obj 2

✓ c. 10%
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A refrigerator used by a meat processor has a cost of $93,750, an estimated re-
sidual value of $10,000, and an estimated useful life of 25 years. What is the
amount of the annual depreciation computed by the straight-line method?

A Kubota tractor acquired on January 9 at a cost of $75,000 has an estimated
useful life of 20 years. Assuming that it will have no residual value, determine the
depreciation for each of the first two years (a) by the straight-line method and
(b) by the double-declining-balance method.

A storage tank acquired at the beginning of the fiscal year at a cost of $172,000
has an estimated residual value of $20,000 and an estimated useful life of eight
years. Determine the following: (a) the amount of annual depreciation by the
straight-line method and (b) the amount of depreciation for the first and second
year computed by the double-declining-balance method.

Sandblasting equipment acquired at a cost of $85,000 has an estimated residual
value of $5,000 and an estimated useful life of 10 years. It was placed in service
on October 1 of the current fiscal year, which ends on December 31. Determine
the depreciation for the current fiscal year and for the following fiscal year by
(a) the straight-line method and (b) the double-declining-balance method.

The following data were taken from recent annual reports of Interstate Bakeries
Corporation (IBC). Interstate Bakeries produces, distributes, and sells fresh ba-
kery products nationwide through supermarkets, convenience stores, and its 67
bakeries and 1,500 thrift stores.

May 31, 2008 June 2, 2007

Land and buildings $359,133,000 $ 390,147,000
Machinery and equipment 820,484,000 865,398,000
Accumulated depreciation 715,162,000 713,820,000

a. Compute the book value of the fixed assets for 2008 and 2007 and explain the
differences, if any.

b. Would you normally expect the book value of fixed assets to increase or de-
crease during the year?

Equipment acquired on January 3, 2007, at a cost of $504,000, has an estimated
useful life of 12 years, has an estimated residual value of $42,000, and is depre-
ciated by the straight-line method.

a. What was the book value of the equipment at December 31, 2010, the end of
the year?

b. Assuming that the equipment was sold on April 1, 2010, for $315,000, illus-
trate the effects on the accounts and financial statements of (1) depreciation
for the three months until the sale date, and (2) the sale of the equipment.

Equipment acquired on January 3, 2007, at a cost of $265,500, has an estimated
useful life of eight years and an estimated residual value of $31,500.

E7-8
Straight-line depreciation

Obj 2

✓ $3,350

E7-9
Depreciation by two methods

Obj 2

✓ a. $3,750

E7-10
Depreciation by two methods

Obj 2

✓ a. $19,000

E7-11
Partial-year depreciation

Obj 2

✓ a. First year, $2,000

E7-12
Book value of fixed assets

Obj 2

E7-13
Sale of asset

Obj 3

✓ a. $350,000

E7-14
Disposal of fixed asset

Obj 3
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a. What was the annual amount of depreciation for the years 2007, 2008, and
2009, using the straight-line method of depreciation?

b. What was the book value of the equipment on January 1, 2010?
c. Assuming that the equipment was sold on January 4, 2010, for $168,500,

illustrate the effects on the accounts and financial statements of the sale.
d. Assuming that the equipment was sold on January 4, 2010, for $180,000

instead of $168,500, illustrate the effects on the accounts and financial state-
ments of the sale.

Cikan Mining Co. acquired mineral rights for $16,200,000. The mineral deposit
is estimated at 90,000,000 tons. During the current year, 13,750,000 tons were
mined and sold.

a. Determine the amount of depletion expense for the current year.
b. Illustrate the effects on the accounts and financial statements of the depletion

expense.

Isolution Company acquired patent rights on January 4, 2007, for $750,000. The
patent has a useful life equal to its legal life of 15 years. On January 7, 2010,
Isolution successfully defended the patent in a lawsuit at a cost of $90,000.

a. Determine the patent amortization expense for the current year ended
December 31, 2010.

b. Illustrate the effects on the accounts and financial statements to recognize the
amortization.

On January 1, 2007, Hoffman Financial, Inc., purchased the assets of AMG
Insurance Co. for $100,000,000, a price reflecting a $25,000,000 goodwill
premium. On December 31, 2010, Hoffman determined that the goodwill from
the AMG acquisition was impaired and had a value of only $6,000,000.

a. Determine the book value of the goodwill on December 31, 2010, prior to
making the impairment adjustment.

b. Illustrate the effects on the accounts and financial statements of the
December 31, 2010, adjustment for the goodwill impairment.

Apple, Inc., designs, manufactures, and markets personal computers and related
software. Apple also manufactures and distributes music players (iPodTM) along
with related accessories and services, including the online distribution of third-
party music. The following information was taken from a recent annual report of
Apple:

Property, Plant, and Equipment (in millions):
Current Year Preceding Year

Land and buildings $626 $361
Machinery, equipment, and internal-use software 595 470
Office furniture and equipment 94 81
Other fixed assets related to leases 760 569
Accumulated depreciation and amortization 794 664

a. Compute the book value of the fixed assets for the current year and the pre-
ceding year and explain the differences, if any.

E7-15
Recording depletion

Obj 4

✓ a. $2,475,000

E7-16
Recording amortization

Obj 5

✓ a. $57,500

E7-17
Goodwill impairment

Obj 5

E7-18
Book value of fixed assets

Obj 6
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b. Would you normally expect the book value of fixed assets to increase or de-
crease during the year?

List the errors you find in the following partial balance sheet:

HOBART COMPANY
Balance Sheet

December 31, 2010

Assets*

Total current assets $ 350,000
Replacement

Cost
Accumulated
Depreciation

Book
Value

Property, plant, and equipment:
Land $ 60,000 $ 12,000 $ 48,000
Buildings 156,000 45,600 110,400
Factory equipment 330,000 175,200 154,800
Office equipment 72,000 48,000 24,000
Patents 48,000 — 48,000
Goodwill 27,000 3,000 24,000

Total property plant,
and equipment $693,000 $283,800 409,200

Problems

The following payments and receipts are related to land, land improvements,
and buildings acquired for use in a wholesale apparel business. The receipts are
identified by an asterisk.

a. Finder’s fee paid to real estate agency .................................... …………………… $ 4,000
b. Cost of real estate acquired as a plant site: Land ........................... ……………. 375,000

Building ......................... …………. 25,000
c. Fee paid to attorney for title search ..................................... …………………….. 2,500
d. Delinquent real estate taxes on property, assumed by purchaser ..................… 31,750
e. Architect’s and engineer’s fees for plans and supervision ........................……… 36,000
f. Cost of removing building purchased with land in (b) .......................... ……….. 10,000
g. Proceeds from sale of salvage materials from old building ......................…….. 3,000*
h. Cost of filling and grading land .................................. ...... ……………………….. 15,200
i. Premium on one-year insurance policy during construction ......................……. 5,400
j. Money borrowed to pay building contractor ................................ ………………. 600,000*
k. Special assessment paid to city for extension of water main to the property ….. 9,000
l. Cost of repairing windstorm damage during construction........................... …… 3,000
m. Cost of repairing vandalism damage during construction .....................……… 1,800
n. Cost of trees and shrubbery planted ..................................... ……………………. 12,000
o. Cost of paving parking lot to be used by customers .......................... …………. 14,500
p. Interest incurred on building loan during construction ........................ ……….. 33,000
q. Proceeds from insurance company for windstorm and vandalism damage ....… 4,500*
r. Payment to building contractor for new building ............................. …………… 700,000
s. Refund of premium on insurance policy (j) canceled after 10 months .........…. 450*

E7-19
Balance sheet presentation

Obj 6

P7-1
Allocate payments and
receipts to fixed asset
accounts

Obj 1
S P R E A D S H E E T

✓ Land, $469,450
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Instructions
1. Assign each payment and receipt to Land (unlimited life), Land Improve-

ments (limited life), Building, or Other Accounts. Indicate receipts by an
asterisk. Identify each item by letter and list the amounts in columnar form, as
follows:

Item Land
Land

Improvements Building
Other

Accounts

2. Determine the increases to Land, Land Improvements, and Building.
3. The costs assigned to the land, which is used as a plant site, will not be depre-

ciated, while the costs assigned to land improvements will be depreciated.
Explain this seemingly contradictory application of the concept of depreciation.

Newbirth Coatings Company purchased waterproofing equipment on January 2,
2009, for $380,000. The equipment was expected to have a useful life of four
years, and a residual value of $36,000.

Instructions
Determine the amount of depreciation expense for the years ended December
31, 2009, 2010, 2011, and 2012, by (a) the straight-line method and (b) the
double-declining-balance method. Also determine the total depreciation ex-
pense for the four years by each method. The following columnar headings
are suggested for recording the depreciation expense amounts:

Depreciation Expense

Year
Straight-Line

Method
Double-Declining-Balance

Method

Razor Sharp Company purchased tool sharpening equipment on July 1, 2008,
for $48,600. The equipment was expected to have a useful life of three years, and
a residual value of $3,000.

Instructions
Determine the amount of depreciation expense for the years ended December
31, 2008, 2009, 2010, and 2011, by (a) the straight-line method and (b) the
double-declining-balance method.

New tire retreading equipment, acquired at a cost of $144,000 at the beginning
of a fiscal year, has an estimated useful life of four years and an estimated
residual value of $10,800. The manager requested information regarding the
effect of alternative methods on the amount of depreciation expense each year.
On the basis of the data presented to the manager, the double-declining-balance
method was selected.

In the first week of the fourth year, the equipment was sold for $19,750.

P7-2
Compare three depreciation
methods

Obj 2
S P R E A D S H E E T

✓ a. 2009: straight-line
depreciation, $86,000

P7-3
Depreciation by two
methods; partial years

Obj 2
S P R E A D S H E E T

✓ a. 2008, $7,600

P7-4
Depreciation by two methods;
sale of fixed asset

Objs 2, 3
S P R E A D S H E E T

✓ 1. b. Year 1, $72,000
depreciation expense
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Instructions
1. Determine the annual depreciation expense for each of the estimated four

years of use, the accumulated depreciation at the end of each year, and the
book value of the equipment at the end of each year by (a) the straight-line
method and (b) the double-declining-balance method. The following co-
lumnar headings are suggested for each schedule:

Year
Depreciation

Expense

Accumulated
Depreciation,
End of Year

Book Value,
End of Year

2. Illustrate the effects on the accounts and financial statements of the sale.
3. Illustrate the effects on the accounts and financial statements of the sale,

assuming a sale price of $14,900 instead of $19,750.

Data related to the acquisition of timber rights and intangible assets during the
current year ended December 31 are as follows:

a. On December 31, the company determined that $20,000,000 of goodwill was
impaired.

b. Governmental and legal costs of $675,000 were incurred on June 30 in ob-
taining a patent with an estimated economic life of 10 years. Amortization is
to be for one-half year.

c. Timber rights on a tract of land were purchased for $1,665,000 on February
16. The stand of timber is estimated at 9,000,000 board feet. During the cur-
rent year, 2,400,000 board feet of timber were cut and sold.

Instructions
1. Determine the amount of the amortization, depletion, or impairment for the

current year for each of the foregoing items.

2. Illustrate the effects on the accounts and financial statements of the adjust-
ments for each item.

Activities

Esteban Appleby, CPA, is an assistant to the controller of Summerfield Con-
sulting Co. In his spare time, Esteban also prepares tax returns and performs
general accounting services for clients. Frequently, Esteban performs these
services after his normal working hours, using Summerfield Consulting Co.’s
computers and laser printers. Occasionally, Esteban’s clients will call him at the
office during regular working hours.

Discuss whether Esteban is performing in a professional manner.

The following is an excerpt from a conversation between two employees of
Quantum Technologies, Pat Gapp and Faye Dalby. Pat is the accounts payable
clerk, and Faye is the cashier.

P7-5
Amortization and depletion
entries

Objs 4, 5

✓ 1. b. $33,750

A7-1
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Pat: Faye, could I get your opinion on something?

Faye: Sure, Pat.

Pat: Do you know Julie, the fixed assets clerk?

Faye: I know who she is, but I don’t know her real well. Why?

Pat: Well, I was talking to her at lunch last Monday about how she liked her job,
etc. You know, the usual … and she mentioned something about having to keep
two sets of books … one for taxes and one for the financial statements. That
can’t be good accounting, can it? What do you think?

Faye: Two sets of books? It doesn’t sound right.

Pat: It doesn’t seem right to me either. I was always taught that you had to use
generally accepted accounting principles. How can there be two sets of books?
What can be the difference between the two?

How would you respond to Faye and Pat if you were Julie?

Lonesome Dove Construction Co. specializes in building replicas of historic
houses. Mike Jahn, president of Lonesome Dove Construction, is considering
the purchase of various items of equipment on July 1, 2008, for $200,000.
The equipment would have a useful life of five years and no residual value. In the
past, all equipment has been leased. For tax purposes, Mike is considering de-
preciating the equipment by the straight-line method. He discussed the matter
with his CPA and learned that, although the straight-line method could be
elected, it was to his advantage to use the Modified Accelerated Cost Recovery
System (MACRS) for tax purposes. He asked for your advice as to which method
to use for tax purposes.

1. Compute depreciation for each of the years (2008, 2009, 2010, 2011, 2012,
and 2013) of useful life by (a) the straight-line method and (b) MACRS. In
using the straight-line method, one-half year’s depreciation should be com-
puted for 2008 and 2013. Use the MACRS rates presented in the chapter.

2. Assuming that income before depreciation and income tax is estimated to be
$500,000 uniformly per year and that the income tax rate is 40%, compute
the net income for each of the years 2008, 2009, 2010, 2011, 2012, and 2013,
if (a) the straight-line method is used and (b) MACRS is used.

3. What factors would you present for Mike’s consideration in the selection of a
depreciation method?

You are planning to acquire a delivery truck for use in your business for five
years. In groups of three or four, explore a local dealer’s purchase and leasing
options for the truck. Summarize the costs of purchasing versus leasing, and list
other factors that might help you decide whether to buy or lease the truck.

Go to the Internet and review the procedures for applying for a patent, a copy-
right, and a trademark. One Internet site that is useful for this purpose is
www.idresearch.com, which is linked from the text’s Web site at www.cengage
.com/accounting/warren. Prepare a written summary of these procedures.

A7-3
Effect of depreciation
on net income

A7-4
Shopping for a delivery
truck
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A7-5
Applying for patents,
copyrights, and trademarks
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272 Chapter 7

www.idresearch.com
www.cengage.com/accounting/warren
www.cengage.com/accounting/warren


The following is an excerpt from a conversation between the chief executive
officer, Harry Balmer, and the chief financial officer, Connie Kenner, of BKX
Group Inc.:

Harry (CEO): Connie, as you know, the auditors are coming in to audit our year-
end financial statements pretty soon. Do you see any problems on the horizon?

Connie (CFO): Well, you know about our “famous” Robert Company acquisition
of a couple of years ago. We booked $5,000,000 of goodwill from that acquisi-
tion, and the accounting rules require us to recognize any impairment of
goodwill.

Harry (CEO): Uh-oh.

Connie (CFO): Yeah right. We had to shut the old Robert Company operations
down this year because those products were no longer selling. Thus, our auditor
is going to insist that we write off the $5,000,000 of goodwill to reflect the im-
paired value.

Harry (CEO): We can’t have that—at least not this year! Do everything you can to
push back on this one. We just can’t take that kind of a hit this year. The most we
could stand is $3,000,000. Connie, keep the write-off to $3,000,000 and promise
anything in the future. Then we’ll deal with that when we get there.

How should Connie respond to the CEO?

Answers to Self-Examination Questions

1. C All amounts spent to get a fixed asset (such
as machinery) in place and ready for use
are proper additions to the asset account.
In the case of machinery acquired, the
freight (answer A) and the installation
costs (answer B) are both (answer C)
proper charges to the machinery account.

2. C The periodic charge for depreciation
under the double-declining-balance
method for the second year is determined
by first computing the depreciation charge
for the first year. The depreciation for the
first year of $6,000 (answer A) is computed
by multiplying the cost of the equipment,
$9,000, by 2/3 (the straight-line rate of 1/3

multiplied by 2). The depreciation for the
second year of $2,000 (answer C) is then
determined by multiplying the book value
at the end of the first year, $3,000 (the cost
of $9,000 minus the first-year depreciation
of $6,000), by 2/3. The third year’s
depreciation is $400 (answer D). It is
determined by multiplying the book value
at the end of the second year, $1,000, by 2/3,
thus yielding $667. However, the
equipment cannot be depreciated below

its residual value of $600; thus, the third-
year depreciation is $400 ($1,000 – $600).

3. B A depreciation method that provides for a
higher depreciation amount in the first
year of the use of an asset and a gradually
declining periodic amount thereafter is
called an accelerated depreciation
method. The double-declining-balance
method (answer B) is an example of such a
method.

4. B $252,000. The depletion expense is
determined by first computing a depletion
rate. For Hyde Inc. the depletion rate is
$1.44 per ton ($3,600,000/2,500,000
tons). The depletion rate of $1.44 per ton
is then multiplied by the number of tons
mined during the year, or 175,000 tons, to
determine the depletion expense of
$252,000 (175,000 tons � $1.44).

5. D Long-lived assets that are useful in
operations, not held for sale, and without
physical qualities are called intangible
assets. Patents, goodwill, and copyrights
are examples of intangible assets
(answer D).

A7-6
Ethics and professional
conduct in business
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Liabilities and
Stockholders’ Equity 8

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Describe how businesses finance their
operations.

Obj 2 Describe and illustrate current liabilities,
notes payable, taxes, contingencies, and

payroll.

Obj 3 Describe and illustrate the financing
of operations through issuance of

bonds.

Obj 4 Describe and illustrate the financing
of operations through issuance of

stock.

Obj 5 Describe and illustrate the accounting for
cash and stock dividends.

Obj 6 Describe the effects of stock splits on the
financial statements.

Obj 7 Describe financial statement reporting of
liabilities and stockholders’ equity.

Obj 8 Analyze the impact of debt or equity
financing on earnings per share.

B anks and other financial institutions provide
loans or credit to buyers for purchases of var-
ious items. Using credit to purchase items is
probably as old as commerce itself. In fact, the

Babylonians were lending money to support trade as
early as 1300 B.C. The use of credit provides individuals
convenience and buying power. Credit cards provide in-
dividuals convenience over writing checks and make
purchasing over the Internet easier. Credit cards also
provide individuals control over cash by providing doc-
umentation of their purchases through receipt of monthly
credit card statements and by allowing them to avoid
carrying large amounts of cash and to purchase items
before they are paid.

Short-term credit is also used by businesses to provide
convenience in purchasing items for manufacture or re-
sale. More importantly, short-term credit gives a business
control over the payment for goods and services. For ex-
ample, Panera Bread, a chain of bakery-cafés located
throughout the United States, uses short-term trade
credit, or accounts payable, to purchase ingredients for
making bread products in its bakeries. Short-term trade
credit gives Panera control over cash payments by
separating the purchase function from the payment
function. Thus, the employee responsible for purchasing
the bakery ingredients is separated from the employee
responsible for paying for the purchase. This separation of
duties can help prevent unauthorized purchases or
payments.

In addition to accounts payable, a business like Panera
Bread can also have current liabilities related to payroll,
payroll taxes, short-term notes, and contingencies. Each
of these types of current liabilities is described and
illustrated in this chapter.

Panera Bread also uses long-term debt and stock to
finance its operations and to raise funds for future
expansion of its business. In this chapter, the use of bond
and stock financing is described and illustrated.



Financing Operations
A company may finance its operations through debt, equity, or both. Debt
financing includes all liabilities of the company. For example, most compa-
nies have accounts payable due to vendors and other suppliers. In effect,
these vendors and suppliers are helping finance the company. A company
may also issue notes or bonds to finance its operations. In contrast to ac-
counts payable, notes and bonds normally require the periodic payment of
interest.

Some equity financing is used by all companies. A proprietorship or
partnership obtains equity financing from investments by its owner(s). A
corporation obtains equity financing by issuing stock.

The preceding chapters focused primarily on the income statement and
the asset side of the balance sheet. This chapter focuses on the right side of
the accounting equation: the liabilities and stockholders’ equity. The next
section focuses on current liabilities, notes payable, taxes, contingencies,
and payroll. This is followed by a discussion of bond and stock financing.

Liabilities
Liabilities are debts owed to others. Liabilities that are to be paid out
of current assets and are due within a short time are reported as current
liabilities on the balance sheet. Liabilities due beyond one year are classified
as long-term liabilities. In addition, in some cases a company incurs a lia-
bility, called a contingent liability, if certain events occur in the future.

Current Liabilities
Most current liabilities arise from two basic transactions:

1. Receiving goods or services prior to making payment

2. Receiving payment prior to delivering goods or services

An example of the first type of transaction is an account payable arising
from a purchase of merchandise for resale. An example of the second type of
transaction is unearned rent arising from the receipt of rent in advance.

Earlier chapters described and illustrated the accounting for accounts
payable and unearned liabilities transactions. The remainder of this section
focuses on notes payable, tax liabilities, contingencies, and payroll liabilities.

Notes Payable
Notes payable are often issued to:

1. satisfy an account payable

2. purchase merchandise or other assets

The issuer of the note is called the borrower while the party receiving the
note is called the lender. The lender accounts for the note as a note re-
ceivable, which was described and illustrated in Chapter 6.1

1 The effect on the accounts and financial statements by a lender who accepts a note is exactly opposite that for
the issuer of the note.

Obj 1 Describe how
businesses finance their
operations.

Obj 2 Describe and
illustrate current liabilities,
notes payable, taxes,
contingencies, and payroll.
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To illustrate the effects on the accounts and financial statements of issu-
ing a note, assume the following:

Face value of note: $1,000
Interest rate: 12%
Date of note: August 1, 2010
Term of note: 90 days
Due date of note: October 30

The effect on the accounts and financial statements of issuing and paying
the note is as follows.

Issuing a 90-day, 12% note on account on August 1.

Statement of 
Cash Flows

Income
Statement

Aug. 1. 000,1000,1

Balance Sheet

stessA  Liabilities  Stockholders’ Equity

Accounts
Payable Payable

Notes

Paying of note on October 30.

Statement of 
Cash Flows

Income
Statement

Oct. 30. 1,030  1,000  30 Oct. 30.

Statement of Cash Flows
Oct. 30. Operating 1,030

Income Statement
Oct. 30. Interest expense 30

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

     Notes    Retained 
 Cash    Payable    Earnings

The interest expense is reported in the Other expense section of the in-
come statement for the year ended December 31, 2010. If the accounting
period ends before the maturity date of the note, interest expense to the end
of the period is recorded by an adjustment.

Income Taxes
Under the United States tax code, corporations must pay federal income
taxes.2 Most corporations normally pay estimated federal income taxes in
four installments throughout the year.

To illustrate, assume that a corporation, with a calendar-year accounting
period, estimates its income tax expense for the year as $84,000. The effect
on the accounts and the financial statements of the first of the four esti-
mated tax payments of $21,000 (¼ of $84,000) is as follows:

2 A corporation may also be required to pay state and local income taxes. To simplify, the discussion in this
chapter is limited to federal income taxes. However, the basic concepts also apply to other income taxes.
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April 5

Statement of 
Cash Flows

Income
Statement

April 5. 21,000    21,000 April 5.

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

         Retained 
 Cash      Earnings

Income Statement
April 5.April 5.  Income tax exp. 21,000

Statement of Cash Flows
 Operating 21,000

At year-end, the actual taxable income and related tax are determined. If
additional taxes are owed, the additional liability is recorded. If the total
estimated tax payments are more than the tax liability, the overpayment is
recorded as an increase in Income Tax Receivable and a decrease in Income
Tax Expense.

The taxable income of a corporation is determined according to the tax
laws. Since tax laws differ from generally accepted accounting principles, the
income before taxes reported on the income statement is usually different
from taxable income as shown in Exhibit 1.

The tax implication of a difference may need to be allocated between
financial statement periods. The difference may be created because items
are recognized in one period for tax purposes and in another period for
income statement purposes. Such differences, called temporary differences,
reverse or turn around in later years. For example, such differences may be
caused by a company using MACRS (Modified Accelerated Cost Recovery
System) depreciation for tax purposes and the straight-line method for fi-
nancial reporting purposes.

Since temporary differences reverse in later years, they do not change or
reduce the total amount of taxable income over the life of a business. For
example, MACRS recognizes more depreciation in the early years but less
depreciation in the later years. However, the total depreciation expense is
the same for MACRS and the straight-line method over the life of the asset.

Temporary differences do not change the total amount of taxes paid. Only
the timing of when taxes are to be paid is affected. Companies normally use tax
planning to delay or defer the payment of taxes to later years. As a result, at the
end of each year, most corporations will have two tax liabilities as follows:

1. Current income tax liability, which is due on the current year’s taxable
income

2. Postponed or deferred tax liability, which is due in the future when the
temporary differences reverse

Taxable Income and Income Before TaxesE X H I B I T 1

Tax Laws

Revenues
Expenses
Taxable Income

Generally Accepted Accounting Principles

 Revenues
 Expenses
 Income Before Income Taxes

Difference
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To illustrate, assume the following data for the first year of a corporation’s
operations:

Income before income taxes (income statement) $300,000
Less temporary differences 200,000
Taxable income (tax return) $100,000

Income tax rate 40%

Based on the preceding data, the income tax expense reported on the
income statement is $120,000 ($300,000 � 40%). However, the current in-
come tax liability (income tax due for the year) reported on the corporate
tax return is only $40,000 ($100,000 � 40%). The $80,000 ($120,000 �
$40,000) difference is the deferred tax liability that will be paid in future
years as shown below.

Income tax expense based on $300,000 reported income at 40% $120,000
Income tax payable based on $100,000 taxable income at 40% 40,000
Income tax deferred to future years $ 80,000

On the income statement, income tax expense of $120,000 ($300,000 �
40%) is reported. This is done so that the current year’s expenses (including
income tax) are properly matched against the current year’s revenue. Of this
amount, $40,000 is currently due and $80,000 will be due in (deferred to)
future years.

The effect on the accounts and financial statements of recording the
preceding tax expense is as follows:

Statement of 
Cash Flows

Income
Statement

40,000 80,000 120,000 

Income Statement
Income tax exp. 120,000

Balance Sheet

stessA  Liabilities  Stockholders’ Equity

deniateRemocnIderrefeDxaTemocnI
 Pay.  Tax Pay.    Earnings

The balance of deferred income tax payable is reported as a liability. The
amount due within one year is reported as a current liability and the re-
mainder is reported as a long-term liability.3

Differences between taxable income and income (before taxes) reported
on the income statement may also arise because some revenues are exempt
from tax or some expenses are not deductible. Such differences, called
permanent differences, create no special financial reporting issues. This is
because the amount of income tax determined according to the tax laws is
the same amount reported on the income statement.

3 In some cases, a deferred tax asset can arise for tax benefits to be received in the future. Such items as well as
additional disclosures for deferred taxes are discussed in advanced accounting texts.
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Contingent Liabilities
Some liabilities may arise from past transactions if certain events occur in the
future. These potential liabilities are called contingent liabilities.

As shown in Exhibit 2, the accounting for contingent liabilities depends
on the following two factors:

1. Likelihood of occurring: Probable, reasonably possible, or remote

2. Measurement: Estimable or not estimable

Probable and Estimable
If a contingent liability is probable and the amount of the liability can be
reasonably estimated, it is recorded and disclosed. The liability is recorded
by increasing an expense and a liability.

To illustrate, assume that during June a company sold a product for
$60,000 that includes a 36-month warranty for repairs. The average cost of
repairs over the warranty period is 5% of the sales price.

Warranty expense of $3,000 ($60,000 � 55) is recorded by increasing
Warranty Expense and increasing Product Warranty Payable. In doing so,
the warranty expense is recorded in the same period in which the related
product sale is recorded. In other words, the warranty expense is matched
with the related revenue (sales). When a defective product is repaired, the
repair costs are recorded by decreasing Product Warranty Payable and de-
creasing Cash, Supplies, or other appropriate accounts.

Probable and Not Estimable
A contingent liability may be probable, but cannot be estimated. In this case,
the contingent liability is disclosed in the notes to the financial statements.
For example, a company may have accidentally polluted a local river by
dumping waste products. At the end of the period, the cost of the cleanup
and any fines may not be able to be estimated.

Accounting Treatment of Contingent LiabilitiesE X H I B I T 2

Likelihood
of Occurring Measurement

Accounting
Treatment

Disclose Liability

Disclose Liability

Record and
Disclose Expense

and Liability

Not Estimable

Estimable

Reasonably
Possible

Remote

Probable

Contingency

None

The estimated costs of
warranty work on new car
sales are a contingent
liability for Ford Motor
Company.
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Reasonably Possible
A contingent liability may be only possible. For example, a company may
have lost a lawsuit for infringing on another company’s patent rights. How-
ever, the verdict is under appeal and the company’s lawyers feel that the
verdict will be reversed or significantly reduced. In this case, the contingent
liability is disclosed in the notes to the financial statements.

Remote
A contingent liability may be remote. For example, a ski resort may be sued
for injuries incurred by skiers. In most cases, the courts have found that a
skier accepts the risk of injury when participating in the activity. Thus, unless
the ski resort is grossly negligent, the resort will not incur a liability for ski
injuries. In such cases, no disclosure needs to be made in the notes to the
financial statements.

Disclosure of Contingent Liabilities
Common examples of contingent liabilities disclosed in notes to the
financial statements are litigation, environmental matters, guarantees, and
contingencies from the sale of receivables.

An example of a contingent liability disclosure from a recent annual
report of Google Inc. is shown below.

—Certain entities have also filed copyright claims against us, alleging that certain
of our products, including Google Web Search, Google News, Google Image
Search, and Google Book Search, infringe their rights. Adverse results in these
lawsuits may include awards of damages and may also result in, or even compel,
a change in our business practices, which could result in a loss of revenue for us
or otherwise harm our business.
—Although the results of litigation and claims cannot be predicted with certainty,
we believe that the final outcome of the matters discussed above will not have a
material adverse effect on our business….

Professional judgment is necessary in distinguishing among classes of
contingent liabilities. This is especially the case when distinguishing between
probable and reasonably possible contingent liabilities.

Payroll
The term payroll refers to the amount paid to employees for the services
they provide during a period. Payroll can include either salaries or wages or
both. Salary refers to payment for managerial, administrative, or similar

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Today’s Mistakes Can Be Tomorrow’s Liability

Environmental and public health claims are quickly
growing into some of the largest contingent liabilities
facing companies. For example, tobacco, asbestos,
and environmental cleanup claims have reached

billions of dollars and have led to a number of corpo-
rate bankruptcies. Managers must be careful that
today’s decisions do not become tomorrow’s
nightmare.
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services. The rate of salary is normally expressed in terms of a month or a
year. Wages refers to payment for manual labor, both skilled and unskilled.
The rate of wages is normally stated on an hourly or weekly basis.

The total earnings of an employee for a payroll period, including
bonuses and overtime pay, is called gross pay. From this amount is sub-
tracted one or more deductions to arrive at the net pay. Net pay is the
amount the employer must pay the employee. The deductions for federal
taxes are usually the largest deduction. Deductions may also be required
for state or local income taxes. Still other deductions may be made for
FICA tax, medical insurance, contributions to pensions, and items au-
thorized by individual employees.

The FICA tax withheld from employees contributes to two federal pro-
grams. The first program, called social security, is for old age, survivors, and
disability insurance (OASDI). The second program, called Medicare, is health
insurance for senior citizens. The FICA tax rate and the amounts subject to
the tax are established annually by law.4

To illustrate recording payroll, assume that McDermott Co. had a gross
payroll of $13,800 for the week ending April 11. Assume that the FICA tax
was 7.5% of the gross payroll and that federal and state withholding was
$1,655 and $280, respectively. The effect on the accounts and financial
statements of McDermott Co. of recording the payroll follows:

Statement of 
Cash Flows

Income
Statement

April 11. 10,830 1,035 1,655 280 13,800 April 11.

Statement of Cash Flows
April 11. Operating 10,830

Income Statement
April 11. Wages and salary exp. 13,800

Balance Sheet

 Assets  Liabilities  Stockholders’ Equity

   FICA Tax  Employee Federal  Employee State  Retained
 Cash  Payable  Income Tax Payable  Income Tax Payable  Earnings

The FICA, federal, and state taxes withheld from the employees’ earnings
are not expenses to the employer. Rather, these amounts are withheld on
the behalf of employees. These amounts must be remitted periodically to the
state and federal agencies.

Most employers are subject to federal and state payroll taxes. Such taxes
are an operating expense of the business. For example, employers are
required to match employees’ contributions to social security and Medicare.
In addition, most businesses must pay federal and state unemployment
taxes.

The Federal Unemployment Tax Act (FUTA) provides for temporary
payments to those who become unemployed as a result of layoffs or other
causes beyond their control. The FUTA tax rate and maximum earnings of
each employee subject to the tax are established annually by law.

State Unemployment Tax Acts (SUTA) provide for payments to un-
employed workers. The amounts paid as benefits are obtained, for the most

4 The social security tax portion of the FICA tax is limited to a specific amount of the annual compensation for
each individual. The 2009 limitation is $106,800. The Medicare portion is not subject to a limitation. To simplify,
it is assumed that all compensation is within the social security limitation. By doing so, the social security and
Medicare can be expressed as a single rate of 7.5%. The single rate for 2009 is 7.65%.
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part, from a tax on employers only. The employment experience and the
status of each employer’s tax account are reviewed annually, and the tax
rates are adjusted accordingly by each state.

The employer’s payroll taxes become liabilities when the related payroll is
paid to employees. The prior payroll information of McDermott Co. in-
dicates that the amount of FICA tax withheld is $1,035 on April 11. Since the
employer must match the employees’ FICA contributions, the employer’s
social security payroll tax will also be $1,035. Furthermore, assume that
the FUTA and SUTA taxes are $145 and $25, respectively. The effect on the
accounts and financial statements of McDermott Co. of recording the pay-
roll tax liabilities for the week follows.

Statement of 
Cash Flows

Income
Statement

April 11. 1,035 145 25 1,205 April 11.

Income Statement
April 11. Payroll tax exp. 1,205

Balance Sheet

 Assets  Liabilities  Stockholders’ Equity

   FICA Tax  FUTA Tax  SUTA Tax  Retained 
 Payable  Payable  Payable  Earnings

Payroll tax liabilities are paid to appropriate taxing authorities on a
quarterly basis by decreasing Cash and the related taxes payable.

Many companies provide their employees a variety of benefits in ad-
dition to salary and wages earned. Such fringe benefits can take many
forms, including vacations, pension plans, and health, life, and disability
insurance coverage. When the employer pays part or all of the cost of the
fringe benefits, these costs must be recognized as expenses. To properly
match revenues and expenses, the estimated cost of these benefits
should be recorded as an expense during the period in which the em-
ployee earns the benefit. In recording the expense, the related liability is
also recorded.

Bonds
Many large corporations finance their operations through the issuance of
bonds. A bond is simply a form of an interest-bearing note. Like a note, a
bond requires periodic interest payments, with the face amount payable at
the maturity date.

A corporation that issues bonds enters into a contract, called a bond
indenture or trust indenture, with the bondholders. A bond issue is normally
divided into a number of individual bonds. Usually the face value of each
bond, called the principal, is $1,000 or a multiple of $1,000. The interest on
bonds may be payable annually, semiannually, or quarterly. Most bonds pay
interest semiannually.

The prices of bonds are quoted on bond exchanges as a percentage of the
bonds’ face value. Thus, investors could purchase or sell bonds quoted at
1097/8 for $1,098.75. Likewise, bonds quoted at 110 could be purchased or
sold for $1,100.

Obj 3 Describe and
illustrate the financing
of operations through
issuance of bonds.
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When a corporation issues bonds, the price that buyers are willing to pay
for the bonds depends on these three factors:

1. The face amount of the bonds due at the maturity date

2. The periodic interest to be paid on the bonds

3. The market rate of interest

The periodic interest to be paid on the bonds is identified in the bond
indenture and is expressed as a percentage of the face amount of the bond.
This percentage or rate of interest is called the contract rate or coupon
rate. The market rate of interest, sometimes called the effective rate of interest, is
determined by transactions between buyers and sellers of similar bonds. If
the contract rate of interest is the same as the market rate of interest, the
bonds sell for their face amount.

To illustrate, assume that on January 1 a corporation issues for cash
$100,000 of 12%, 5-year bonds, with interest of $6,000 payable semiannually.
The market rate of interest at the time the bonds are issued is 12%.

Since the contract rate and the market rate of interest are the same, the
bonds will sell at their face amount. The effect on the accounts and financial
statements of issuing the bonds, paying the semiannual interest, and paying
off the bonds at the maturity date is shown here.

Issuance of bonds payable at face amount on January 1.

Statement of 
Cash Flows

Income
Statement

Jan. 1 000,001.  100,000   

Statement of Cash Flows
Jan. 1. Financing 100,000

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

Bonds      
 Cash    Payable

Payment of semiannual interest on June 30. (Interest: $100,000 � 0.12 �½ = $6,000)

Statement of 
Cash Flows

Income
Statement

June 30. 6,000    6,000 June 30.

Statement of Cash Flows
June 30. Operating 6,000

Income Statement
June 30. Interest expense 6,000

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

         Retained 
 Cash      Earnings

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Résumé Padding

Misrepresenting your accomplishments on your ré-
sumé could come back to haunt you. In one case, the
Chief Financial Officer (CFO) of Veritas Software was
forced to resign his position when it was discovered

that he had lied about earning an MBA from Stanford
University, when in actuality he had earned only an
undergraduate degree from Idaho State University.

Source: Reuters News Service, October 4, 2002
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Payment of face value of bond at maturity.

Statement of 
Cash Flows

Income
Statement

Dec. 31. 100,000  100,000   

Statement of Cash Flows
Dec. 31. Financing 100,000

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

     Bonds      
 Cash    Payable 

The market and contract rates of interest determine whether the selling
price of a bond will be equal to, less than, or more than the bond’s face
amount.

1. Market Rate = Contract Rate

Selling Price = Face Amount of Bonds

2. Market Rate > Contract Rate

Selling Price < Face Amount of Bonds

The face amount of bonds less the selling price is called a discount on
bonds payable.

3. Market Rate < Contract Rate

Selling Price > Face Amount of Bonds

The selling price less the face amount of the bonds is called a premium
on bonds payable.

A bond sells at a discount because buyers are only willing to pay less
than the face amount for bonds whose contract rate is less than the market
rate. A bond sells at a premium because buyers are willing to pay more than
the face amount for bonds whose contract rate is higher than the market rate.

Generally accepted accounting principles require that bond discounts
and premiums be amortized to Interest Expense over the life of the bond.
The amortization of a discount increases Interest Expense, and the amorti-
zation of a premium reduces Interest Expense.

Stock
A major means of equity financing for a corporation is issuing stock. The

equity in the assets that results from issuing stock is called paid-
in capital or contributed capital. Another major means of equity
financing for a corporation’s operations is through retaining
net income in the business, called retained earnings. The ac-
counting for retained earnings has been described and illu-
strated in earlier chapters.

The number of shares of stock that a corporation is author-
ized to issue is stated in its charter filed in its state of incorpora-
tion. The term issued refers to the shares issued to the stock-
holders. A corporation may reacquire some of the stock that it
has issued. The stock remaining in the hands of stockholders is
then called outstanding stock. The relationship between au-
thorized, issued, and outstanding stock is shown in the margin.

Obj 4 Describe and
illustrate the financing
of operations through
issuance of stock.
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Shares of stock are often assigned a monetary amount, called par. Upon
request, a corporation may issue stock certificates to stockholders to docu-
ment their ownership. Printed on a stock certificate is the par value of the
stock, the name of the stockholder, and the number of shares owned. Stock
can also be issued without par, in which case it is called no-par stock. Some
states require the board of directors to assign a stated value to no-par stock.

Because corporations have limited liability, creditors have no claim
against the personal assets of stockholders. However, some state laws require
that corporations maintain a minimum stockholder contribution to protect
creditors. This minimum amount is called legal capital. The amount of re-
quired legal capital varies among the states, but it usually includes the
amount of par or stated value of the shares of stock issued.

The major rights that accompany ownership of a share of stock are as
follows:

1. The right to vote in matters concerning the corporation

2. The right to share in distributions of earnings

3. The right to share in assets on liquidation

Common and Preferred Stock
When only one class of stock is issued, it is called common stock. Each share
of common stock has equal rights.

A corporation may also issue one or more classes of stock with various
preference rights such as a preference to dividends. Such stock is called
preferred stock. The dividend rights of preferred stock are stated either as
dollars per share or as a percent of par. For example, a $50 par value pre-
ferred stock with a $4 per share dividend may be described as either:

$4 preferred stock, $50 par

or

8% preferred stock, $50 par

The payment of dividends is authorized by the corporation’s board of
directors. When authorized, the directors are said to have declared a dividend.
Because they have first rights (preference) to any dividends, preferred
stockholders have a greater chance of receiving dividends than common
stockholders. However, since dividends are normally based on earnings, a
corporation cannot guarantee dividends even to preferred stockholders.

Issuance of Stock
Because different classes of stock have different rights, a separate account is
used for recording the amount of each class of stock issued to investors.
Stock is often issued by a corporation at a price other than its par. This is
because the par value of a stock is simply its legal capital.

The price at which stock is sold depends on a variety of factors such as:

1. The financial condition, earnings record, and dividend record of the
corporation

2. Investor expectations of the corporation’s potential earning power

3. General business and economic conditions and prospects
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Normally, stock is issued for a price that is more than its par. In this case, it
is sold at a premium on stock.5 Thus, if stock with a par of $50 is issued for a
price of $60, the stock is sold at a premium of $10.

When stock is issued at a premium, Cash (or other asset) is increased for
the amount received. Common Stock or Preferred Stock is then increased
for the par amount. The excess of the amount received over par is a part of
the capital contributed by the stockholders of the corporation. This amount
is recorded in an account entitled Paid-In Capital in Excess of Par.

To illustrate, assume that Caldwell Company issues 2,000 shares of $1 par
common stock for cash at $55 on November 1. The effects on the accounts
and financial statements follow:

Statement of 
Cash Flows

Income
Statement

Nov. 1 000,2000,011. 108,000 

Statement of Cash Flows
Nov. 1. Financing 110,000

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

       Common  Paid-In Capital 
 Cash    Stock  in Excess of Par

When stock is issued in exchange for assets other than cash, such as land,
buildings, and equipment, the assets acquired are recorded at their fair
market value. If this value cannot be objectively determined, the fair market
price of the stock issued may be used.

In most states, both preferred and common stock may be issued without a
par value. When no-par stock is issued, the entire proceeds are recorded in
the stock account. In some states, no-par stock may be assigned a stated value
per share. The stated value is recorded like a par value, and the excess of
the amount received over the stated value is recorded in Paid-In Capital in
Excess of Stated Value.

Reacquired Stock
Treasury stock is stock that a corporation has issued and then reacquired. A
corporation may reacquire (purchase) its own stock for a variety of reasons
including:

1. To provide shares for resale to employees

2. To reissue as bonuses to employees

3. To support the market price of the stock

The purchase of treasury stock increases Treasury Stock and decreases
Cash by the cost of the repurchased shares. At the end of the year, the bal-
ance of the treasury stock account is reported as a reduction of stockholders’
equity. When treasury stock is sold or reissued, Cash is increased by the
proceeds from the sale and Treasury Stock is decreased by the cost of its
repurchase. Any difference increases or decreases an account called Paid-In
Capital from Treasury Stock.

5 When stock is issued for a price that is less than its par, the stock is sold at a discount. Many states do not
permit stock to be issued at a discount. In others, it may be done only under unusual conditions. For these
reasons, we assume that stock is sold at par or at a premium in the reminder of this text.
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Dividends
When a board of directors declares a cash dividend, it authorizes the
distribution of cash to stockholders. When a board of directors declares a
stock dividend, it authorizes the distribution of its stock. In both cases, de-
claring a dividend decreases the retained earnings of the corporation.6

Cash Dividends
A cash distribution of earnings by a corporation to its shareholders is a cash
dividend. Although dividends may be paid in other assets, cash dividends are
the most common.

Three conditions for a cash dividend are as follows:

1. Sufficient retained earnings

2. Sufficient cash

3. Formal action by the board of directors

There must be a sufficient (large enough) balance in Retained Earnings
to declare a cash dividend. However, a large Retained Earnings balance does
not mean that there is cash available to pay dividends. This is because the
balances of Cash and Retained Earnings are often unrelated.

Even if there are sufficient retained earnings and cash, a corporation’s
board of directors is not required to pay dividends. Nevertheless, many cor-
porations pay quarterly cash dividends to make their stock more attractive to
investors. Special or extra dividends may also be paid when a corporation
experiences higher than normal profits.

Three dates included in a dividend announcement are as follows:

1. Date of declaration

2. Date of record

3. Date of payment

The date of declaration is the date the board of directors formally authorizes
the payment of the dividend. On this date, the corporation incurs the
liability to pay the amount of the dividend.

The date of record is the date the corporation uses to
determine which stockholders will receive the dividend.
During the period of time between the date of declaration
and the date of record, the stock price is quoted as selling
with-dividends. This means that any investors purchasing
the stock before the date of record will receive the
dividend.

The date of payment is the date the corporation will pay
the dividend to the stockholders who owned the stock on
the date of record. During the period of time between the
record date and the payment date, the stock price is
quoted as selling ex-dividends. This means that since the
date of record has passed, any new investors will not
receive the dividend.

  October

    1     10  November

    2
 December

Board of 
directors 

takes action 
to declare 
dividends.

Owners of 
the shares 
on this date 

receive 
dividends.

Dividend
is paid.

Date of 
Payment

Date of 
Record

Date of 
Declaration

6 In rare cases, when a corporation is reducing its operations or going out of business, a dividend may be a
distribution of paid-in capital. Such a dividend is called a liquidating dividend.

Obj 5 Describe and
illustrate the accounting for
cash and stock dividends.
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To illustrate, assume that on December 1 Hiber Corporation’s board of
directors declares the following quarterly cash dividend. The date of record
is December 10, and the date of payment is January 2.

Dividend
per Share

Total
Dividends

Preferred stock, $100 par, 5,000 shares outstanding $2.50 $12,500
Common stock, $10 par, 100,000 shares outstanding $0.30 30,000
Total $42,500

The effect of the declaration of the dividend on the accounts and
financial statements is as follows:

Statement of 
Cash Flows

Income
Statement

Dec. 1 005,24. 42,500  

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

Cash Dividends      
 Payable sgninraEdeniateR

Note that the date of record, December 10, does not affect the accounts
or the financial statements since this date merely determines which stock-
holders will receive the dividend. The payment of the dividend on January 2
decreases Cash and Dividends Payable.

If a corporation holding treasury stock declares a cash dividend, the
dividends are not paid on the treasury shares. To do so would place the cor-
poration in the position of earning income through dealing with itself. For
example, if Hiber Corporation in the preceding illustration had held 5,000
shares of its own common stock, the cash dividends on the common stock
would have been $28,500 [(100,000 � 5,000) � $0.30] instead of $30,000.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

The Professor Who Knew Too Much

A major Midwestern university released a quarterly
“American Customer Satisfaction Index” based on its
research of customers of popular U.S. products and
services. Before the release of the index to the public,
the professor in charge of the research bought and
sold stocks of some of the companies in the report.
The professor was quoted as saying that he thought it
was important to test his theories of customer sa-
tisfaction with “real” [his own] money.

Is this proper or ethical? Apparently, the dean of the
Business School didn’t think so. In a statement to the

press, the dean stated: “I have instructed anyone
affiliated with the (index) not to make personal use of
information gathered in the course of producing the
quarterly index, prior to the index’s release to the
general public, and they [the researchers] have
agreed.”

Sources: Jon E. Hilsenrath and Dan Morse, “Researcher Uses
Index to Buy, Short Stocks,” The Wall Street Journal, February 18,
2003; and Jon E. Hilsenrath, “Satisfaction Theory: Mixed
Results,” The Wall Street Journal, February 19, 2003.

The Campbell Soup
Company declared on
March 27 a quarterly cash
dividend of $0.22 to com-
mon stockholders of record
as of the close of business
on April 17, payable on
April 28.

288 Chapter 8



Stock Dividends
A stock dividend is a distribution of shares of stock to stockholders. Stock
dividends are normally declared only on common stock and issued to com-
mon stockholders.

The effect of a stock dividend on the stockholders’ equity of the issuing
corporation is to transfer retained earnings to paid-in capital. For public
corporations, the amount transferred from the retained earnings account to
the paid-in capital account is normally the fair value (market price) of the
shares issued in the stock dividend.7

A stock dividend does not change the assets, liabilities, or total stock-
holders’ equity of a corporation. Likewise, a stock dividend does not change
an individual stockholder’s proportionate interest (equity) in the corporation.

To illustrate, assume a stockholder owns 1,000 of a corporation’s 10,000
shares outstanding. If the corporation declares a 6% stock dividend, the
stockholder’s proportionate interest will not change, as shown below.

Before Stock
Dividend After Stock Dividend

Total shares issued 10,000 10,600 [10,000 + (10,000 � 6%)]
Number of shares owned 1,000 1,060 [1,000 + (1,000 � 6%)]
Proportionate ownership 10% (1,000/10,000) 10% (1,060/10,600)

Stock Splits
A stock split is a process by which a corporation reduces the par or stated
value of its common stock and issues a proportionate number of additional
shares. A stock split applies to all common shares
including the unissued, issued, and treasury shares.

A major objective of a stock split is to reduce the
market price per share of the stock. This, in turn,
attracts more investors to the stock and broadens the
types and numbers of stockholders.

To illustrate, assume that Rojek Corporation has
10,000 shares of $100 par common stock outstanding
with a current market price of $150 per share. The
board of directors declares the following stock split:

1. Each common shareholder will receive 5 shares
for each share held. This is called a 5-for-l stock
split. As a result, 50,000 shares (10,000 shares � 5)
will be outstanding.

2. The par of each share of common stock will be
reduced to $20 ($100/5).

The par value of the common stock outstanding is $1,000,000 both before
and after the stock split as shown below.

Before Split After Split
Number of shares 10,000 50,000
Par value per share � $100 � $20
Total $1,000,000 $1,000,000

Before
Stock Split

4 shares, $100 par 20 shares, $20 par

$400 total par value $400 total par value

After 5:1
Stock Split

7 The use of fair market value is justified as long as the number of shares issued for the stock dividend is small
(less than 25% of the shares outstanding).

Obj 6 Describe the effects
of stock splits on the
financial statements.
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In addition, each Rojek Corporation shareholder owns the same total par
amount of stock before and after the stock split. For example, a stockholder
who owned 4 shares of $100 par stock before the split (total par of $400)
would own 20 shares of $20 par stock after the split (total par of $400). Only
the number of shares and the par value per share have changed.

Since there are more shares outstanding after the stock split, the market
price of the stock should decrease. For example, in the preceding example,
there would be 5 times as many shares outstanding after the split. Thus, the
market price of the stock would be expected to fall from $150 to about $30
($150/5).

Stock splits do not affect any financial statement accounts since only the
par (or stated) value and number of shares outstanding have changed.
However, the details of stock splits are normally disclosed in the notes to the
financial statements.

Reporting Liabilities
and Stockholders’ Equity
Liabilities that are expected to be paid within one year are presented in the
Current Liabilities section of the balance sheet. Thus, any notes or bonds
payable maturing within one year are reported as current liabilities. How-
ever, if the notes or bonds are to be paid from noncurrent assets or if the
notes or bonds are going to be refinanced, they are reported as noncurrent
liabilities. The detailed descriptions, including terms, due dates, and interest
rates for notes or bonds, are reported either on the balance sheet or in a
footnote. Also, the fair market value of notes or bonds is disclosed. Exhibit 3
illustrates the reporting of liabilities on the balance sheet.

Contingent liabilities that are probable but cannot be reasonably esti-
mated or are only possible are disclosed in the footnotes to the financial
statements.

Although stockholders’ equity is reported on the balance sheet, sig-
nificant changes in stockholders’ equity during the year should also be
disclosed. Changes in retained earnings are often presented in a separate
retained earnings statement. Changes in paid-in capital during the year may
be reported on the face of the balance sheet or in the footnotes. Some
companies prepare a separate statement of stockholders’ equity that
includes changes in both paid-in capital and retained earnings. An example
of a statement of stockholders’ equity is shown in Exhibit 4.

Earnings per Share
One of the many factors that influence the decision of whether to finance
operations using debt or equity is the effect on earnings per share. Earn-
ings per share is a major profitability measure that is reported in the
financial statements and is followed closely by the financial press. As a re-
sult, corporate managers closely monitor the impact of decisions on earn-
ings per share.

When Nature’s Sunshine
Products, Inc., declared a
2-for-1 stock split, the
company president said:
We believe the split will
place our stock price in a
range attractive to both
individual and institutional
investors, broadening the
market for the stock.

Obj 7 Describe financial
statement reporting of
liabilities and stockholders’
equity.

Obj 8 Analyze the impact of
debt or equity financing on
earnings per share.
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Statement of Stockholders’ EquityE X H I B I T 4

TELEX INC.
Statement of Stockholders’ Equity

For the Year Ended December 31, 2010

Preferred
Stock

Common
Stock

Paid-In Capital
in Excess of

Par—Common
Stock

Retained
Earnings

Treasury
(Common)

Stock Total
Balance, January 1 $5,000,000 $10,000,000 $3,000,000 $2,000,000 $(500,000) $19,500,000
Net income 850,000 850,000
Dividends on preferred stock (250,000) (250,000)
Dividends on common stock (400,000) (400,000)
Issuance of additional

common stock 500,000 50,000 550,000
Purchase of treasury stock (30,000) (30,000)
Balance, December 31 $5,000,000 $10,500,000 $3,050,000 $2,200,000 $(530,000) $20,220,000

Partial Balance Sheet with Liabilities and Stockholders’
EquityE X H I B I T 3

ESCOE CORPORATION
Balance Sheet

December 31, 2010

Liabilities
Current liabilities:

Accounts payable $ 488,200
Notes payable (9% due on March 1, 2011) 250,000
Accrued interest payable 15,000
Accrued salaries and wages payable 13,500
Other accrued liabilities 9,850
Total current liabilities $ 776,550

Long-term liabilities:
Debenture 8% bonds payable, due December 31, 2023

(Market value $950,000) 1,000,000
Total liabilities $1,776,550

Stockholders’ Equity
Paid-in capital:

Preferred 10% stock, $50 par (20,000 shares authorized
and issued) $1,000,000

Common stock, $20 par (250,000 shares authorized,
100,000 shares issued) 2,000,000

Additional paid-in capital in excess of par 520,000
Total paid-in capital $ 3,520,000

Retained earnings 4,580,500
Total $ 8,100,500

Deduct treasury stock (1,000 shares at cost) 75,000
Total stockholders’ equity 8,025,500
Total liabilities and stockholders’ equity $9,802,050

Liabilities and Stockholders’ Equity 291



Earnings per share (EPS) measures the income earned by each share of
common stock.8 It is computed as follows:

Earning per Share ¼ Net Income � Preferred Dividends
Number of Common Shares Outstanding

To illustrate, assume the following data for Lincoln Corporation:

2011 2010
Shares of common stock outstanding 50,000 50,000
Shares of 9%, $100 par preferred stock outstanding 100,000 100,000
Net income $ 91,000 $ 76,500

The earnings per share for 2011 and 2010 is computed below:

2011:

Earnings per Share ¼ Net Income � Preferred Dividends
Number of Common Shares Outstanding

¼ $91; 000 � $9; 000
50,000 Shares

¼ $1.64 per Share

2010:

Earnings per Share ¼ Net Income � Preferred Dividends
Number of Common Shares Outstanding

¼ $76; 000 � $9; 000
50,000 Shares

¼ $1.35 per Share

To illustrate the financing of long-term operations, assume Huckadee
Corporation is considering the following plans to issue debt and equity:

Plan 1 Plan 2 Plan 3
Amount Percent Amount Percent Amount Percent

Issue 12% bonds — 0% — 0% $2,000,000 50%
Issue 9% preferred

stock, $50 par value — 0 $2,000,000 50 1,000,000 25
Issue common stock,

$10 par value $4,000,000 100 2,000,000 50 1,000,000 25
Total amount of

financing $4,000,000 100% $4,000,000 100% $4,000,000 100%

Each of the preceding plans finances some of the corporation’s opera-
tions by issuing common stock. However, the percentage financed by com-
mon stock varies from 100% (Plan 1) to 25% (Plan 3).

In addition, assume the following data for Huckadee Corporation:

1. Earnings before interest and income taxes are $800,000.

2. The tax rate is 40%.

3. All bonds or stocks are issued at their par or face amount.

The effect of the preceding financing plans on Huckadee’s net income
and earnings per share is shown in Exhibit 5. Exhibit 5 indicates that Plan 3
yields the highest earnings per share on common stock and thus is the most

8 Earnings per share is further discussed in Chapter 9, “Financial Statement Analysis.”
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attractive for common stockholders. If the estimated earnings are more than
$800,000, the difference between the earnings per share to common stock-
holders under Plans 1 and 3 is even greater.9

If smaller earnings occur, however, Plans 1 and 2 become more attractive
to common stockholders. To illustrate, the effect of earnings of $440,000
rather than $800,000 is shown in Exhibit 6.

In addition to earnings per share, the corporation should consider other
factors in deciding among the financing plans. For example, once bonds are

Effect of Alternative Financing Plans—$800,000 EarningsE X H I B I T 5

Plan 1 Plan 2 Plan 3
12% bonds — — $ 2,000,000
Preferred 9% stock, $50 par — $ 2,000,000 1,000,000
Common stock, $10 par $ 4,000,000 2,000,000 1,000,000
Total $ 4,000,000 $ 4,000,000 $ 4,000,000

Earnings before interest and income tax $ 800,000 $ 800,000 $ 800,000
Deduct interest on bonds — — 240,000

Income before income tax $ 800,000 $ 800,000 $ 560,000
Deduct income tax 320,000 320,000 224,000

Net income $ 480,000 $ 480,000 $ 336,000
Dividends on preferred stock — 180,000 90,000
Available for dividends on common stock $ 480,000 $ 300,000 $ 246,000
Shares of common stock outstanding � 400,000 � 200,000 � 100,000
Earnings per share on common stock $ 1.20 $ 1.50 $ 2.46

Effect of Alternative Financing Plans—$440,000 EarningsE X H I B I T 6

Plan 1 Plan 2 Plan 3
12% bonds — — $2,000,000
Preferred 9% stock, $50 par — $2,000,000 1,000,000
Common stock, $10 par $4,000,000 2,000,000 1,000,000
Total $4,000,000 $4,000,000 $4,000,000

Earnings before interest and income tax $ 440,000 $ 440,000 $ 440,000
Deduct interest on bonds — — 240,000
Income before income tax $ 440,000 $ 440,000 $ 200,000

Deduct income tax 176,000 176,000 80,000
Net income $ 264,000 $ 264,000 $ 120,000

Dividends on preferred stock — 180,000 90,000
Available for dividends on common stock $ 264,000 $ 84,000 $ 30,000
Shares of common stock outstanding �400,000 �200,000 �100,000
Earnings per share on common stock $ 0.66 $ 0.42 $ 0.30

9 The higher earnings per share under Plan 3 is due to a finance concept known as leverage. This concept is
discussed further in Chapter 9.
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issued, the interest and the face value of the bonds at maturity must be paid.
If these payments are not made, the bondholders could seek court action
and force the company into bankruptcy. In contrast, a corporation is not
legally obligated to pay dividends on preferred or common stock.

Key Points

1. Describe how businesses finance their
operations.
A business must finance its operations through
either debt or equity. Debt financing includes
all liabilities owed by a business, including both
current and long-term liabilities. A corporation
may also finance its operations by issuing stock.
Corporations may issue different classes of
stock that contain different rights and privi-
leges, such as rights to dividend payments.

2. Describe and illustrate current liabilities, notes
payable, taxes, contingencies, and payroll.
Liabilities that are to be paid out of current
assets and are due within a short time, usually
within one year, are called current liabilities.
Most current liabilities arise from either re-
ceiving goods or services prior to making
payment or receiving payment prior to deli-
vering goods or services. Current liabilities
can also arise from notes payable, taxes, con-
tingencies, and payroll. Warranties are ex-
amples of liabilities arising from con-
tingencies. Wages and salaries payable and
employee and employer payroll taxes are ex-
amples of liabilities arising from payroll. De-
ferred income taxes arise from temporary
differences between taxable income and in-
come before taxes as reported on the income
statement.

3. Describe and illustrate the financing
of operations through issuance of bonds.
Many large corporations finance their opera-
tions through the issuance of bonds. A bond
is simply a form of an interest-bearing note
that requires periodic interest payments and
the repayment of the face amount at the ma-
turity date. When the contract rate of interest
differs from the market rate of interest, bonds
are issued at discounts or premiums. The
amortization of discounts and premiums af-
fects interest expense.

4. Describe and illustrate the financing
of operations through issuance of stock.
A corporation may finance its operations by
issuing either preferred or common stock.
Preferred stock has preferential rights, in-
cluding the right to receive dividends ahead
of the common stockholders. When stock is
issued at a premium, Cash or another asset
account is increased for the amount received.
Common Stock or Preferred Stock is in-
creased for the par amount. The excess of the
amount paid over par is a part of the paid-in
capital and is normally recorded in an ac-
count entitled Paid-In Capital in Excess of
Par.

Stock that a corporation has once issued
and then reacquires is called treasury stock. It
decreases stockholders’ equity.

5. Describe and illustrate the accounting for cash
and stock dividends.
When a board of directors declares a cash divi-
dend, it authorizes the distribution of a
portion of the corporation’s cash to stock-
holders. When a board of directors declares
a stock dividend, it authorizes the distribu-
tion of a portion of the stock. In both cases,
the declaration of a dividend reduces the
retained earnings of the corporation.

6. Describe the effects of stock splits on the
financial statements.
Corporations sometimes reduce the par or
stated value of their common stock and issue
a proportionate number of additional shares
in what is called a stock split. Since a stock split
changes only the par or stated value and the
number of shares outstanding, it is not re-
corded. However, the details of stock splits are
normally disclosed in the notes to the fi-
nancial statements.
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7. Describe financial statement reporting of
liabilities and stockholders’ equity.
Liabilities that are expected to be paid within
one year are presented in the Current Li-
abilities section of the balance sheet. Notes or
bonds payable not maturing within one year
should be shown as noncurrent liabilities. The
detailed descriptions including terms, due
dates, and interest rates for notes or bonds
should be reported either on the balance
sheet or in an accompanying footnote. Also,
the fair market value of notes or bonds should
be disclosed. The notes should disclose any
contingent liabilities that cannot be reason-
ably estimated or are only possible. Significant

changes in stockholders’ equity during the
year should also be reported.

8. Analyze the impact of debt or equity financing
on earnings per share.
One of the many factors that influence the
decision of whether to finance operations
using debt or equity is the effect of each al-
ternative on earnings per share. If a corpora-
tion has issued only common stock, earnings
per share is computed by dividing net income
by the number of shares of common stock
outstanding. If preferred and common stock
have been issued, the net income must first be
reduced by the amount of preferred
dividends.

Key Terms

Bond A form of interest-bearing note used by
corporations to borrow on a long-term basis.

Bond indenture The contract between a cor-
poration issuing bonds and the bondholders.

Cash dividend A cash distribution of earnings by
a corporation to its shareholders.

Common stock The basic type of stock issued to
stockholders of a corporation when a corporation
has issued only one class of stock.

Contingent liabilities Potential liabilities if cer-
tain events occur in the future.

Contract rate The periodic interest to be paid on
the bonds that is identified in the bond in-
denture; expressed as a percentage of the face
amount of the bond.

Current liabilities Liabilities that are to be paid
out of current assets and are due within a short
time, usually within one year.

Discount on bonds payable The excess of the
face amount of bonds over their issue price.

Earnings per share (EPS) A measure of profit-
ability computed by dividing net income, reduced
by preferred dividends, by the number of shares
outstanding.

Fringe benefits Benefits provided to employees
in addition to wages and salaries.

Gross pay The total earnings of an employee for
a payroll period.

Long-term liabilities Liabilities due beyond one
year or liabilities that will be paid out of non-
current assets.

Market rate of interest The effective rate of in-
terest at the time the bonds were issued.

Net pay Gross pay less payroll deductions; the
amount the employer is obligated to pay the
employee.

Outstanding stock The stock in the hands of
stockholders.

Par The monetary amount printed on a stock
certificate.

Payroll The total amount paid to employees for a
certain period.

Preferred stock A class of stock with preferential
rights over common stock.

Premium on bonds payable The excess of the
issue price of bonds over their face amount.

Premium on stock The excess of the issue price
of a stock over its par value.

Stated value A value, similar to par value, ap-
proved by the board of directors of a corporation
for no-par stock.

Stock dividend A distribution of shares of stock
to a corporation’s stockholders.

Stock split The reduction in the par or stated
value of common stock and issuance of a pro-
portionate number of additional shares.
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Taxable income The income of a corporation
that is subject to taxes as determined according to
the tax laws.

Temporary differences Differences between tax-
able income and income before income taxes

that are created because items are recognized in
one period for tax purposes and in another per-
iod for income statement purposes.

Treasury stock Stock that a corporation has once
issued and then reacquires.

Illustrative Problem

Differences between the accounting methods applied to accounts and fi-
nancial reports and those used in determining taxable income yielded the
following amounts for the first four years of a corporation’s operations:

First Year Second Year Third Year Fourth Year
Income before income taxes $400,000 $480,000 $600,000 $520,000
Taxable income 300,000 420,000 630,000 600,000

The income tax rate for each of the four years was 40% of taxable income,
and each year’s taxes were promptly paid.

Instructions
1. Determine for each year the amounts described by the following captions,

presenting the information in the form indicated:

Year

Income Tax
Deducted on

Income Statement

Income Tax
Payments

for the Year

Deferred Income Tax Payable
Year’s Addition

(Deduction)
Year-End
Balance

2. Total the first three amount columns.

Solution
1. and 2.

Year

Income Tax
Deducted on

Income Statement

Income Tax
Payments

for the Year

Deferred Income Tax Payable
Year’s Addition

(Deduction)
Year-End
Balance

First $160,000 $120,000 $ 40,000 $40,000
Second 192,000 168,000 24,000 64,000

Illustrative Problem

Differences between the accounting methods applied to accounts and fi-
nancial reports and those used in determining taxable income yielded the
following amounts for the first four years of a corporation’s operations:

First Year Second Year Third Year Fourth Year
Income before income taxes $400,000 $480,000 $600,000 $520,000
Taxable income 300,000 420,000 630,000 600,000

The income tax rate for each of the four years was 40% of taxable income,
and each year’s taxes were promptly paid.

Instructions
1. Determine for each year the amounts described by the following captions,

presenting the information in the form indicated:

Year

Income Tax
Deducted on

Income Statement

Income Tax
Payments

for the Year

Deferred Income Tax Payable
Year’s Addition

(Deduction)
Year-End
Balance

2. Total the first three amount columns.

Solution
1. and 2.

Year

Income Tax
Deducted on

Income Statement

Income Tax
Payments

for the Year

Deferred Income Tax Payable
Year’s Addition

(Deduction)
Year-End
Balance

First $160,000 $120,000 $ 40,000 $40,000
Second 192,000 168,000 24,000 64,000
Third 240,000 252,000 (12,000) 52,000
Fourth 208,000 240,000 (32,000) 20,000

Total $800,000 $780,000 $ 20,000

Self-Examination Questions (Answers appear at the end of chapter)

1. A business issued a $5,000, 60-day, 12% note
to the bank. The amount due at maturity is:

A. $4,900

B. $5,000

C. $5,100

D. $5,600

2. Which of the following taxes are employers
usually not required to withhold from
employees?

A. Federal income tax

B. Federal unemployment compensation tax

C. FICA tax

D. State and local income tax
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3. Employers do not incur an expense for
which of the following payroll taxes?

A. FICA tax

B. Federal unemployment compensation tax

C. State unemployment compensation tax

D. Employees’ federal income tax

4. If a corporation plans to issue $1,000,000 of
12% bonds when the market rate for similar
bonds is 10%, the bonds can be expected to
sell at:

A. Their face amount

B. A premium

C. A discount

D. A price below their face amount

5. A corporation has issued 25,000 shares of
$100 par common stock and holds 3,000 of
these shares as treasury stock. If the cor-
poration declares a $2 per share cash divi-
dend, what amount will be recorded as cash
dividends?

A. $22,000

B. $25,000

C. $44,000

D. $50,000

Class Discussion Questions

1. What two types of transactions cause most
current liabilities?

2. When are short-term notes payable issued?

3. When should the liability associated with a
product warranty be recorded? Discuss.

4. Deere & Company, a company well known for
manufacturing farm equipment, reported
more than $800 million of product warran-
ties in recent financial statements. How
would costs of repairing a defective product
be recorded?

5. Delta Air Lines’ SkyMiles program allows fre-
quent flyers to earn credit toward free tickets
and other amenities. (a) Does Delta Air Lines
have a contingent liability for award redemp-
tion by its SkyMiles members? (b) When
should a contingent liability be recorded?

6. For each of the following payroll-related
taxes, indicate whether it generally applies to
(1) employees only, (2) employers only, or
(3) both employees and employers:

a. Federal income tax

b. Federal unemployment compensation tax

c. Medicare tax

d. Social security tax

e. State unemployment compensation tax

7. To match revenues and expenses properly,
should the expense for employee vacation pay

be recorded in the period during which the
vacation privilege is earned or during the per-
iod in which the vacation is taken? Discuss.

8. Identify the two distinct obligations incurred
by a corporation when issuing bonds.

9. A corporation issues $25,000,000 of 5% bonds
to yield an effective interest rate of 7½%.

a. Was the amount of cash received from
the sale of the bonds more or less than
$25,000,000?

b. Identify the following amounts related to
the bond issue: (1) face amount, (2)
market rate of interest, (3) contract rate
of interest, and (4) maturity amount.

10. The following data relate to a $5,000,000, 6%
bond issue for a selected semiannual interest
period:

Bond carrying amount at beginning
of period $5,350,000

Interest paid at end of period 300,000
Interest expense allocable to the period 285,500

(a) Were the bonds issued at a discount or at a
premium? (b) What expense account was
decreased to amortize the discount or
premium?

11. Of two corporations organized at approxi-
mately the same time and engaged in com-
peting businesses, one issued $100 par com-
mon stock, and the other issued $5 par
common stock. Do the par designations
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provide any indication as to which stock is
preferable as an investment? Explain.

12. When a corporation issues stock at a pre-
mium, is the premium income? Explain.

13. a. In what respect does treasury stock differ
from unissued stock?

b. How should treasury stock be presented
on the balance sheet?

14. A corporation reacquires 25,000 shares of its
own $100 par common stock for $3,000,000,
recording it at cost. (a) What effect does this
transaction have on revenue or expense of
the period? (b) What effect does it have on
stockholders’ equity?

15. The treasury stock in Question 14 is resold for
$3,250,000. (a) What is the effect on the cor-
poration’s revenue of the period? (b) What is
the effect on stockholders’ equity?

16. A corporation with preferred stock and
common stock outstanding has a substantial

balance in its retained earnings account at
the beginning of the current fiscal year. Al-
though net income for the current year is
sufficient to pay the preferred dividend of
$30,000 each quarter and a common divi-
dend of $75,000 each quarter, the board of
directors declares dividends only on the
preferred stock. Suggest possible reasons
that the board passes the dividends on the
common stock.

17. An owner of 250 shares of Reynolds Spring
Company common stock receives a stock di-
vidend of 20 shares. (a) What is the effect of
the stock dividend on the stockholder’s pro-
portionate interest (equity) in the corpora-
tion? (b) How does the total equity of 270
shares compare with the total equity of 250
shares before the stock dividend?

18. What is the primary purpose of a stock split?

Exercises

I-Generation Co. sold 14,000 annual subscriptions of Climber’s World for $60
during December 2010. These new subscribers will receive monthly issues,
beginning in January 2011. In addition, the business had taxable income of
$400,000 during the first calendar quarter of 2011. The federal tax rate is
40%. A quarterly tax payment will be made on April 7, 2011.

Prepare the Current Liabilities section of the balance sheet for I-Genera-
tion Co. on March 31, 2011.

A business issued a 30-day, 4% note for $60,000 to a creditor on account.
Illustrate the effects on the accounts and financial statements of recording
(a) the issuance of the note and (b) the payment of the note at maturity,
including interest.

Illustrate the effects on the accounts and financial statements of recording
the following selected transactions of Bronson Leather Co.:

Apr. 15. Paid the first installment of the estimated income tax for the current
fiscal year ending December 31, $120,000. No entry had been made
to record the liability.

Dec. 31. Recorded the estimated income tax liability for the year just ended
and the deferred income tax liability, based on the April 15 trans-
action and the following data:

Income tax rate 40%
Income before income tax $1,100,000
Taxable income according to tax return $ 950,000

E8-1
Current liabilities

Objs 2, 7

✓ Total current liabilities,
$790,000

E8-2
Recording income taxes

Obj 2

E8-3
Recording income taxes

Obj 2
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Assume that the June 15 and September 15 installments of $120,000 were
also paid.

Mattress System Inc. recognized service revenue of $500,000 on its financial
statements in 2009. Assume, however, that the tax code requires this amount to
be recognized for tax purposes in 2010. The taxable income for 2009 and 2010 is
$1,800,000 and $2,400,000, respectively. Assume a tax rate of 40%.

Illustrate the effects on the accounts and financial statements of the tax ex-
pense, deferred taxes, and taxes payable for 2009 and 2010, respectively.

Awesome Audio Works, Inc. warrants its products for one year. The estimated
product warranty is 2% of sales. Assume that sales were $500,000 for January. In
February, a customer received warranty repairs requiring $2,500 of parts.

a. Determine the warranty liability at January 31, the end of the first month of
the current year.

b. What accounts are decreased for the warranty work provided in February?

Ford Motor Company disclosed estimated product warranty payable for 2008 and
2007 as follows:

December 31
2008 2007

(in millions)

Product warranty payable $3,840 $4,862

Ford’s sales were $154,379 million in 2007 and decreased to $129,166 million
in 2008. Assume that the total paid on warranty claims during 2008 was $3,076
million.

a. Illustrate the effects on the accounts and financial statements for the 2008
product warranty expense.

b. Assuming $3,076 million in warranty claims paid during 2008, explain the
$1,022 million decrease in the total warranty liability from 2007 to 2008.

Several months ago, Welker Chemical Company experienced a hazardous ma-
terials spill at one of its plants. As a result, the Environmental Protection Agency
(EPA) fined the company $410,000. The company is contesting the fine. In ad-
dition, an employee is seeking $400,000 damages related to the spill. Lastly, a
homeowner has sued the company for $260,000. The homeowner lives 30 miles
from the plant, but believes that the incident has reduced the home’s resale
value by $260,000.

Welker’s legal counsel believes that it is probable that the EPA fine will stand.
In addition, counsel indicates that an out-of-court settlement of $170,000 has
recently been reached with the employee. The final papers will be signed next
week. Counsel believes that the homeowner’s case is much weaker and will be
decided in favor of Welker. Other litigation related to the spill is possible, but
the damage amounts are uncertain.

a. Illustrate the effects of the contingent liabilities associated with the hazardous
materials spill on the accounts and financial statements.

b. Prepare a note disclosure relating to this incident.

E8-4
Deferred income taxes

Obj 2

E8-5
Accrued product warranty

Obj 2

E8-6
Accrued product warranty

Obj 2

E8-7
Contingent liabilities

Obj 2
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The following note accompanied recent financial statements for Goodyear Tire
and Rubber Company:

We are a defendant in numerous lawsuits alleging various asbestos-related personal
injuries purported to result from alleged exposure to certain asbestos products
manufactured by us or present in certain of our facilities. Typically, these lawsuits
have been brought against multiple defendants in state and federal courts. To date,
we have disposed of approximately 72,100 claims by defending and obtaining the
dismissal thereof or by entering into a settlement. The sum of our accrued asbestos-
related liability,… including legal costs totaled approximately $325 million through
December 31, 2008….

a. Illustrate the effects on the accounts and financial statements of recording
the contingent liability of $325,000,000.

b. Why was the contingent liability recorded?

An employee earns $40 per hour and 1.75 times that rate for all hours in excess
of 40 hours per week. Assume that the employee worked 60 hours during the
week, and that the gross pay prior to the current week totaled $58,000. Assume
further that the social security tax rate was 6.0% (on earnings up to $100,000),
the Medicare tax rate was 1.5%, and federal income tax to be withheld was $714.

a. Determine the gross pay for the week.
b. Determine the net pay for the week.

In the following summary of data for a payroll period, some amounts have been
intentionally omitted:

Earnings:
1. At regular rate ?
2. At overtime rate $ 60,000
3. Total earnings ?

Deductions:
4. FICA tax 29,200
5. Income tax withheld 99,600
6. Medical insurance 14,000
7. Union dues ?
8. Total deductions 147,800
9. Net amount paid 252,200

Accounts increased:
10. Factory Wages 210,000
11. Sales Salaries ?
12. Office Salaries 80,000

Calculate the amounts omitted in lines (1), (3), (7), and (11).

According to a summary of the payroll of Newman Publishing Co., $600,000 was
subject to the 7.5% FICA tax. Also, $50,000 was subject to state and federal un-
employment taxes.

a. Calculate the employer’s payroll taxes, using the following rates: state un-
employment, 4.3%; federal unemployment, 0.8%.

b. Illustrate the effects on the accounts and financial statements of recording
the accrual of payroll taxes.

E8-8
Contingent liabilities

Obj 2

E8-9
Calculate payroll

Obj 2

✓ b. Net pay, $2,061

E8-10
Summary payroll data

Obj 2

✓ (3) Total earnings,
$400,000

E8-11
Recording payroll taxes

Obj 2
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A business provides its employees with varying amounts of vacation per year,
depending on the length of employment. The estimated amount of the current
year’s vacation pay is $375,000. Illustrate the effects on the accounts and fi-
nancial statements of the adjustment required on January 31, the end of the first
month of the current year, to record the accrued vacation pay.

Walt Disney 7% bonds due in 2032 were selling for 118.29 as for March, 29, 2009.
Were the bonds selling at a premium or at a discount? Explain.

Grodski Inc. produces and distributes fiber optic cable for use by tele-
communications companies. Grodski Inc. issued $24,000,000 of 20-year, 10%
bonds on April 1 at their face amount, with interest payable on April 1 and
October 1. The fiscal year of the company is the calendar year. Illustrate the
effects on the accounts and financial statements of recording the following
selected transactions for the current year:

April 1. Issued the bonds for cash at their face amount.
Oct. 1. Paid the interest on the bonds.

Dec. 31. Recorded accrued interest for three months.

Fairmount Inc., a developer of radiology equipment, has stock outstanding as
follows: 15,000 shares of 2% preferred stock of $150 par, and 50,000 shares of $5
par common. During its first four years of operations, the following amounts
were distributed as dividends: first year, $30,000; second year, $42,000; third
year, $90,000; fourth year, $120,000. Calculate the dividends per share on each
class of stock for each of the four years.

Michelangelo Inc., a software development firm, has stock outstanding as fol-
lows: 20,000 shares of 1% preferred stock of $25 par, and 25,000 shares of $100
par common. During its first four years of operations, the following amounts
were distributed as dividends: first year, $3,000; second year, $4,000; third year,
$30,000; fourth year, $80,000. Calculate the dividends per share on each class of
stock for each of the four years.

On February 10, Peerless Rocks Inc., a marble contractor, issued for cash 40,000
shares of $10 par common stock at $34, and on May 9, it issued for cash 100,000
shares of $5 par preferred stock at $7.

a. Illustrate the effects on the accounts and financial statements of the February 10
and May 9 transactions.

b. What is the total amount invested (total paid-in capital) by all stockholders as
of May 9?

On January 30, Lift Time Corporation, a wholesaler of hydraulic lifts, acquired
land in exchange for 18,000 shares of $10 par common stock with a current
market price of $15.

Illustrate the effect on the accounts and financial statements of the purchase
of the land.

E8-12
Accrued vacation pay

Obj 2

E8-13
Bond price

Obj 3

E8-14
Issuing bonds

Obj 3

E8-15
Dividends per share

Objs 4, 5

✓ Preferred stock,
Ist year: $2.00

E8-16
Dividends per share

Objs 4, 5

✓ Preferred stock,
3rd year: $0.25

E8-17
Issuing par stock

Obj 4

E8-18
Issuing stock for assets
other than cash

Obj 4
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Beaverhead Creek Inc. bottles and distributes spring water. On March 4 of the
current year, Beaverhead Creek reacquired 5,000 shares of its common stock at
$90 per share.

a. What is the balance of Treasury Stock on December 31 of the current year?
b. Where will the balance of Treasury Stock be reported on the balance sheet?
c. For what reasons might Beaverhead Creek have purchased the treasury stock?

Augusta Gardens Inc. develops and produces spraying equipment for lawn
maintenance and industrial uses. On August 30 of the current year, Augusta
Gardens Inc. reacquired 17,500 shares of its common stock at $42 per share.

a. What is the balance of Treasury Stock on December 31 of the current year?
b. How will the balance in Treasury Stock be reported on the balance sheet?

Sweet Water Inc. bottles and distributes spring water. On July 15 of the current
year, Sweet Water Inc. reacquired 24,000 shares of its common stock at $60 per
share.

a. What is the balance of Treasury Stock on December 31 of the current year?
b. Where will the balance of Treasury Stock be reported on the balance sheet?
c. For what reasons might Sweet Water Inc. have purchased the treasury stock?

The dates of importance in connection with a cash dividend declared and paid
of $69,500 on a corporation’s common stock are May 3, June 17, and August 1.
Illustrate the effects on the accounts and financial statements for each date.

Indicate whether the following actions would (+) increase, (�) decrease, or (0)
not affect Pillar Falls Inc.’s total assets, liabilities, and stockholders’ equity:

Assets Liabilities
Stockholders’

Equity

(1) Declaring a cash dividend _____________ _____________ _____________
(2) Paying the cash dividend

declared in (1) _____________ _____________ _____________
(3) Authorizing and issuing stock

certificates in a stock split _____________ _____________ _____________
(4) Declaring a stock dividend _____________ _____________ _____________
(5) Issuing stock certificates for the

stock dividend declared in (4) _____________ _____________ _____________

Ma Restaurant Corporation wholesales ovens and ranges to restaurants
throughout the Southwest. Ma Restaurant Corporation, which had 40,000 shares
of common stock outstanding, declared a 4-for-1 stock split (3 additional shares
for each share issued).

a. What will be the number of shares outstanding after the split?
b. If the common stock had a market price of $300 per share before the stock

split, what would be an approximate market price per share after the split?

E8-19
Treasury stock transactions

Obj 4

E8-20
Treasury stock transactions

Obj 4

E8-21
Treasury stock transactions

Obj 4

E8-22
Cash dividends

Obj 5

E8-23
Effect of cash dividend
and stock split

Objs 5, 6

E8-24
Effect of stock split

Obj 6
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The following accounts and their balances appear in the ledger of Newberry
Properties Inc. on June 30 of the current year:

Common Stock, $75 par $1,350,000
Paid-In Capital in Excess of Par 108,000
Paid-In Capital from Sale of Treasury Stock 12,000
Retained Earnings 2,950,000
Treasury Stock 70,000

Prepare the Stockholders’ Equity section of the balance sheet as of June 30.
Forty thousand shares of common stock are authorized, and 875 shares have
been reacquired.

Race Car Inc. retails racing products for BMWs, Porsches, and Ferraris. The
following accounts and their balances appear in the ledger of Race Car Inc. on
April 30, the end of the current year:

Common Stock, $10 par $ 400,000
Paid-In Capital in Excess of Par—Common Stock 120,000
Paid-In Capital in Excess of Par—Preferred Stock 90,000
Paid-In Capital from Sale of Treasury Stock—Common 30,000
Preferred 4% Stock, $50 par 1,500,000
Retained Earnings 3,900,000
Treasury Stock—Common 55,000

Fifty thousand shares of preferred and 200,000 shares of common stock are
authorized. There are 5,000 shares of common stock held as treasury stock.

Prepare the Stockholders’ Equity section of the balance sheet as of April 30,
the end of the current year.

Miller Co., which produces and sells skiing equipment, is financed as follows:

Bonds payable, 10% (issued at face amount) $10,000,000
Preferred 1% stock, $10 par 10,000,000
Common stock, $25 par 10,000,000

Income tax is estimated at 40% of income.
Determine the earnings per share of common stock, assuming that the in-

come before bond interest and income tax is (a) $3,000,000, (b) $4,000,000, and
(c) $5,000,000.

Based on the data in Exercise 8-27, discuss factors other than earnings per share
that should be considered in evaluating such financing plans.

Problems

Differences between the accounting methods applied to accounts and financial
reports and those used in determining taxable income yielded the following
amounts for the first four years of a corporation’s operations:

First Year Second Year Third Year Fourth Year

Income before income taxes $625,000 $750,000 $1,250,000 $1,000,000
Taxable income 500,000 700,000 1,350,000 1,075,000

The income tax rate for each of the four years was 40% of taxable income, and
each year’s taxes were promptly paid.

E8-25
Stockholders’ equity section
of balance sheet

Obj 7

✓ Total stockholders’
equity, $4,350,000

E8-26
Stockholders’ equity section
of balance sheet

Obj 7

✓ Total stockholders’
equity, $5,985,000

E8-27
Effect of financing on
earnings per share

Obj 8

✓ a. $0.50

E8-28
Evaluate alternative
financing plans

Obj 8

P8-1
Income tax allocation

Obj 8

✓ 1. Year-end balance,
3rd year, $30,000
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Instructions
1. Determine for each year the amounts described by the following captions,

presenting the information in the form indicated:

Year

Income Tax
Deducted on

Income Statement

Income Tax
Payments

for the Year

Deferred Income
Tax Payable

Year’s Addition
(Deduction)

Year-End
Balance

2. Total the first three amount columns.
3. Illustrate the effects of recording the current and deferred tax liabilities on

the accounts and financial statements for the first year.

The following information about the payroll for the week ended March 17 was
obtained from the records of Butte Mining Co.:

Salaries: Deductions:
Sales salaries $244,000 Income tax withheld $88,704
Warehouse salaries 135,000 U.S. savings bonds 11,088
Office salaries 125,000 Group insurance 9,072

$504,000

Tax rates assumed:
FICA tax, 7.5% of employee annual earnings
State unemployment (employer only), 4.2%
Federal unemployment (employer only), 0.8%

Instructions
1. For the March 17 payroll, determine the employee FICA tax payable.
2. Illustrate the effect on the accounts and financial statements of paying and

recording the March 17 payroll.
3. Determine the following amounts for the employer payroll taxes related to

the March 17 payroll: (a) FICA tax payable, (b) state unemployment tax
payable, and (c) federal unemployment tax payable.

4. Illustrate the effect on the accounts and financial statements of recording the
liability for the March 17 payroll taxes.

Sierra Vaults Corporation produces and sells burial vaults. On July 1, 2010, Sierra
Vaults Corporation issued $18,000,000 of 10-year, 6% bonds at par. Interest on
the bonds is payable semiannually on December 31 and June 30. The fiscal year
of the company is the calendar year.

Instructions
1. Illustrate the effects of the issuance of the bonds on July 1, 2010, on the

accounts and financial statements.
2. Illustrate the effects of the first semiannual interest payment on December 31,

2010, on the accounts and financial statements.
3. Illustrate the effects of the payment of the face value of bonds at maturity on

the accounts and financial statements.
4. If the market rate of interest were 7% on July 1, 2010, would the bonds have

sold at a discount or premium?

P8-2
Recording payroll and
payroll taxes

Obj 2

✓ 1. $37,800

P8-3
Present value; bond premium;
bonds payable transactions

Obj 3
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Sheldon Optics produces medical lasers for use in hospitals. The accounts and
their balances appear in the ledger of Sheldon Optics on October 31 of the
current year as follows:

Preferred 2% Stock, $80 par (50,000 shares authorized,
25,000 shares issued) $ 2,000,000

Paid-In Capital in Excess of Par—Preferred Stock 75,000
Common Stock, $100 par (500,000 shares authorized,

50,000 shares issued) 5,000,000
Paid-In Capital in Excess of Par—Common Stock 600,000
Retained Earnings 16,750,000

At the annual stockholders’ meeting on December 7, the board of directors
presented a plan for modernizing and expanding plant operations at a cost of
approximately $5,300,000. The plan provided (a) that the corporation borrow
$2,000,000, (b) that 15,000 shares of the unissued preferred stock be issued
through an underwriter, and (c) that a building, valued at $1,850,000, and the land
on which it is located, valued at $162,500, be acquired in accordance with pre-
liminary negotiations by the issuance of 17,500 shares of common stock. The plan
was approved by the stockholders and accomplished by the following transactions:

Jan. 10. Borrowed $2,000,000 from Whitefish National Bank, giving a 7% mort-
gage note.

21. Issued 15,000 shares of preferred stock, receiving $84.50 per share in
cash.

31. Issued 17,500 shares of common stock in exchange for land and a
building, according to the plan.

No other transactions occurred during January.

Instructions
Illustrate the effects on the accounts and financial statements of each of the
preceding transactions.

Bridger Bike Corp. manufactures mountain bikes and distributes them through
retail outlets in Montana, Idaho, Oregon, and Washington. Bridger Bike Corp.
has declared the following annual dividends over a six-year period ending De-
cember 31 of each year: 2005, $5,000; 2006, $18,000; 2007, $45,000; 2008,
$45,000; 2009, $60,000; and 2010, $67,000. During the entire period, the out-
standing stock of the company was composed of 10,000 shares of 4% preferred
stock, $50 par, and 25,000 shares of common stock, $1 par.

Instructions
1. Determine the total dividends and the per-share dividends declared on each

class of stock for each of the six years. Summarize the data in tabular form,
using the following column headings:

Year
Total

Dividends
Preferred Dividends Common Dividends

Total Per Share Total Per Share
2005 $ 5,000
2006 18,000
2007 45,000
2008 45,000
2009 60,000
2010 67,000

P8-4
Stock transactions for
corporate expansion

Obj 4

P8-5
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✓ 1. Preferred
dividends in 2006:
$18,000
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2. Calculate the average annual dividend per share for each class of stock for the
six-year period. Round to the nearest cent.

3. Assuming that the preferred stock was sold at $86 and common stock was
sold at $22.75 at the beginning of the six-year period, calculate the average
annual percentage return on initial shareholders’ investment, based on the
average annual dividend per share (a) for preferred stock and (b) for com-
mon stock.

Three different plans for financing a $10,000,000 corporation are under con-
sideration by its organizers. Under each of the following plans, the securities will
be issued at their par or face amount, and the income tax rate is estimated at
40% of income.

Plan 1 Plan 2 Plan 3

10% bonds — — $ 5,000,000
Preferred 10% stock, $40 par — $ 5,000,000 2,500,000
Common stock, $10 par $10,000,000 5,000,000 2,500,000

Total $10,000,000 $10,000,000 $10,000,000

Instructions
1. Determine for each plan the earnings per share of common stock, assuming

that the income before bond interest and income tax is $2,000,000.

2. Determine for each plan the earnings per share of common stock, assuming
that the income before bond interest and income tax is $950,000.

3. Discuss the advantages and disadvantages of each plan.

Activities

Fio Barellis was discussing summer employment with Sara Rida, president of
Xanadu Construction Service:

Sara: I’m glad that you’re thinking about joining us for the summer. We could
certainly use the help.

Fio: Sounds good. I enjoy outdoor work, and I could use the money to help with
next year’s school expenses.

Sara: I’ve got a plan that can help you out on that. As you know, I’ll pay you $12
per hour, but in addition, I’d like to pay you with cash. Since you’re only working
for the summer, it really doesn’t make sense for me to go to the trouble of
formally putting you on our payroll system. In fact, I do some jobs for my clients
on a strictly cash basis, so it would be easy to just pay you that way.

Fio: Well, that’s a bit unusual, but I guess money is money.

Sara: Yeah, not only that, it’s tax-free!

Fio: What do you mean?

Sara: Didn’t you know? Any money that you receive in cash is not reported to the
IRS on a W-2 form; therefore, the IRS doesn’t know about the income—hence,
it’s the same as tax-free earnings.

P8-6
Effect of financing on
earnings per share
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a. Why does Sara Rida want to conduct business transactions using cash (not
check or credit card)?

b. How should Fio respond to Sara’s suggestion?

Altria Group, Inc., has over 24 pages dedicated to describing contingent liabilities
in the notes to recent financial statements. These pages include extensive de-
scriptions of multiple contingent liabilities. Use the Internet to research Altria
Group, Inc., at http://www.altria.com.

a. What are the major business units of Altria Group?
b. Based on your understanding of this company, why would Altria Group

require 11 pages of contingency disclosure?

Biosciences Unlimited Inc. began operations on January 2, 2010, with the issu-
ance of 100,000 shares of $50 par common stock. The sole stockholders of
Biosciences Unlimited Inc. are Rafel Baltis and Dr. Oscar Hansel, who organized
Biosciences Unlimited Inc. with the objective of developing a new flu vaccine.
Dr. Hansel claims that the flu vaccine, which is nearing the final development
stage, will protect individuals against 90% of the flu types that have been medi-
cally identified. To complete the project, Biosciences Unlimited Inc. needs
$10,000,000 of additional funds. The local banks have been unwilling to loan the
funds because of the lack of sufficient collateral and the riskiness of the business.
The following is a conversation between Rafel Baltis, the chief executive officer
of Biosciences Unlimited Inc., and Dr. Oscar Hansel, the leading researcher:

Rafel: What are we going to do? The banks won’t loan us any more money, and
we’ve got to have $10 million to complete the project. We are so close! It would
be a disaster to quit now. The only thing I can think of is to issue additional
stock. Do you have any suggestions?

Oscar: I guess you’re right. But if the banks won’t loan us any more money, how
do you think we can find any investors to buy stock?

Rafel: I’ve been thinking about that. What if we promise the investors that we will
pay them 2% of net sales until they have received an amount equal to what they
paid for the stock?

Oscar: What happens when we pay back the $10 million? Do the investors get to
keep the stock? If they do, it’ll dilute our ownership.

Rafel: How about, if after we pay back the $10 million, we make them turn in
their stock for $100 per share? That’s twice what they paid for it, plus they would
have already gotten all their money back. That’s a $100 profit per share for the
investors.

Oscar: It could work. We get our money, but don’t have to pay any interest,
dividends, or the $50 until we start generating net sales. At the same time, the
investors could get their money back plus $50 per share.

Rafel: We’ll need current financial statements for the new investors. I’ll get our
accountant working on them and contact our attorney to draw up a legally
binding contract for the new investors. Yes, this could work.

A8-2
Contingent liabilities
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In late 2010, the attorney and the various regulatory authorities approved the
new stock offering, and 200,000 shares of common stock were privately sold to
new investors at the stock’s par of $50.

In preparing financial statements for 2010, Rafel Baltis and Emma Cavins, the
controller for Biosciences Unlimited Inc., have the following conversation:

Emma: Rafel, I’ve got a problem.

Rafel: What’s that, Emma?

Emma: Issuing common stock to raise that additional $10 million was a great
idea. But …

Rafel: But what?

Emma: I’ve got to prepare the 2010 annual financial statements, and I am not
sure how to classify the common stock.

Rafel: What do you mean? It’s common stock.

Emma: I’m not so sure. I called the auditor and explained how we are con-
tractually obligated to pay the new stockholders 2% of net sales until $50 per
share is paid. Then, we may be obligated to pay them $100 per share.

Rafel: So …

Emma: So the auditor thinks that we should classify the additional issuance of
$10 million as debt, not stock! And, if we put the $10 million on the balance
sheet as debt, we will violate our other loan agreements with the banks. And, if
these agreements are violated, the banks may call in all our debt immediately. If
they do that, we are in deep trouble. We’ll probably have to file for bankruptcy.
We just don’t have the cash to pay off the banks.

1. Discuss the arguments for and against classifying the issuance of the $10
million of stock as debt.

2. What do you think might be a practical solution to this classification problem?

Select a public corporation you are familiar with or which interests you. Using
the Internet, your school library, and other sources, develop a short (one to two
pages) profile of the corporation. Include in your profile the following
information:

1. Name of the corporation
2. State of incorporation
3. Nature of its operations
4. Total assets for the most recent balance sheet
5. Total revenues for the most recent income statement
6. Net income for the most recent income statement
7. Classes of stock outstanding
8. Market price of the stock outstanding
9. High and low price of the stock for the past year

10. Dividends paid for each share of stock during the past year

In groups of three or four, discuss each corporate profile. Select one of the
corporations, assuming that your group has $100,000 to invest in its stock.
Summarize why your group selected the corporation it did and how financial

A8-4
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accounting information may have affected your decision. Keep track of the
performance of your corporation’s stock for the remainder of the term.

Note: Most major corporations maintain “home pages” on the Internet. This
home page provides a variety of information on the corporation and often in-
cludes the corporation’s financial statements. In addition, the New York Stock
Exchange Web site (http://www.nyse.com) includes links to the home pages of
many listed companies. Financial statements can also be accessed using EDGAR,
the electronic archives of financial statements filed with the Securities and Ex-
change Commission (SEC).

SEC documents can also be retrieved using the EdgarScanTM service at http://
www.sec.gov/edgar/searchedgar/webusers.htm. To obtain annual report in-
formation, key in a company name in the appropriate space. Edgar will list the
reports available to you for the company you’ve selected. Select the most recent
annual report filing, identified as a 10-K or 10-K405.

Beacon Inc. has decided to expand its operations to owning and operating long-
term health care facilities. The following is an excerpt from a conversation
between the chief executive officer, Frank Forrest, and the vice president of
finance, Rachel Tucker.

Frank: Rachel, have you given any thought to how we’re going to finance the
acquisition of St. Seniors Health Care?

Rachel: Well, the two basic options, as I see it, are to issue either preferred stock
or bonds. The equity market is a little depressed right now. The rumor is that the
Federal Reserve Bank’s going to increase the interest rates either this month or
next.

Frank: Yes, I’ve heard the rumor. The problem is that we can’t wait around to see
what’s going to happen. We’ll have to move on this next week if we want any
chance to complete the acquisition of St. Seniors.

Rachel: Well, the bond market is strong right now. Maybe we should issue debt
this time around.

Frank: That’s what I would have guessed as well. St. Seniors’s financial statements
look pretty good, except for the volatility of its income and cash flows. But that’s
characteristic of the industry.

Discuss the advantages and disadvantages of issuing preferred stock versus
bonds.

You hold a 25% common stock interest in the family-owned business, a vending
machine company. Your sister, who is the manager, has proposed an expansion
of plant facilities at an expected cost of $7,500,000. Two alternative plans have
been suggested as methods of financing the expansion. Each plan is briefly
described as follows:

Plan 1. Issue $7,500,000 of 10-year, 8% notes at face amount.
Plan 2. Issue an additional 100,000 shares of $10 par common stock at $40 per

share, and $3,500,000 of 10-year, 8% notes at face amount.

A8-5
Preferred stock vs. bonds
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Financing business expansion

Liabilities and Stockholders’ Equity 309

http://www.nyse.com
http://www.sec.gov/edgar/searchedgar/webusers.htm
http://www.sec.gov/edgar/searchedgar/webusers.htm


The balance sheet as of the end of the previous fiscal year is as follows:

THACKER, INC.
Balance Sheet

December 31, 2010

Assets
Current assets $ 4,000,000
Property, plant, and equipment 6, 000,000

Total assets $10,000,000

Liabilities and Stockholders’ Equity
Liabilities $ 3,000,000
Common stock, $5 1,000,000
Paid-in capital in excess of par 100,000
Retained earnings 5,900,000

Total liabilities and stockholders’ equity $10,000,000

Net income has remained relatively constant over the past several years. The
expansion program is expected to increase yearly income before bond interest
and income tax from $750,000 in the previous year to $1,000,000 for this year.
Your sister has asked you, as the company treasurer, to prepare an analysis of
each financing plan.

1. Prepare a table indicating the expected earnings per share on the common
stock under each plan. Assume an income tax rate of 40%. Round to the
nearest cent.

2. a. Discuss the factors that should be considered in evaluating the two plans.
b. Which plan offers the greater benefit to the present stockholders? Give

reasons for your opinion.

Moody’s Investors Service maintains a Web site at http://www.moodys.com. One of
the services offered at this site is a listing of announcements of recent bond
rating changes. Visit this site and read over some of these announcements. Write
down several of the reasons provided for rating downgrades and upgrades. If you
were a bond investor or bond issuer, would you care if Moody’s changed the
rating on your bonds? Why or why not?

Answers to Self-Examination Questions

1. C The maturity value is $5,100, determined
as follows:

Face amount of note $5,000
Plus interest ($5,000 � 0.12 � 60/360) 100
Maturity value $5,100

2. B Employers are usually required to
withhold a portion of their employees’
earnings for payment of federal income
taxes (answer A), FICA tax (answer C), and
state and local income taxes (answer D).

Generally, federal unemployment
compensation taxes (answer B) are levied
against the employer only and thus are not
deducted from employee earnings.

3. D The employer incurs an expense for FICA
tax (answer A), federal unemployment
compensation tax (answer B), and state
unemployment compensation tax (answer
C). The employees’ federal income tax
(answer D) is not an expense of the
employer. It is withheld from the
employees’ earnings.

A8-7
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4. B Since the contract rate on the bonds is
higher than the prevailing market rate, a
rational investor would be willing to pay
more than the face amount, or a
premium (answer B), for the bonds. If the
contract rate and the market rate were
equal, the bonds could be expected to sell at
their face amount (answer A). Likewise, if
the market rate is higher than the contract
rate, the bonds would sell at a price below
their face amount (answer D) or at a
discount (answer C).

5. C If a corporation that holds treasury stock
declares a cash dividend, the dividends are
not paid on the treasury shares. To do so
would place the corporation in the
position of earning income through
dealing with itself. Thus, the corporation
will record $44,000 (answer C) as cash
dividends [(25,000 shares issued less 3,000
shares held as treasury stock) � $2 per
share dividend].
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Financial Statement
Analysis 9

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Describe basic financial statement
analytical methods.

Obj 2 Use financial statement analysis to
assess the solvency of a business.

Obj 3 Use financial statement analysis to
assess the profitability of a

business.

Obj 4 Describe the contents of corporate
annual reports.

\J ust do it." These three words identify one of the
most recognizable brands in the world, Nike.
While this phrase inspires athletes to \compete
and achieve their potential," it also defines the

company.

Nike began in 1964 as a partnership between Uni-
versity of Oregon track coach Bill Bowerman and one of
his former student-athletes, Phil Knight. The two began
by selling shoes imported from Japan out of the back of
Knight’s car to athletes at track and field events. As sales
grew, the company opened retail outlets and began to
develop its own shoes. In 1971 the company, originally
named Blue Ribbon Sports, commissioned a graphic de-
sign student at Portland State University to develop the
Nike Swoosh logo for a fee of $35. In 1978 the company
changed its name to Nike, and in 1980, it sold its first
shares of stock to the public.

Nike would have been a great company in which to
have invested. If you had invested in Nike’s common
stock back in 1990, you would have paid $5.00 per share.
As the book goes to press, Nike’s stock sells for $65.62
per share. Unfortunately, you can’t invest using hindsight.

How then should you select companies to invest in?
Like any significant purchase, you should do some re-
search to guide your investment decision. If you were
buying a car, for example, you might go to Edmunds.com

to obtain reviews, ratings, prices, specifications, options,
and fuel economy across a number of vehicles. In decid-
ing whether to invest in a company, you can use financial
analysis to gain insight into a company’s past perfor-
mance and future prospects. This chapter describes and
illustrates common financial data that can be analyzed to
assist you in making investment decisions such as whe-
ther or not to invest in Nike’s stock.

Source: http://www.nikebiz.com/
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Basic Analytical Methods
Users analyze a company’s financial statements using a variety of analytical
methods. Three such methods are as follows:

1. Horizontal analysis

2. Vertical analysis

3. Common-sized statements

Horizontal Analysis
The percentage analysis of increases and decreases in related items in com-
parative financial statements is called horizontal analysis. Each item on the
most recent statement is compared with the related item on one or more
earlier statements in terms of the following:

1. Amount of increase or decrease

2. Percent of increase or decrease

When comparing statements, the earlier statement is normally used as the
base for computing increases and decreases.

Exhibit 1 illustrates horizontal analysis for the December 31, 2010 and
2009 balance sheets of Lincoln Company. In Exhibit 1, the December 31,
2009 balance sheet (the earliest year presented) is used as the base.

Exhibit 1 indicates that total assets decreased by $91,000(7.4%), liabilities
decreased by $133,000(30.0%), and stockholders’ equity increased by
$42,000(5.3%). It appears that most of the decrease in long-term liabilities of
$100,000 was achieved through the sale of long-term investments.

Comparative Balance Sheet—Horizontal AnalysisE X H I B I T 1

LINCOLN COMPANY
Comparative Balance Sheet

December 31, 2010 and 2009

Dec. 31,
2010

Dec. 31,
2009

Increase (Decrease)
Amount Percent

Assets
Current assets $ 550,000 $ 533,000 $ 17,000 3.2%
Long-term investments 95,000 177,500 (82,500) (46.5%)
Property, plant, and

equipment (net) 444,500 470,000 (25,500) (5.4%)
Intangible assets 50,000 50,000 — —
Total assets $ 1,139,500 $ 1,230,500 $ (91,000) (7.4%)

Liabilities
Current liabilities $ 210,000 $ 243,000 $ (33,000) (13.6%)
Long-term liabilities 100,000 200,000 (100,000) (50.0%)
Total liabilities $ 310,000 $ 443,000 $(133,000) (30.0%)

Stockholders’ Equity
Preferred 6% stock, $100 par $ 150,000 $ 150,000 — —
Common stock, $10 par 500,000 500,000 — —
Retained earnings 179,500 137,500 $ 42,000 30.5%
Total stockholders’ equity $ 829,500 $ 787,500 $ 42,000 5.3%
Total liabilities and

stockholders’ equity $ 1,139,500 $ 1,230,500 $ (91,000) (7.4%)

Obj 1 Describe basic
financial statement
analytical methods.
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The balance sheets in Exhibit 1 may be expanded or supported by a sepa-
rate schedule that includes the individual asset and liability accounts. For ex-
ample, Exhibit 2 is a supporting schedule of Lincoln’s current asset accounts.

Exhibit 2 indicates that while cash and temporary investments increased,
accounts receivable and inventories decreased. The decrease in accounts
receivable could be caused by improved collection policies, which would in-
crease cash. The decrease in inventories could be caused by increased sales.

Exhibit 3 illustrates horizontal analysis for the 2010 and 2009 income
statements of Lincoln Company. Exhibit 3 indicates an increase in sales of
$296,500, or 24.0%. However, the percentage increase in sales of 24.0% was
accompanied by an even greater percentage increase in the cost of goods

Comparative Schedule of Current Assets—Horizontal AnalysisE X H I B I T 2

LINCOLN COMPANY
Comparative Schedule of Current Assets

December 31, 2010 and 2009

Increase (Decrease)
Dec. 31, 2010 Dec. 31, 2009 Amount Percent

Cash $ 90,500 $ 64,700 $ 25,800 39.9%
Temporary investments 75,000 60,000 15,000 25.0%
Accounts receivable (net) 115,000 120,000 (5,000) (4.2%)
Inventories 264,000 283,000 (19,000) (6.7%)
Prepaid expenses 5,500 5,300 200 3.8%
Total current assets $550,000 $533,000 $ 17,000 3.2%

Comparative Income Statement—Horizontal AnalysisE X H I B I T 3

LINCOLN COMPANY
Comparative Income Statement

For the Years Ended December 31, 2010 and 2009

Increase (Decrease)
2010 2009 Amount Percent

Sales $ 1,530,500 $ 1,234,000 $ 296,500 24.0%
Sales returns and allowances 32,500 34,000 (1,500) (4.4%)
Net sales $ 1,498,000 $ 1,200,000 $ 298,000 24.8%
Cost of goods sold 1,043,000 820,000 223,000 27.2%
Gross profit $ 455,000 $ 380,000 $ 75,000 19.7%
Selling expenses $ 191,000 $ 147,000 $ 44,000 29.9%
Administrative expenses 104,000 97,400 6,600 6.8%
Total operating expenses $ 295,000 $ 244,400 $ 50,600 20.7%
income from operations $ 160,000 $ 135,600 $ 24,400 18.0%
Other income 8,500 11,000 (2,500) (22.7%)

$ 168,500 $ 146,600 $ 21,900 14.9%
Other expense (interest) 6,000 12,000 (6,000) (50.0%)
Income before income tax $ 162,500 $ 134,600 $ 27,900 20.7%
Income tax expense 71,500 58,100 13,400 23.1%
Net income $ 91,000 $ 76,500 $ 14,500 19.0%
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(merchandise) sold of 27.2%.1 Thus, gross profit increased by only 19.7%
rather than by the 24.0% increase in sales.

Exhibit 3 also indicates that selling expenses increased by 29.9%. Thus,
the 24.0% increases in sales could have been caused by an advertising cam-
paign, which increased selling expenses. Administrative expenses increased
by only 6.8%, total operating expenses increased by 20.7%, and income from
operations increased by 18.0%. Interest expense decreased by 50.0%. This
decrease was probably caused by the 50.0% decrease in long-term liabilities
(Exhibit 1). Overall, net income increased by 19.0%, a favorable result.

Exhibit 4 illustrates horizontal analysis for the 2010 and 2009 retained
earnings statements of Lincoln Company. Exhibit 4 indicates that retained
earnings increased by 30.5% for the year. The increase is due to net income
of $91,000 for the year, less dividends of $49,000.

Vertical Analysis
The percentage analysis of the relationship of each component in a financial
statement to a total within the statement is called vertical analysis. Although
vertical analysis is applied to a single statement, it may be applied on the
same statement over time. This enhances the analysis by showing how the
percentages of each item have changed over time.

In vertical analysis of the balance sheet, the percentages are computed as
follows:

1. Each asset item is stated as a percent of the total assets.

2. Each liability and stockholders’ equity item is stated as a percent of the
total liabilities and stockholders’ equity.

Exhibit 5 illustrates the vertical analysis of the December 31, 2010 and 2009
balance sheets of Lincoln Company. Exhibit 5 indicates that current assets
have increased from 43.3% to 48.3% of total assets. Long-term investments
decreased from 14.4% to 8.3% of total assets. Stockholders’ equity increased
from 64.0% to 72.8% with a comparable decrease in liabilities.

Comparative Retained Earnings Statement—Horizontal
AnalysisE X H I B I T 4

LINCOLN COMPANY
Comparative Retained Earnings Statement

For the Years Ended December 31, 2010 and 2009

Increase (Decrease)
2010 2009 Amount Percent

Retained earnings, January 1 $ 137,500 $ 100,000 $ 37,500 37.5%
Net income for the year 91,000 76,500 14,500 19.0%
Total $ 228,500 $ 176,500 $ 52,000 29.5%
Dividends:

On preferred stock $ 9,000 $ 9,000 — —
On common stock 40,000 30,000 $ 10,000 33.3%

Total $ 49,000 $ 39,000 $ 10,000 25.6%
Retained earnings, December 31 $ 179,500 $ 137,500 $ 42,000 30.5%

1 The term cost of goods sold is often used in practice in place of cost of merchandise sold. Such usage is
followed in this chapter.
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In a vertical analysis of the income statement, each item is stated as a
percent of net sales. Exhibit 6 illustrates the vertical analysis of the 2010 and
2009 income statements of Lincoln Company.

Exhibit 6 indicates a decrease of the gross profit rate from 31.7% in 2009 to
30.4% in 2010. Although this is only a 1.3 percentage point (31.7% – 30.4%)

Comparative Balance Sheet—Vertical AnalysisE X H I B I T 5

LINCOLN COMPANY
Comparative Balance Sheet

December 31, 2010 and 2009

Dec. 31, 2010 Dec. 31, 2009
Amount Percent Amount Percent

Assets
Current assets $ 550,000 48.3% $ 533,000 43.3%
Long-term investments 95,000 8.3 177,500 14.4
Property, plant, and equipment (net) 444,500 39.0 470,000 38.2
Intangible assets 50,000 4.4 50,000 4.1
Total assets $ 1,139,500 100.0% $ 1,230,500 100.0%

Liabilities
Current liabilities $ 210,000 18.4% $ 243,000 19.7%
Long-term liabilities 100,000 8.8 200,000 16.3
Total liabilities $ 310,000 27.2% $ 443,000 36.0%

Stockholders’ Equity
Preferred 6% stock, $100 par $ 150,000 13.2% $ 150,000 12.2%
Common stock, $10 par 500,000 43.9 500,000 40.6
Retained earnings 179,500 15.7 137,500 11.2
Total stockholders’ equity $ 829,500 72.8% $ 787,500 64.0%.
Total liabilities and stockholders’ equity $ 1,139,500 100.0% $ 1,230,500 100.0%

Comparative Income Statement—Vertical AnalysisE X H I B I T 6

LINCOLN COMPANY
Comparative Income Statement

For the Years Ended December 31, 2010 and 2009

2010 2009
Amount Percent Amount Percent

Sales $ 1,530,500 102.2% $1,234,000 102.8%
Sales returns and allowances 32,500 2.2 34,000 2.8
Net sales $ 1,498,000 100.0% $1,200,000 100.0%
Cost of goods sold 1,043,000 69.6 820,000 68.3
Gross profit $ 455,000 30.4% $ 380,000 31.7%
Selling expenses $ 191,000 12.8% $ 147,000 12.3%
Administrative expenses 104,000 6.9 97,400 8.1
Total operating expenses $ 295,000 19.7% $ 244,400 20.4%
Income from operations $ 160,000 10.7% $ 135,600 11.3%
Other income 8,500 0.6 11,000 0.9

$ 168,500 11.3% $ 146,600 12.2%
Other expense (interest) 6,000 0.4 12,000 1.0
Income before income tax $ 162,500 10.9% $ 134,600 11.2%
Income tax expense 71,500 4.8 58,100 4.8
Net income $ 91,000 6.1% $ 76,500 6.4%
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decrease, in dollars of potential gross profit, it represents a decrease of about
$19,500 (1.3% � $1,498,000). Thus, a small percentage decrease can have a
large dollar effect.

Common-Sized Statements
In a common-sized statement, all items are expressed as percentages with no
dollar amounts shown. Common-sized statements are often useful for com-
paring one company with another or for comparing a company with industry
averages.

Exhibit 7 illustrates common-sized income statements for Lincoln Company
and Madison Corporation.

Exhibit 7 indicates that Lincoln Company has a slightly higher
rate of gross profit (30.4%) than Madison Corporation (30.0%).
However, Lincoln has a higher percentage of selling expenses
(12.8%) and administrative expenses (6.9%) than does Madison
(11.5% and 4.1%). As a result, the income from operations of
Lincoln (10.7%) is less than that of Madison (14.4%).

The unfavorable difference of 3.7 (14.4% – 10.7%) percentage
points in income from operations would concern the managers
and other stakeholders of Lincoln. The underlying causes of the
difference should be investigated and possibly corrected. For ex-
ample, Lincoln Company may decide to outsource some of its
administrative duties so that its administrative expenses are more
comparative to those of Madison Corporation.

Other Analytical Measures
Other relationships may be expressed in ratios and percentages.
Often, these relationships are compared within the same statement

Common-Sized Income StatementE X H I B I T 7

Lincoln
Company

Madison
Corporation

Sales 102.2% 102.3%
Sates returns and allowances 2.2 2.3
Net sates 100.0% 100.0%
Cost of goods sold 69.6 70.0
Gross profit 30.4% 30.0%
Selling expenses 12.8% 11.5%
Administrative expenses 6.9 4.1
Total operating expenses 19.7% 15.6%
income from operations 10.7% 14.4%
Other income 0.6 0.6

11.3% 15.0%
Other expense (interest) 0.4 0.5
income before income tax 10.9% 14.5%
Income tax expense 4.8 5.5
Net income 6.1% 9.0%

The percentages of gross profit and net
income to sales for a recent fiscal year for
Target and Wal-Mart are shown below.

Target Wal-Mart

Gross profit to sales 36.9% 24.8%
Net income to sales 5.1% 3.2%

Wal-Mart has a significantly lower gross
profit margin percentage than does Target,
which is likely due to Wal-Mart’s aggressive
pricing strategy. However, Target’s gross
profit margin advantage shrinks when com-
paring the net income to sales ratio. Target
must have larger selling and administrative
expenses to sales than does Wal-Mart. Even
so, Target’s net income to sales is still 1.9
percentage points better than Wal-Mart’s
net income to sales.
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and thus are a type of vertical analysis. Comparing these items with items from
earlier periods is a type of horizontal analysis.

Analytical measures are not ends in themselves. They are only guides in
evaluating financial and operating data. Many other factors, such as trends
in the industry and general economic conditions, should also be considered
when analyzing a company.

Solvency Analysis
All users of financial statements are interested in the ability of a company to
do the following:

1. Meet its financial obligations (debts), called solvency

2. Earn income, called profitability

Solvency and profitability are interrelated. For example, a company that
cannot pay its debts will have difficulty obtaining credit. A lack of credit will,
in turn, limit the company’s ability to purchase merchandise or expand op-
erations, which decreases its profitability.

Solvency analysis focuses on the ability of a company to pay its liabilities. It
is normally assessed using the following:

1. Current position analysis

Working capital

Current ratio

Quick ratio

2. Accounts receivable analysis

Accounts receivable turnover

Number of days’ sales in receivables

3. Inventory analysis

Inventory turnover

Number of days’ sales in inventory

4. The ratio of fixed assets to long-term liabilities

5. The ratio of liabilities to stockholders’ equity

6. The number of times interest charges are earned

The Lincoln Company financial statements presented earlier are used to
illustrate the preceding analyses.

Current Position Analysis
A company’s ability to pay its current liabilities is called current position
analysis. It is of special interest to short-term creditors and includes the
computation and analysis of the following:

1. Working capital

2. Current ratio

3. Quick ratio

One popular printed source
for industry ratios is Annual
Statement Studies from
Risk Management
Association. Online
analysis is available from
Zacks Investment
Research site.

Obj 2 Use financial
statement analysis to
assess the solvency of a
business.
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Working Capital
A company’s working capital is computed as follows:

Working Capital ¼ Current Assets � Current Liabilities

To illustrate, the working capital for Lincoln Company for 2010 and 2009
is computed below.

2010 2009

Current assets $550,000 $533,000
Less current liabilities 210,000 243,000
Working capital $340,000 $290,000

The working capital is used to evaluate a company’s ability to pay current
liabilities. A company’s working capital is often monitored monthly, quar-
terly, or yearly by creditors and other debtors. However, it is difficult to use
working capital to compare companies of different sizes. For example,
working capital of $250,000 may be adequate for a local hardware store, but
it would be inadequate for The Home Depot.

Current Ratio
The current ratio, sometimes called the working capital ratio or bankers’ ratio, is
computed as follows:

Current Ratio ¼ Current Assets
Current Liabilities

To illustrate, the current ratio for Lincoln Company is computed below.

2010 2009

Current assets $550,000 $533,000
Current liabilities $210,000 $243,000
Current ratio 2.6 ($550,000/$210,000) 2.2 ($533,000/$243,000)

The current ratio is a more reliable indicator of the ability to pay current
liabilities than is working capital. To illustrate, assume that as of December
31, 2010, the working capital of a competitor is much greater than $340,000,
but its current ratio is only 1.3. Considering these facts alone, Lincoln
Company, with its current ratio of 2.6, is in a more favorable position to
obtain short-term credit than the competitor, which has the greater amount
of working capital.

Quick Ratio
One limitation of working capital and the current ratio is that they do not
consider the makeup of the current assets. Because of this, two companies
may have the same working capital and current ratios, but differ significantly
in their ability to pay their current liabilities.
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To illustrate, the current assets and liabilities for Lincoln Company and
Jefferson Corporation as of December 31, 2010, are as follows:

Lincoln
Company

Jefferson
Corporation

Current assets:
Cash $ 90,500 $ 45,500
Temporary investments 75,000 25,000
Accounts receivable (net) 115,000 90,000
Inventories 264,000 380,000
Prepaid expenses 5,500 9,500

Total current assets $550,000 $550,000

Total current assets $550,000 $550,000
Less current liabilities 210,000 210,000
Working capital $340,000 $340,000

Current ratio ($550,000/$210,000) 2.6 2.6

Lincoln and Jefferson both have a working capital of $340,000 and cur-
rent ratios of 2.6. Jefferson, however, has more of its current assets in
inventories. These inventories must be sold and the receivables collected
before all the current liabilities can be paid. This takes time. In addition, if
the market for its product declines, Jefferson may have difficulty selling its
inventory. This, in turn, could impair its ability to pay its current liabilities.

In contrast, Lincoln’s current assets contain more cash, temporary
investments, and accounts receivable, which can easily be converted to cash.
Thus, Lincoln is in a stronger current position than Jefferson to pay its
current liabilities.

A ratio that measures the \instant" debt-paying ability of a company is the
quick ratio, sometimes called the acid-test ratio. The quick ratio is computed
as follows:

Quick Ratio ¼ Quick Assets
Current Liabilities

Quick assets are cash and other current assets that can be easily converted
to cash. Quick assets normally include cash, temporary investments, and
receivables.

To illustrate, the quick ratio for Lincoln Company is computed below.

2010 2009

Quick assets:
Cash $ 90,500 $ 64,700
Temporary investments 75,000 60,000
Accounts receivable (net) 115,000 120,000

Total quick assets $280,500 $244,700

Current liabilities $210,000 $243,000
Quick ratio 1.3* 1.0**
*1.3 = $280,500 � $210,000
**1.0 = $244,700 � $243,000

Microsoft Corporation
maintains a high quick
ratio—1.9 for a recent
year. Microsoft’s stable
and profitable software
business has allowed it to
develop a strong cash
position coupled with no
short-term notes payable.
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Accounts Receivable Analysis
A company’s ability to collect its accounts receivable is called accounts
receivable analysis. It includes the computation and analysis of the following:

1. Accounts receivable turnover

2. Number of days’ sales in receivables

Collecting accounts receivable as quickly as possible improves a com-
pany’s solvency. In addition, the cash collected from receivables may be used
to improve or expand operations. Quick collection of receivables also
reduces the risk of uncollectible accounts.

Accounts Receivable Turnover
The accounts receivable turnover is computed as follows:

Accounts Receivable Turnover ¼ Net Sales2

Average Accounts Receivable

To illustrate, the accounts receivable turnover for Lincoln Company for
2010 and 2009 is computed below.

2010 2009

Net sales $1,498,000 $1,200,000

Accounts receivable (net):
Beginning of year $ 120,000 $ 140,000
End of year 115,000 120,000

Total $ 235,000 $ 260,000

Average accounts
receivable $117,500 ($235,000 � 2) $130,000 ($260,000 � 2)
Accounts receivable
turnover 12.7 ($1,498,000 � $117,500) 9.2 ($1,200,000 � $130,000)

The increase in Lincoln’s accounts receivable turnover from 9.2 to 12.7
indicates that the collection of receivables has improved during 2010. This
may be due to a change in how credit is granted, collection practices, or both.

For Lincoln Company, the average accounts receivable was computed
using the accounts receivable balance at the beginning and the end of the
year. When sales are seasonal and thus vary throughout the year, monthly
balances of receivables are often used. Also, if sales on account include notes
receivable as well as accounts receivable, notes and accounts receivables are
normally combined for analysis.

Number of Days’ Sales in Receivables
The number of days’ sales in receivables is computed as follows:

Number of Days’ Sales in Receivables ¼ Average Accounts Receivable
Average Daily Sales

2 If known, credit sales should be used in the numerator. Because credit sales are not normally known by external
users, net sales is used in the numerator.
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where

Average Daily Sales ¼ Net Sales
365 days

To illustrate, the number of days’ sales in receivables for Lincoln Com-
pany is computed below.

2010 2009

Average accounts receivable $117,500 ($235,000 � 2) $130,000 ($260,000 � 2)
Average daily sales $4,104 ($1,498,000 � 365) $3,288 ($1,200,000 � 365)
Number of days’ sales

in receivables 28.6 ($117,500 � $4,104) 39.5 ($130,000 � $3,288)

The number of days’ sales in receivables is an estimate of the time (in
days) that the accounts receivable have been outstanding. The number of
days’ sales in receivables is often compared with a company’s credit terms to
evaluate the efficiency of the collection of receivables.

To illustrate, if Lincoln’s credit terms are 2/10, n/30, then Lincoln was
very inefficient in collecting receivables in 2009. In other words, receivables
should have been collected in 30 days or less, but were being collected in
39.5 days. Although collections improved during 2010 to 28.6 days, there is
probably still room for improvement. On the other hand, if Lincoln’s
credit terms are n/45, then there is probably little room for improving
collections.

Inventory Analysis
A company’s ability to manage its inventory effectively is evaluated using
inventory analysis. It includes the computation and analysis of the
following:

1. Inventory turnover

2. Number of days’ sales in inventory

Excess inventory decreases solvency by tying up funds (cash) in inventory.
In addition, excess inventory increases insurance expense, property taxes,
storage costs, and other related expenses. These expenses further reduce
funds that could be used elsewhere to improve or expand operations.

Excess inventory also increases the risk of losses because of price declines
or obsolescence of the inventory. On the other hand, a company should
keep enough inventory in stock so that it doesn’t lose sales because of lack of
inventory.

Inventory Turnover
The inventory turnover is computed as follows:

Inventory Turnover ¼ Cost of Goods Sold
Average Inventory
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To illustrate, the inventory turnover for Lincoln Company for 2010 and
2009 is computed below.

2010 2009

Cost of goods sold $1,043,000 $820,000

Inventories:
Beginning of year $ 283,000 $311,000
End of year 264,000 283,000

Total $ 547,000 $594,000

Average inventory $273,500 ($547,000 � 2) $297,000 ($594,000 � 2)
Inventory turnover 3.8 ($1,043,000 � $273,500) 2.8 ($820,000 � $297,000)

The increase in Lincoln’s inventory turnover from 2.8 to 3.8 indicates that
the management of inventory has improved in 2010. The inventory turnover
improved because of an increase in the cost of goods sold, which indicates
more sales, and a decrease in the average inventories.

What is considered a good inventory turnover varies by type of inventory,
companies, and industries. For example, grocery stores have a higher in-
ventory turnover than jewelers or furniture stores. Likewise, within a gro-
cery store, perishable foods have a higher turnover than the soaps and
cleansers.

Number of Days’ Sales in Inventory
The number of days’ sales in inventory is computed as follows:

Number of Days’ Sales in Inventory ¼ Average Inventory
Average Daily Cost of Goods Sold

where

Average Daily Cost of Goods Sold ¼ Cost of Goods Sold
365 days

To illustrate, the number of days’ sales in inventory for Lincoln Company
is computed below.

2010 2009

Average inventory $273,500 ($547,000 � 2) $297,000 ($594,000 � 2)
Average daily cost

of goods sold $2,858 ($1,043,000 � 365) $2,247 ($820,000 � 365)
Number of days’ sales in

inventory 95.7 ($273,500 � $2,858) 132.2 ($297,000 � $2,247)

The number of days’ sales in inventory is a rough measure of the length of
time it takes to purchase, sell, and replace the inventory. Lincoln’s number
of days’ sales in inventory improved from 132.2 days to 95.7 days during
2010. This is a major improvement in managing inventory.
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Ratio of Fixed Assets to Long-Term Liabilities
The ratio of fixed assets to long-term liabilities provides a measure of whe-
ther noteholders or bondholders will be paid. Since fixed assets are often
pledged as security for long-term notes and bonds, it is computed as follows:

Ratio of Fixed Assets to Long-Term Liabilities ¼ Fixed Assets ðnetÞ
Long-Term Liabilities

To illustrate, the ratio of fixed assets to long-term liabilities for Lincoln
Company is computed below.

2010 2009

Fixed assets (net) $444,500 $470,000
Long-term liabilities $100,000 $200,000
Ratio of fixed assets

to long-term liabilities 4.4 ($444,500 � $100,000) 2.4 ($470,000 � $200,000)

During 2010, Lincoln’s ratio of fixed assets to long-term liabilities in-
creased from 2.4 to 4.4. This increase was due primarily to Lincoln paying off
one-half of its long-term liabilities in 2010.

Ratio of Liabilities to Stockholders’ Equity
The ratio of liabilities to stockholders’ equity measures how much of the
company is financed by debt and equity. It is computed as follows:

Ratio of Liabilities to Stockholders’ Equity ¼ Total Liabilities
Total Stockholders’ Equity

To illustrate, the ratio of liabilities to stockholders’ equity for Lincoln
Company is computed below.

2010 2009

Total liabilities $310,000 $443,000
Total stockholders’ equity $829,500 $787,500
Ratio of liabilities to

stockholders’ equity 0.4 ($310,000 � $829,500) 0.6 ($443,000 � $787,500)

Lincoln’s ratio of liabilities to stockholders’ equity decreased from 0.6 to
0.4 during 2010. This is an improvement and indicates that Lincoln’s cred-
itors have an adequate margin of safety.

Number of Times Interest Charges Earned
The number of times interest charges are earned, sometimes called the fixed
charge coverage ratio, measures the risk that interest payments will not be made
if earnings decrease. It is computed as follows:

Number of Times Interest
Charges Are Earned ¼ Income Before Income Tax þ Interest Expense

Interest Expense

The ratio of liabilities to
stockholders’ equity varies
across industries as in the
following examples:

Continental Airlines 31.6
Procter & Gamble 1.1
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Interest expense is paid before income taxes. In other words, interest
expense is deducted in determining taxable income and, thus, income tax.
For this reason, income before taxes is used in computing the number of times
interest charges are earned.

The higher the ratio, the more likely interest payments will be paid if
earnings decrease. To illustrate, the number of times interest charges are
earned for Lincoln Company is computed below.

2010 2009

Income before income tax $162,500 $134,600
Add interest expense 6,000 12,000
Amount available to pay interest $168,500 $146,600

Number of times interest
charges earned 28.1 ($168,500 � $6,000) 12.2 ($146,600 � $12,000)

The number of times interest charges are earned improved from 12.2 to
28.1 during 2010. This indicates that Lincoln Company has sufficient earn-
ings to pay interest expense.

The number of times interest charges are earned can be adapted for use
with dividends on preferred stock. In this case, the number of times preferred
dividends are earned is computed as follows:

Number of Times Preferred Dividends Are Earned ¼ Net Income
Preferred Dividends

Since dividends are paid after taxes, net income is used in computing
the number of times preferred dividends are earned. The higher the ratio,
the more likely preferred dividend payments will be paid if earnings
decrease.

Profitability Analysis
Profitability analysis focuses on the ability of a company to earn profits. This
ability is reflected in the company’s operating results, as reported in its
income statement. The ability to earn profits also depends on the assets the
company has available for use in its operations, as reported in its balance
sheet. Thus, income statement and balance sheet relationships are often
used in evaluating profitability.

Common profitability analyses include the following:

1. Ratio of net sales to assets

2. Rate earned on total assets

3. Rate earned on stockholders’ equity

4. Rate earned on common stockholders’ equity

5. Earnings per share on common stock

6. Price-earnings ratio

7. Dividends per share

8. Dividend yield

Obj 3 Use financial
statement analysis to
assess the profitability of a
business.
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Ratio of Net Sales to Assets
The ratio of net sales to assets measures how effectively a company uses its
assets. It is computed as follows:

Ratio of Net Sales to Assets ¼ Net Sales
Average Total Assets

(excluding long-term investments)

As shown above, any long-term investments are excluded in computing
the ratio of net sales to assets. This is because long-term investments are
unrelated to normal operations and net sales.

To illustrate, the ratio of net sales to assets for Lincoln Company is com-
puted below.

2010 2009

Net sales $ 1,498,000 $ 1,200,000

Total assets
(excluding
long-term
investments):

Beginning of year $ 1,053,000 $ 1,010,000
End of year 1,044,500 1,053,000
Total $ 2,097,500 $ 2,063,000

Average total assets $1,048,750 ($2,097,500 � 2) $1,031,500 ($2,063,000 � 2)
Ratio of net sales

to assets 1.4 ($1,498,000 � $1,048,750) 1.2 ($1,200,000 � $1,031,500)

For Lincoln Company, the average total assets was computed using total
assets (excluding long-term investments) at the beginning and the end of
the year. The average total assets could also be based on monthly or quar-
terly averages.

The ratio of net sales to assets indicates that Lincoln’s use of its operating
assets has improved in 2010. This was primarily due to the increase in net
sales in 2010.

Rate Earned on Total Assets
The rate earned on total assets measures the profitability of total assets,
without considering how the assets are financed. In other words, this rate is
not affected by the portion of assets financed by creditors or stockholders. It
is computed as follows:

Rate Earned on Total Assets ¼ Net Income þ Interest Expense
Average Total Assets

The rate earned on total assets is computed by adding interest expense to
net income. By adding interest expense to net income, the effect of whether
the assets are financed by creditors (debt) or stockholders (equity) is elimi-
nated. Because net income includes any income earned from long-term
investments, the average total assets includes long-term investments as well
as the net operating assets.
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To illustrate, the rate earned on total assets by Lincoln Company is com-
puted below.

2010 2009

Net income $ 91,000 $ 76,500
Plus interest expense 6,000 12,000

Total $ 97,000 $ 88,500

Total assets:
Beginning of year $ 1,230,500 $ 1,187,500
End of year 1,139,500 1,230,500
Total $ 2,370,000 $ 2,418,000

Average total assets $1,185,000 ($2,370,000 � 2) $1,209,000 ($2,418,000 � 2)
Rate earned

on total assets 8.2% ($97,000 � $1,185,000) 7.3% ($88,500 � $1,209,000)

The rate earned on total assets improved from 7.3% to 8.2% during 2010.
The rate earned on operating assets is sometimes computed when there are large

amounts of nonoperating income and expense. It is computed as follows:

Rate Earned on Operating Assets ¼ Income from Operations
Average Operating Assets

Since Lincoln Company does not have a significant amount of non-
operating income and expense, the rate earned on operating assets is not
illustrated.

Rate Earned on Stockholders’ Equity
The rate earned on stockholders’ equity measures the rate of income earned
on the amount invested by the stockholders. It is computed as follows:

Rate Earned on Stockholders’ Equity ¼ Net Income
Average Total Stockholders’ Equity

To illustrate, the rate earned on stockholders’ equity for Lincoln Com-
pany is computed below.

2010 2009

Net income $91,000 $76,500

Stockholders’ equity:
Beginning of year $ 787,500 $ 750,000
End of year 829,500 787,500
Total $1,617,000 $1,537,500

Average stockholders’
equity $808,500 ($1,617,000 � 2) $768,750 ($1,537,500 � 2)

Rate earned on
stockholders’ equity 11.3% ($91,000 � $808,500) 10.0% ($76,500 � $768,750)

The rate earned on stockholders’ equity improved from 10.0% to 11.3%
during 2010.
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Leverage involves using debt to increase the return on an investment. The
rate earned on stockholders’ equity is normally higher than the rate earned
on total assets. This is because of the effect of leverage.

For Lincoln Company, the effect of leverage for 2010 is 3.1%, computed
as follows:

Rate earned on stockholders’ equity 11.3%
Less rate earned on total assets 8.2
Effect of leverage 3.1%

Exhibit 8 shows the 2010 and 2009 effects of leverage for Lincoln Company.

Rate Earned on Common Stockholders’ Equity
The rate earned on common stockholders’ equity measures the rate of
profits earned on the amount invested by the common stockholders. It is
computed as follows:

Rate Earned on Common
Stockholders’ Equity ¼ Net Income � Preferred Dividends

Average Common Stockholders’ Equity

Because preferred stockholders rank ahead of the common stockholders
in their claim on earnings, any preferred dividends are subtracted from net
income in computing the rate earned on common stockholders’ equity.

To illustrate, the rate earned on common stockholders’ equity for Lincoln
Company is computed below.

2010 2009

Net income $91,000 $76,500
Less preferred dividends 9,000 9,000

Total $82,000 $67,500

Common
stockholders’ equity:

Beginning of year $ 637,500 $ 600,000
End of year 679,500 637,500
Total $1,317,000 $1,237,500

Average common
stockholders’ equity $ 658,500 ($1,317,000 � 2) $618,750 ($1,237,500 � 2)

Rate earned on common
stockholders’ equity 12.5% ($82,000 � $658,500) 10.9% ($67,500 � $618,750)

Lincoln Company had $150,000 of 6% preferred stock outstanding
on December 31, 2010 and 2009. Thus, preferred dividends of $9,000

The approximate rates
earned on assets and
stockholders’ equity for
Molson Coors Brewing
Company and Anheuser-
Busch Companies, Inc., for
a recent fiscal year are
shown below.

Molson
Coors

Anheuser-
Busch

Rate earned
on assets 4.3% 14.6%

Rate earned on
stockholders’
equity 6.5% 51.6%

Anheuser-Busch has been
more profitable and has
benefited from a greater
use of leverage than has
Molson Coors.

Effect of LeverageE X H I B I T 8
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($150,000 � 6%) were deducted from net income. Lincoln’s common
stockholders’ equity was determined as follows:

December 31

2010 2009 2008

Common stock, $10 par $500,000 $500,000 $500,000
Retained earnings 179,500 137,500 100,000
Common stockholders’ equity $679,500 $637,500 $600,000

The retained earnings on December 31, 2008, of $100,000 is the same as
the retained earnings on January 1, 2009, as shown in Lincoln’s retained
earnings statement in Exhibit 4.

Lincoln Company’s rate earned on common stockholders’ equity im-
proved from 10.9% to 12.5% in 2010. This rate differs from the rates earned
by Lincoln Company on total assets and stockholders’ equity as shown below.

2010 2009

Rate earned on total assets 8.2% 7.3%
Rate earned on stockholders’ equity 11.3% 10.0%
Rate earned on common stockholders’ equity 12.5% 10.9%

These rates differ because of leverage, as discussed in the preceding section.

Earnings per Share on Common Stock
Earnings per share (EPS) on common stock measures the share of profits
that are earned by a share of common stock. Generally accepted accounting
principles (GAAP) require the reporting of earnings per share in the income
statement.3 As a result, earnings per share (EPS) is often reported in the
financial press. It is computed as follows:

Earnings per Share ðEPSÞ
on Common Stock ¼ Net Income � Preferred Dividends

Shares of Common Stock Outstanding

When preferred and common stock are outstanding, preferred dividends
are subtracted from net income to determine the income related to the
common shares.

To illustrate, the earnings per share (EPS) of common stock for Lincoln
Company is computed below.

2010 2009

Net income $91,000 $76,500
Preferred dividends 9,000 9,000
Total $82,000 $67,500

Shares of common stock
outstanding 50,000 50,000

Earnings per share on
common stock $1.64 ($82,000 � 50,000) $1.35 ($67,500 � 50,000)

3 Statement of Financial Accounting Standards No. 128, "Earnings per Share" (Norwalk, CT: Financial
Accounting Standards Board, 1997).
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As shown on the previous page, Lincoln’s earnings per share (EPS) on
common stock improved from $1.35 to $1.64 during 2010.

Lincoln Company had $150,000 of 6% preferred stock outstanding on
December 31, 2010 and 2009. Thus, preferred dividends of $9,000 ($150,000
� 6%) are deducted from net income in computing earnings per share on
common stock.

Lincoln did not issue any additional shares of common stock in 2010. If
Lincoln had issued additional shares in 2010, a weighted average of common
shares outstanding during the year would have been used.

Lincoln Company has a simple capital structure with only common stock
and preferred stock outstanding. Many corporations, however, have com-
plex capital structures with various types of equity securities outstanding,
such as convertible preferred stock, stock options, and stock warrants. In
such cases, the possible effects of such securities on the shares of common
stock outstanding are considered in reporting earnings per share. These
possible effects are reported separately as earnings per common share assuming
dilution or diluted earnings per share.4 This topic is described and illustrated in
advanced accounting courses and textbooks.

Price-Earnings Ratio
The price-earnings (P/E) ratio on common stock measures a company’s fu-
ture earnings prospects. It is often quoted in the financial press and is
computed as follows:

Price-Earnings (P/E) Ratio ¼ Market Price per Share of Common Stock
Earnings per Share on Common Stock

To illustrate, the price-earnings (P/E) ratio for Lincoln Company is
computed below.

2010 2009

Market price per share of common stock $41.00 $27.00
Earnings per share on common stock $ 1.64 $ 1.35
Price-earnings ratio on common stock 25 ($41 � $1.64) 20 ($27 � $1.35)

The price-earnings ratio improved from 20 to 25 during 2010. In other
words, a share of common stock of Lincoln Company was selling for 20 times
earnings per share at the end of 2009. At the end of 2010, the common stock
was selling for 25 times earnings per share. This indicates that the market
expects Lincoln to experience favorable earnings in the future.

Dividends per Share
Dividends per share measures the extent to which earnings are being dis-
tributed to common shareholders. It is computed as follows:

Dividends per Share ¼ Dividends
Shares of Common Stock Outstanding

The dividends per share,
dividend yield, and P/E ratio
of a common stock are
normally quoted on the
daily listing of stock prices
in The Wall Street Journal
and on Yahoo!’s finance
Web site.

4 Ibid., pars. 11–39.
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To illustrate, the dividends per share for Lincoln Company are computed
below.

2010 2009

Dividends $40,000 $30,000
Shares of common stock

outstanding 50,000 50,000
Dividends per share of

common stock $0.80 ($40,000 � 50,000) $0.60 ($30,000 � 50,000)

The dividends per share of common stock increased from $0.60 to $0.80
during 2010.

Dividends per share are often reported with earnings per share. Com-
paring the two per-share amounts indicates the extent to which earnings are
being retained for use in operations. To illustrate, the dividends and earn-
ings per share for Lincoln Company are shown in Exhibit 9.

Dividend Yield
The dividend yield on common stock measures the rate of return to com-
mon stockholders from cash dividends. It is of special interest to investors,
whose objective is to earn revenue (dividends) from their investment. It is
computed as follows:

Dividend Yield ¼ Dividends per Share of Common Stock
Market Price per Share of Common Stock

To illustrate, the dividend yield for Lincoln Company is computed below.

2010 2009

Dividends per share of common stock $ 0.80 $ 0.60
Market price per share of common stock $41.00 $27.00
Dividend yield on common stock 2.0% ($0.80 � $41) 2.2% ($0.60 � $27)

Dividends and Earnings per Share of Common StockE X H I B I T 9
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The dividend yield declined slightly from 2.2% to 2.0% in 2010. This de-
cline was primarily due to the increase in the market price of Lincoln’s
common stock.

Summary of Analytical Measures
Exhibit 10 shows a summary of the solvency and profitability measures dis-
cussed in this chapter. The type of industry and the company’s operations
usually affect which measures are used. In many cases, additional measures
are used for a specific industry. For example, airlines use revenue per passenger
mile and cost per available seat as profitability measures. Likewise, hotels use
occupancy rates as a profitability measure.

The analytical measures shown in Exhibit 10 are a useful starting point for
analyzing a company’s solvency and profitability. However, they are not a
substitute for sound judgment. For example, the general economic and
business environment should always be considered in analyzing a company’s
future prospects. In addition, any trends and interrelationships among the
measures should be carefully studied.
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Summary of Analytical MeasuresE X H I B I T 10

Method of
Computation Use

Solvency measures:
Working Capital Current Assets � Current Liabilities

To indicate the ability to meet
currently maturing obligationsCurrent Ratio Current Assets

Current Liabilities

Quick Ratio Quick Assets
Current Liabilities

To indicate instant debt-paying

Accounts Receivable
Turnover

Net Sales
Average Accounts Receivable To assess the efficiency in

collecting receivables and in the
management of credit

Numbers of Days’ Sales in
Receivables

Average Accounts Receivable
Average Daily Sales

Inventory Turnover Cost of Goods Sold
Average Inventory

To assess the efficiency in the
management of inventoryNumber of Days’ Sales in

Inventory

Average Inventory
Average Daily Cost of Goods Sold

Ratio of Fixed Assets to
Long-Term Liabilities

Fixed Assets (net)
Long-Term Liabilities

To indicate the margin of safety to
long-term creditors

Ratio of Liabilities to
Stockholders’ Equity

Total Liabilities
Total Stockholders’ Equity

To indicate the margin of safety to
creditors

Number of Times Interest
Charges Are Earned

Income Before Income Tax + Interest Expense
Interest Expense

To assess the risk to debtholders in
terms of number of times interest
charges were earned

(Continued)
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Corporate Annual Reports
Public corporations issue annual reports summarizing their operating activ-
ities for the past year and plans for the future. Such annual reports include
the financial statements and the accompanying notes. In addition, annual
reports normally include the following sections:

1. Management’s discussion and analysis

2. Report on internal control

3. Report on fairness of the financial statements

9
>>>=

>>>;

Method of
Computation Use

Profitability measures:
Ratio of Net Sales to
Assets

Net Sales
Average Total Assets (excluding

long-term investments)

To assess the effectiveness in
the use of assets

Rate Earned on Total
Assets

Net Income + Interest Expense
Average Total Assets

To assess the profitability of the
assets

Rate Earned on
Stockholders’ Equity

Net Income
Average Total Stockholders’ Equity

To assess the profitability of
the investment by stockholders

Rate Earned on Common
Stockholders’ Equity

Net Income � Preferred Dividends
Average Common Stockholders’ Equity To assess the profitability of the

investment by common
stockholders

Earnings per Share on
Common Stock

Net Income � Preferred Dividends
Shares of Common Stock Outstanding

Price-Earnings Ratio Market Price per Share of Common Stock
Earnings per Share on Common Stock

To indicate future earnings
prospects, based on the
relationship between market value
of common stock and earnings

Dividends per Share Dividends
Shares of Common Stock Outstanding

To indicate the extent to which
earnings are being distributed
to common stockholders

Dividend Yield Dividends per Share of Common Stock
Market Price per Share of Common Stock

To indicate the rate of return
to common stockholders in terms
of dividends

Summary of Analytical Measures (Continued)E X H I B I T 10

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

One Bad Apple

A recent survey by CFO magazine reported that 47%
of chief financial officers have been pressured by the
chief executive officer to use questionable accounting.
In addition, only 38% of those surveyed feel less
pressure to use aggressive accounting today than in
years past, while 20% believe there is more pressure.

Perhaps more troublesome is the chief financial offi-
cers’ confidence in the quality of financial information,
with only 27% being “very confident” in the quality of
financial information presented by public companies.

Source: D. Durfee, “It’s Better (and Worse) Than You Think,” CFO,
May 3, 2004.

Obj 4 Describe the
contents of corporate
annual reports.
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Management’s Discussion and Analysis
Management’s Discussion and Analysis (MD&A) is required in annual
reports filed with the Securities and Exchange Commission. It includes
management’s analysis of current operations and its plans for the future.
Typical items included in the MD&A include the following:

1. Management’s analysis and explanations of any significant changes
between the current and prior years’ financial statements.

2. Important accounting principles or policies that could affect inter-
pretation of the financial statements, including the effect of changes in
accounting principles or the adoption of new accounting principles.

3. Management’s assessment of the company’s liquidity and the availability
of capital to the company.

4. Significant risk exposures that might affect the company.

5. Any \off-balance-sheet" arrangements such as leases not included di-
rectly in the financial statements. Such arrangements are discussed in
advanced accounting courses and textbooks.

How Businesses Make Money

Investing Strategies

How do people make investment decisions? Investment decisions, like any major purchase, must meet the needs of
the buyer. For example, if you have a family of five and are thinking about buying a new car, you probably wouldn’t buy
a two-seat sports car. It just wouldn’t meet your objectives or fit your lifestyle. Alternatively, if you are a young single
person, a minivan might not meet your immediate needs. Investors buy stocks in the same way, buying stocks that
match their investment style and their financial needs. Two common approaches are value and growth investing.

Value Investing
Value investors search for undervalued stocks. That is, the investor tries to find companies whose value is not
reflected in their stock price. These are typically quiet, “boring” companies with excellent financial performance
that are temporarily out of favor in the stock market. This investment approach assumes that the stock’s price will
eventually rise to match the company’s value. The most successful investor of all time, Warren Buffett, uses this
approach almost exclusively. Naturally, the key to successful value investing is to accurately determine a stock’s
value. This will often include analyzing a company’s financial ratios, as discussed in this chapter, compared to
target ratios and industry norms. For example, the stock of Deckers Outdoor Corporation, the maker of TEVATM

sport sandals, was selling for $27.43 on December 27, 2005, a value relative to its earnings per share of $2.58.
Over the next two years, the company’s stock price increased more than 500%, reaching $166.50.

Growth Investing
The growth investor tries to identify companies that have the potential to grow
sales and earnings through new products, markets, or opportunities. Growth
companies are often newer companies that are still unproven but that possess
unique technologies or capabilities. The strategy is to purchase these com-
panies before their potential becomes obvious, hoping to profit from relatively
large increases in the company’s stock price. This approach, however, carries
the risk that the growth may not occur. Growth investors use many of the ratios
discussed in this chapter to identify high-potential growth companies. For
example, in March 2005, Research in Motion Limited, maker of the popular
BlackBerryâ handheld mobile device, reported earnings per share of $0.37,
and the company’s stock price was trading near $62 per share. In the following
two years, the company’s sales increased by 125%, earnings increased to
$1.14 per share, and the company’s stock price rose above $135 per share.
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Report on Internal Control
The Sarbanes-Oxley Act of 2002 requires management to prepare a report
on internal control. The report states management’s responsibility for
establishing and maintaining internal control. In addition, management’s
assessment of the effectiveness of internal controls over financial reporting is
included in the report.

Sarbanes-Oxley also requires a public accounting firm to verify manage-
ment’s conclusions on internal control. Thus, two reports on internal con-
trol, one by management and one by a public accounting firm, are included
in the annual report. In some situations, these may be combined into a
single report on internal control.

Report on Fairness of the Financial Statements
All publicly held corporations are required to have an independent audit
(examination) of their financial statements. The Certified Public Account-
ing (CPA) firm that conducts the audit renders an opinion, called the Report
of Independent Registered Public Accounting Firm, on the fairness of the
statements.

An opinion stating that the financial statements present fairly the fi-
nancial position, results of operations, and cash flows of the company is said
to be an unqualified opinion, sometimes called a clean opinion. Any report
other than an unqualified opinion raises a \red flag" for financial statement
users and requires further investigation as to its cause.

Appendix
Unusual Items on the Income Statement
Generally accepted accounting principles require that unusual items be re-
ported separately on the income statement. This is because such items do
not occur frequently and often are unrelated to current operations. Without
separate reporting of these items, users of the financial statements might be
misled about current and future operations.

Unusual items affecting the current period’s income statement include
the following:

1. Discontinued operations

2. Extraordinary items

Discontinued Operations
A company may discontinue a segment of its operations by selling or aban-
doning the operations. For example, a retailer might decide to sell its pro-
duct only online and thus discontinue selling its merchandise at its retail
outlets (stores).

Any gain or loss on discontinued operations is reported on the income
statement as a Gain (or loss) from discontinued operations. It is reported im-
mediately following Income from continuing operations.5

5 Statement of Financial Accounting Standards No. 144, \Accounting for the Impairment or Disposal of Long-
Lived Assets" (Norwalk, CT: Financial Accounting Standards Board, 2001).
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To illustrate, assume that Jones Corporation produces and sells electrical
products, hardware supplies, and lawn equipment. Because of lack of profits,
Jones discontinues its electrical products operation and sells the remaining
inventory and other assets at a loss of $100,000. Exhibit 11 illustrates the
reporting of the loss on discontinued operations.6

In addition, a note accompanying the income statement should describe
the operations sold including such details as the date operations were
discontinued, the assets sold, and the effect (if any) on current and future
operations.

Extraordinary Items
An extraordinary item is defined as an event or transaction with the follow-
ing characteristics:

1. Unusual in nature

2. Infrequent in occurrence

Gains and losses from natural disasters such as floods, earthquakes, and
fires are normally reported as extraordinary items, provided that they occur
infrequently. Gains or losses from land or buildings taken (condemned) for
public use are also reported as extraordinary items.

Any gain or loss from extraordinary items is reported on the income
statement as Gain (or loss) from extraordinary item. It is reported immediately
following Income from continuing operations and any Gain (or loss) on dis-
continued operations.

To illustrate, assume that land owned by Jones Corporation was
condemned by the local government. The condemnation of the land re-
sulted in a gain of $150,000. Exhibit 11 illustrates the reporting of the ex-
traordinary gain.7

Unusual Items in the Income StatementE X H I B I T 11

JONES CORPORATION
Income Statement

For the Year Ended December 31, 2010

Net sales $ 2,350,000
Cost of merchandise sold 5.800,000
Gross profit $ 6,550,000
Selling and administrative expenses 5,240,000
Income from continuing operations before income tax $ 1,310,000
Income tax expense 620,000
Income from continuing operations $ 690,000
Loss on discontinued operations 100,000
Income before extraordinary items $ 590,000
Extraordinary items:

Gain on condemnation of land 150,000
Net income $ 740,000

6 The gain or loss on discontinued operations is reported net of any tax effects. To simplify, the tax effects are
not specifically identified in Exhibit 11.

7 The gain or loss on extraordinary operations is reported net of any tax effects.
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Reporting Earnings per Share
Earnings per common share should be reported separately for discontinued
operations and extraordinary items. Assuming 200,000 shares of common
stock are outstanding, a partial income statement for Jones Corporation is
shown in Exhibit 12.

Exhibit 12 reports earnings per common share for income from con-
tinuing operations, discontinued operations, and extraordinary items.
However, only earnings per share for income from continuing operations
and net income are required by generally accepted accounting principles
(GAAP). The other per-share amounts may be presented in the notes to the
financial statements.8

Key Points

1. Describe basic financial statement
analytical methods.
The analysis of percentage increases and de-
creases in related items in comparative fi-
nancial statements is called horizontal analy-
sis. The analysis of percentages of component
parts to the total in a single statement is called
vertical analysis. Financial statements in which
all amounts are expressed in percentages for
purposes of analysis are called common-sized
statements.

2. Use financial statement analysis to assess the
solvency of a business.
The primary focus of financial statement
analysis is the assessment of solvency and
profitability. All users are interested in the

ability of a business to pay its debts as they
come due (solvency) and to earn income
(profitability). Solvency analysis is normally
assessed by examining the following balance
sheet relationships: (1) current position analy-
sis, (2) accounts receivable analysis, (3) in-
ventory analysis, (4) the ratio of fixed assets to
long-term liabilities, (5) the ratio of liabilities
to stockholders’ equity, and (6) the number of
times interest charges are earned.

3. Use financial statement analysis to assess the
profitability of a business.
Profitability analysis focuses mainly on the re-
lationship between operating results (income
statement) and resources available (balance
sheet). Major analyses used in assessing

Income Statement with Earnings per ShareE X H I B I T 12

JONES CORPORATION
Income Statement

For the Year Ended December 31, 2010

Earnings per common share:
Income from continuing operations $ 3.45
Loss on discontinued operations 0.50
Income before extraordinary items $ 2.95
Extraordinary items:

Gain on condemnation of land 0.75
Net income $ 3.70

8 Statement of Financial Standards No. 128, op. cit., pars. 36 and 37.
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profitability include (1) the ratio of net sales
to assets, (2) the rate earned on total assets,
(3) the rate earned on stockholders’ equity,
(4) the rate earned on common stockholders’
equity, (5) earnings per share on common
stock, (6) the price-earnings ratio, (7) divi-
dends per share, and (8) dividend yield.

4. Describe the contents of corporate
annual reports.
Corporate annual reports normally include
financial statements and the accompanying
notes, the Management’s Discussion and
Analysis, and the Report on Fairness of the
Financial Statements.

Key Terms

Accounts receivable analysis The analysis of a
company’s ability to collect its accounts
receivable.

Accounts receivable turnover The relationship
between net sales and accounts receivable com-
puted by dividing the net sales by the average net
accounts receivable; measures how frequently
during the year the accounts receivable are being
converted to cash.

Common-sized statement A financial statement
in which all items are expressed only in relative
terms.

Current position analysis The analysis of a com-
pany’s ability to pay its current liabilities.

Current ratio A financial ratio that is computed
by dividing current assets by current liabilities.

Dividend yield A ratio, computed by dividing
the annual dividends paid per share of common
stock by the market price per share at a specific
date, which indicates the rate of return to stock-
holders in term of cash dividend distributions.

Dividends per share Measures the extent to
which earnings are being distributed to common
shareholders.

Earnings per share (EPS) on common stock Net
income per share of common stock outstanding
during a period.

Extraordinary item An event or transaction re-
ported on the income statement that is (1) unu-
sual in nature and (2) infrequent in occurrence.

Horizontal analysis Financial analysis that com-
pares an item in a current statement with the
same item in prior statements.

Inventory analysis A company’s ability to manage
its inventory effectively.

Inventory turnover The relationship between the
volume of goods sold and inventory, computed
by dividing the cost of goods sold by the average
inventory.

Management’s Discussion and Analysis (MD&A)
An annual report disclosure that provides man-
agement’s analysis of the results of operations
and financial condition.

Number of days’ sales in inventory The relation-
ship between the volume of sales and inventory,
computed by dividing the inventory at the end of
the year by the average daily cost of goods sold.

Number of days’ sales in receivables The re-
lationship between sales and accounts receivable,
computed by dividing the average accounts re-
ceivable by the average daily sales.

Number of times interest charges are earned A
ratio that measures creditor margin of safety for
interest payments, calculated as income before
interest and taxes divided by interest expense.

Price-earnings (P/E) ratio The ratio of the mar-
ket price per share of common stock, at a specific
date, to the annual earnings per share.

Profitability The ability of a firm to earn income.

Quick assets Cash and other current assets that
can be quickly converted to cash, such as mar-
ketable securities and receivables.

Quick ratio A financial ratio that measures
the ability to pay current liabilities with quick as-
sets (cash, marketable securities, accounts
receivable).

Rate earned on stockholders’ equity A measure
of profitability computed by dividing net income
by average total stockholders’ equity.

Rate earned on common stockholders’ equity A
measure of profitability computed by dividing net
income less preferred dividends by average com-
mon stockholders’ equity.

Rate earned on total assets A measure of the
profitability of assets, without regard to the equity
of creditors and stockholders in the assets.

Ratio of fixed assets to long-term liabilities A
leverage ratio that measures the margin of safety
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of long-term creditors, calculated as the net fixed
assets divided by the long-term liabilities.

Ratio of liabilities to stockholders’ equity A
comprehensive leverage ratio that measures the
relationship of the claims of creditors to stock-
holders’ equity.

Ratio of net sales to assets Ratio that measures
how effectively a company uses its assets, com-
puted as net sales divided by average total assets.

Solvency The ability of a firm to pay its debts as
they come due.

Vertical analysis An analysis that compares each
item in a current statement with a total amount
within the same statement.

Working capital The excess of the current assets
of a business over its current liabilities.

Illustrative Problem

Rainbow Paint Co.’s comparative financial statements for the years ending
December 31, 2010 and 2009, are as follows. The market price of Rainbow Paint
Co.’s common stock was $30 on December 31, 2009, and $25 on December 31,
2010.

Rainbow Paint Co.
Comparative Income Statement

For the Years Ended December 31, 2010 and 2009

2010 2009

Sales $5,125,000 $3,257,600
Sales returns and allowances 125,000 57,600
Net sales $5,000,000 $3,200,000
Cost of goods sold 3,400,000 2,080,000
Gross profit $1,600,000 $1,120,000
Selling expenses $ 650,000 $ 464,000
Administrative expenses 325,000 224,000
Total operating expenses $ 975,000 $ 688,000
Income from operations $ 625,000 $ 432,000
Other income 25,000 19,200

$ 650,000 $ 451,200
Other expenses (interest) 105,000 64,000
Income before income tax $ 545,000 $ 387,200
Income tax expenses 300,000 176,000
Net income $ 245,000 $ 211,200

Rainbow Paint Co.
Comparative Retained Earnings Statement

For the Years Ended December 31, 2010 and 2009

2010 2009

Retained earnings, January 1 $ 723,000 $ 581,800
Add net income for year 245,000 211,200
Total $ 968,000 $ 793,000
Deduct dividends:

On preferred stock $ 40,000 $ 40,000
On common stock 45,000 30,000
Total $ 85,000 $ 70,000

Retained earnings, December 31 $ 883,000 $ 723,000
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Rainbow Paint Co.
Comparative Balance Sheet

December 31, 2010 and 2009

Dec. 31, 2010 Dec. 31, 2009

Assets
Current assets:

Cash $ 175,000 $ 125,000
Temporary investments 150,000 50,000
Accounts receivable (net) 425,000 325,000
Inventories 720,000 480,000
Prepaid expenses 30,000 20,000

Total current assets $ 1,500,000 $ 1,000,000
Long-term investments 250,000 225,000
Property, plant, and equipment (net) 2,093,000 1,948,000
Total assets $ 3,843,000 $ 3,173,000

Liabilities
Current liabilities $ 750,000 $ 650,000
Long-term liabilities:

Mortgage note payable, 10%, due 2013 $ 410,000 —
Bonds payable, 8%, due 2016 800,000 $ 800,000

Total long-term liabilities $ 1,210,000 $ 800,000
Total liabilities $ 1,960,000 $ 1,450,000

Stockholders’ Equity
Preferred 8% stock, $100 par $ 500,000 $ 500,000
Common stock, $10 par 500,000 500,000
Retained earnings 883,000 723,000

Total stockholders’ equity $ 1,883,000 $ 1,723,000
Total liabilities and stockholders’ equity $ 3,843,000 $ 3,173,000

Instructions
Determine the following measures for 2010:

1. Working capital

2. Current ratio

3. Quick ratio

4. Accounts receivable turnover

5. Number of days’ sales in receivables

6. Inventory turnover

7. Number of days’ sales in inventory

8. Ratio of fixed assets to long-term
liabilities

9. Ratio of liabilities to stockholders’
equity

10. Number of times interest charges
are earned

11. Number of times preferred divi-
dends earned

12. Ratio of net sales to assets

13. Rate earned on total assets

14. Rate earned on stockholders’
equity

15. Rate earned on common
stockholders’ equity

16. Earnings per share on common
stock

17. Price-earnings ratio

18. Dividends per share

19. Dividend yield
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Solution
(Ratios are rounded to the nearest single digit after the decimal point.)

1. Working capital: $750,000
$1;500;000 � $750;000

2. Current ratio: 2.0
$1;500;000 � $750;000

3. Quick ratio: 1.0
$750;000 � $750;000

4. Accounts receivable turnover: 13.3
$5;000;000 � ½ð$425;000 þ $325;000Þ � 2�

5. Number of days’ sales in receivables: 27.4 days
$5;000;000 � 365 days ¼ $13;699
$375;000 � $13;699

6. Inventory turnover: 5.7
$3;400;000 � ½ð$720;000 þ $480;000Þ � 2�

7. Number of days’ sales in inventory: 64.4 days
$3;400;000 � 365 days ¼ $9;315
$600;000 � $9;315

8. Ratio of fixed assets to long-term liabilities: 1.7
$2;093;000 � $1;210;000

9. Ratio of liabilities to stockholders’ equity: 1.0
$1;960;000 � $1;883;000

10. Number of times interest charges are earned: 6.2
ð$545;000 þ $105;000Þ � $105;000

11. Number of times preferred dividends earned: 6.1
$245;000 � $40;000

12. Ratio of net sales to assets: 1.5
$5;000;000 � ½ð$3;593;000 þ $2;948;000Þ � 2�

13. Rate earned on total assets: 10.0%
ð$245;000 þ $105;000Þ � ½ð$3;843;000 þ $3;173;000Þ � 2�

14. Rate earned on stockholders’ equity: 13.6%
$245;500 � ½ð$1;883;000 þ $1;723;000Þ � 2�

15. Rate earned on common stockholders’ equity: 15.7%
ð$245;000 � $40;000Þ � ½ð$1;383;000 þ $1;223;000Þ � 2�

16. Earnings per share on common stock: $4.10
ð$245;000 � $40;000Þ � 50;000 shares

17. Price-earnings ratio: 6.1
$25 � $4:10

18. Dividends per share: $0.90
$45; 000 � 50; 000 shares

19. Dividend yield: 3.6%
$0:90 � $25
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Self-Examination Questions (Answers appear at the end of chapter)

1. What type of analysis is indicated by the
following?

Amount Percent

Current assets $100,000 20%
Property, plant,

and equipment 400,000 80
Total assets $500,000 100%

A. Vertical analysis

B. Horizontal analysis

C. Profitability analysis

D. Contribution margin analysis

2. Which of the following measures indicates
the ability of a firm to pay its current
liabilities?

A. Working capital

B. Current ratio

C. Quick ratio

D. All of the above

3. The ratio determined by dividing total cur-
rent assets by total current liabilities is the:

A. current ratio.

B. working capital ratio.

C. bankers’ ratio.

D. all of the above.

4. The ratio of the quick assets to current li-
abilities, which indicates the \instant" debt-
paying ability of a firm, is the:

A. current ratio.

B. working capital ratio.

C. quick ratio.

D. bankers’ ratio.

5. A measure useful in evaluating efficiency in
the management of inventories is the:

A. working capital ratio.

B. quick ratio.

C. number of days’ sales in inventory.

D. ratio of fixed assets to long-term
liabilities.

Class Discussion Questions

1. What is the difference between horizontal
and vertical analysis of financial statements?

2. What is the advantage of using comparative
statements for financial analysis rather than
statements for a single date or period?

3. The current year’s amount of net income
(after income tax) is 20% larger than that of
the preceding year. Does this indicate an
improved operating performance? Discuss.

4. How would you respond to a horizontal
analysis that showed an expense increasing
by over 80%?

5. How would the current and quick ratios of a
service business compare?

6. For Gray Corporation, the working capital at
the end of the current year is $10,000 more
than the working capital at the end of the
preceding year, reported as follows:

Current
Year

Preceding
Year

Current assets:
Cash, temporary

investments, and
receivables $ 80,000 $ 84,000

Inventories 120,000 66,000
Total current assets $200,000 $ 150,000
Current liabilities 100,000 60,000
Working capital $100,000 $ 90,000

Has the current position improved? Explain.

7. Why would the accounts receivable turnover
ratio be different between Wal-Mart and
Procter & Gamble?

8. A company that grants terms of n/45 on all
sales has a yearly accounts receivable turn-
over, based on monthly averages, of 5. Is this
a satisfactory turnover? Discuss.
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9. a. Why is it advantageous to have a high in-
ventory turnover?

b. Is it possible for the inventory turnover to
be too high? Discuss.

c. Is it possible to have a high inventory
turnover and a high number of days’ sales
in inventory? Discuss.

10. What do the following data taken from a
comparative balance sheet indicate about
the company’s ability to borrow additional
funds on a long-term basis in the current
year as compared to the preceding year?

Current
Year

Preceding
Year

Fixed assets (net) $480,000 $540,000
Total long-term liabilities 120,000 180,000

11. a. How does the rate earned on total assets
differ from the rate earned on stock-
holders’ equity?

b. Which ratio is normally higher? Explain.

12. a. Why is the rate earned on stockholders’
equity by a thriving business ordinarily
higher than the rate earned on total assets?

b. Should the rate earned on common
stockholders’ equity normally be higher or
lower than the rate earned on total stock-
holders’ equity? Explain.

13. The net income (after income tax) of
McCants Inc. was $20 per common share in

the latest year and $80 per common share
for the preceding year. At the beginning of
the latest year, the number of shares out-
standing was doubled by a stock split. There
were no other changes in the amount of
stock outstanding. What were the earnings
per share in the preceding year, adjusted for
comparison with the latest year?

14. The price-earnings ratio for the common
stock of Breeden Company was 12 at
December 31, the end of the current fiscal
year. What does the ratio indicate about the
selling price of the common stock in relation
to current earnings?

15. Why would the dividend yield differ sig-
nificantly from the rate earned on common
stockholders’ equity?

16. Favorable business conditions may bring
about certain seemingly unfavorable ratios,
and unfavorable business operations may
result in apparently favorable ratios. For ex-
ample, Grochoske Company increased its
sales and net income substantially for the
current year, yet the current ratio at the end
of the year is lower than at the beginning of
the year. Discuss some possible causes of the
apparent weakening of the current position,
while sales and net income have increased
substantially.

17. Describe two reports provided by in-
dependent auditors in the annual report to
shareholders.

Exercises

Revenue and expense data for Rogan Technologies Co. are as follows:

2010 2009

Sales $500,000 $440,000
Cost of goods sold 325,000 242,000
Selling expenses 70,000 79,200
Administrative expenses 75,000 70,400
Income tax expense 25,000 26,400

a. Prepare an income statement in comparative form, stating each item for both
2010 and 2009 as a percent of sales. Round to one decimal place.

b. Comment on the significant changes disclosed by the comparative income
statement.

E9-1
Vertical analysis of income
statement

Obj 1
S P R E A D S H E E T

✓ a. 2010 net income:
$5,000; 1.0% of sales
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The following comparative income statement (in thousands of dollars) for two
recent years was adapted from the annual report of Speedway Motorsports, Inc.,
owner and operator of several major motor speedways, such as the Atlanta,
Texas, and Las Vegas Motor Speedways.

Year 2 Year 1

Revenues:
Admissions $175,208 $177,352
Event-related revenue 183,404 168,359
NASCAR broadcasting revenue 162,715 140,956
Other operating revenue 46,038 57,401

Total revenue $567,365 $544,068

Expenses and other:
Direct expense of events $ 95,990 $ 97,042
NASCAR purse and sanction fees 105,826 96,306
Other direct expenses 113,141 102,535
General and administrative 78,070 73,281

Total expenses and other $393,027 $369,164
Income from continuing operations $174,338 $174,904

a. Prepare a comparative income statement for Years 1 and 2 in vertical form,
stating each item as a percent of revenues. Round to one decimal place.

b. Comment on the significant changes.

Revenue and expense data for the current calendar year for Sorenson Electron-
ics Company and for the electronics industry are as follows. The Sorenson
Electronics Company data are expressed in dollars. The electronics industry
averages are expressed in percentages.

Sorenson
Electronics
Company

Electronics
Industry
Average

Sales $2,050,000 102.5%
Sales returns and allowances 50,000 2.5
Net sales $2,000,000 100.0%
Cost of goods sold 1,100,000 61.0
Gross profit $ 900,000 39.0%
Selling expenses $ 560,000 23.0%
Administrative expenses 220,000 10.0
Total operating expenses $ 780,000 33.0%
Operating income $ 120,000 6.0%
Other income 44,000 2.2

$ 164,000 8.2%
Other expense 20,000 1.0
Income before income tax $ 144,000 7.2%
Income tax expense 60,000 5.0
Net income $ 84,000 2.2%

a. Prepare a common-sized income statement comparing the results of opera-
tions for Sorenson Electronics Company with the industry average. Round to
one decimal place.

b. As far as the data permit, comment on significant relationships revealed by
the comparisons.

E9-2
Vertical analysis of income
statement

Obj 1
S P R E A D S H E E T

✓ a. Year 2 income
from continuing
operations, 30.7%
of revenues

E9-3
Common-sized income
statement

Obj 1
S P R E A D S H E E T

✓ a. Sorenson net
income: $84,000;
4.2% of sales
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Balance sheet data for Hanes Company on December 31, the end of the fiscal
year, are shown below.

2010 2009

Current assets 320,000 200,000
Property, plant, and equipment 560,000 560,000
Intangible assets 120,000 40,000
Current liabilities 210,000 120,000
Long-term liabilities 350,000 300,000
Common stock 100,000 100,000
Retained earnings 340,000 280,000

Prepare a comparative balance sheet for 2010 and 2009, stating each asset as a
percent of total assets and each liability and stockholders’ equity item as a per-
cent of the total liabilities and stockholders’ equity. Round to one decimal place.

Income statement data for Grendel Images Company for the years ended
December 31, 2010 and 2009, are as follows:

2010 2009

Sales $196,000 $160,000
Cost of goods sold 170,100 140,000
Gross profit $ 25,900 $ 20,000
Selling expenses $ 12,200 $ 10,000
Administrative expenses 9,750 8,000
Total operating expenses $ 21,950 $ 18,000
Income before income tax $ 3,950 $ 2,000
Income tax expense 2,000 1,000
Net income $ 1,950 $ 1,000

a. Prepare a comparative income statement with horizontal analysis, indicating
the increase (decrease) for 2010 when compared with 2009. Round to one
decimal place.

b. What conclusions can be drawn from the horizontal analysis?

The following data were taken from the balance sheet of Bock Suppliers
Company:

Dec. 31, 2010 Dec. 31, 2009

Cash $ 295,000 $ 210,000
Temporary investments 315,000 230,000
Accounts and notes receivable (net) 290,000 250,000
Inventories 405,000 309,000
Prepaid expenses 195,000 105,000

Total current assets $1,500,000 $1,104,000

Accounts and notes payable (short-term) $ 290,000 $ 320,000
Accrued liabilities 210,000 140,000

Total current liabilities $ 500,000 $ 460,000

a. Determine for each year (1) the working capital, (2) the current ratio, and
(3) the quick ratio. Round ratios to one decimal place.

b. What conclusions can be drawn from these data as to the company’s ability to
meet its currently maturing debts?

E9-4
Vertical analysis of balance
sheet

Obj 1
S P R E A D S H E E T

✓ Retained earnings,
Dec. 31, 2010, 34.0%

E9-5
Horizontal analysis of the
income statement

Obj 1
S P R E A D S H E E T

✓ a. Net income
increase, 95.0%

E9-6
Current position analysis

Obj 2

✓ a. 2010 working
capital, $1,000,000
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PepsiCo, Inc., the parent company of Frito-LayTM snack foods and Pepsi bev-
erages, had the following current assets and current liabilities at the end of two
recent years:

Year 2 (in millions) Year 1 (in millions)

Cash and cash equivalents $1,651 $1,716
Short-term investments, at cost 1,171 3,166
Accounts and notes receivable, net 3,725 3,261
Inventories 1,926 1,693
Prepaid expenses and other current assets 657 618
Short-term obligations 274 2,889
Accounts payable and other current liabilities 6,496 5,971
Income taxes payable 90 546

a. Determine the (1) current ratio and (2) quick ratio for both years. Round to
one decimal place.

b. What conclusions can you draw from these data?

The bond indenture for the 10-year, 10% debenture bonds dated January 2,
2009, required working capital of $142,000, a current ratio of 1.7, and a quick
ratio of 1.2 at the end of each calendar year until the bonds mature. At
December 31, 2010, the three measures were computed as follows:

1. Current assets:
Cash $170,000
Temporary investments 80,000
Accounts and notes receivable (net) 200,000
Inventories 60,000
Prepaid expenses 40,000
Intangible assets 208,000
Property, plant and equipment 92,000

Total current assets (net) $850,000
Current liabilities:

Accounts and short-term notes payable $160,000
Accrued liabilities 340,000

Total current liabilities 500,000
Working capital $350,000

2. Current ratio 1.7 $850,000 � $500,000

3. Quick ratio 1.2 $192,000 � $160,000

a. List the errors in the determination of the three measures of current position
analysis.

b. Is the company satisfying the terms of the bond indenture?

The following data are taken from the financial statements of McKee Tech-
nology Inc. Terms of all sales are 2/10, n/60.

2010 2009 2008

Accounts receivable, end of year $147,500 $158,000 $165,000
Net sales on account 975,000 900,000

E9-7
Current position analysis

Obj 2

✓ a. (1) Year 1 current
ratio, 1.1

E9-8
Current position analysis

Obj 2

E9-9
Accounts receivable analysis

Obj 2

✓ a. Accounts receivable
turnover, 2010, 6.4
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a. For 2010 and 2009, determine (1) the accounts receivable turnover and (2)
the number of days’ sales in receivables. Round to nearest dollar and one
decimal place.

b. What conclusions can be drawn from these data concerning accounts re-
ceivable and credit policies?

Xavier Stores Company and Lestrade Stores, Inc., are large retail department
stores. Both companies offer credit to their customers through their own credit
card operations. Information from the financial statements for both companies
for two recent years is as follows (all numbers are in millions):

Xavier Lestrade

Merchandise sales $28,000 $65,000
Credit card receivables—beginning 2,750 15,000
Credit card receviables—ending 2,250 11,000

a. Determine (1) the accounts receivable turnover and (2) the number of days’
sales in receivables for both companies. Round to one decimal place.

b. Compare the two companies with regard to their credit card policies.

The following data were extracted from the income statement of Brecca Systems
Inc.:

Current Year Preceding Year

Sales $1,139,600 $1,192,320
Beginning inventories 80,000 64,000
Cost of goods sold 569,800 662,400
Ending inventories 74,000 80,000

a. Determine for each year (1) the inventory turnover and (2) the number of
days’ sales in inventory. Round to nearest dollar and one decimal place.

b. What conclusions can be drawn from these data concerning the inventories?

Dell Inc. and Hewlett-Packard Company (HP) compete with each other in the
personal computer market. Dell’s primary strategy is to assemble computers to
customer orders, rather than for inventory. Thus, for example, Dell will build
and deliver a computer within four days of a customer entering an order on a
Web page. Hewlett-Packard, on the other hand, builds some computers prior to
receiving an order, then sells from this inventory once an order is received.
Below is selected financial information for both companies from a recent year’s
financial statements (in millions):

Dell Inc. Hewlett-Packard Company

Sales $57,420 $73,557
Cost of goods sold 47,904 69,427
Inventory, beginning of period 588 6,877
Inventory, end of period 660 7,750

a. Determine for both companies (1) the inventory turnover and (2) the num-
ber of days’ sales in inventory. Round to one decimal place.

b. Interpret the inventory ratios by considering Dell’s and Hewlett-Packard’s
operating strategies.

E9-10
Accounts receivable analysis

Obj 2

E9-11
Inventory analysis

Obj 2

✓ a. Inventory turnover,
current year, 7.4

E9-12
Inventory analysis

Obj 2

✓ a. Dell inventory
turnover, 76.8
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The following data were taken from the financial statements of Weal Construc-
tion Inc. for December 31, 2010 and 2009:

Dec. 31, 2010 Dec. 31, 2009

Accounts payable $ 300,000 $ 280,000
Current maturities of serial bonds payable 400,000 400,000
Serial bonds payable, 10%, issued 2005, due 2015 2,000,000 2,400,000
Common stock, $1 par value 100,000 100,000
Paid-in capital in excess of par 1,000,000 1,000,000
Retained earnings 3,400,000 2,750,000

The income before income tax was $720,000 and $560,000 for the years 2010
and 2009, respectively.

a. Determine the ratio of liabilities to stockholders’ equity at the end of each
year. Round to one decimal place.

b. Determine the number of times the bond interest charges are earned during
the year for both years. Round to one decimal place.

c. What conclusions can be drawn from these data as to the company’s ability to
meet its currently maturing debts?

Hasbro and Mattel, Inc., are the two largest toy companies in North America.
Condensed liabilities and stockholders’ equity from a recent balance sheet are
shown for each company as follows (in thousands):

Hasbro Mattel

Current liabilities $ 905,873 $1,582,520
Long-term debt 494,917 635,714
Other liabilities — 304,676

Total liabilities $1,400,790 $2,522,910

Shareholders’ equity:
Common stock $ 104,847 $ 441,369
Additional paid in capital 322,254 1,613,307
Retained earnings 2,020,348 1,652,140
Accumulated other comprehensive loss

and other equity items 11,186 (276,861)
Treasury stock, at cost (920,475) (996,981)
Total stockholders’ equity $1,538,160 $2,432,974
Total liabilities and stockholder’s equity $2,938,950 $4,955,884

The income from operations and interest expense from the income statement
for both companies were as follows:

Hasbro Mattel

Income from operations $376,363 $728,818
Interest expense 27,521 79,853

a. Determine the ratio of liabilities to stockholders’ equity for both companies.
Round to one decimal place.

b. Determine the number of times interest charges are earned for both com-
panies. Round to one decimal place.

c. Interpret the ratio differences between the two companies.

E9-13
Ratio of liabilities to
stockholders’ equity and
number of times interest
charges earned

Obj 2

✓ a. Ratio of liabilities
to stockholders’
equity, Dec. 31, 2010,
0.6

E9-14
Ratio of liabilities to
stockholders’ equity and
number of times interest
charges earned

Obj 2

✓ a. Hasbro, 0.9
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Recent balance sheet information for two companies in the food industry, H.J.
Heinz Company and The Hershey Company, are as follows (in thousands of dollars):

H.J. Heinz Hershey

Net property, plant, and equipment $1,998,153 $1,651,300
Current liabilities 2,505,106 1,453,538
Long-term debt 4,413,641 1,248,128
Other long-term liabilities 1,272,596 486,473
Stockholders’ equity 1,841,683 683,423

a. Determine the ratio of liabilities to stockholders’ equity for both companies.
Round to one decimal place.

b. Determine the ratio of fixed assets to long-term liabilities for both companies.
Round to one decimal place.

c. Interpret the ratio differences between the two companies.

Three major segments of the transportation industry are motor carriers, such as
YRC Worldwide; railroads, such as Union Pacific; and transportation arrangement
services, such as C.H. Robinson Worldwide Inc. Recent financial statement informa-
tion for these three companies is shown as follows (in thousands of dollars):

YRC Worldwide Union Pacific
C.H. Robinson
Worldwide Inc.

Net sales $9,918,690 $15,578,000 $6,566,194
Average total assets 5,829,713 36,067,500 1,513,381

a. Determine the ratio of net sales to assets for all three companies. Round to
one decimal place.

b. Assume that the ratio of net sales to assets for each company represents that
company’s respective industry segment. Interpret the differences in the ratio
of net sales to assets in terms of the operating characteristics of each of the
respective segments.

The following selected data were taken from the financial statements of The
Sigemund Group Inc. for December 31, 2010, 2009, and 2008:

December 31

2010 2009 2008

Total assets $3,000,000 $2,700,000 $2,400,000
Notes payable (10% interest) 1,000,000 1,000,000 1,000,000
Common stock 400,000 400,000 400,000
Preferred $6 stock, $100 par

(no change during year) 200,000 200,000 200,000
Retained earnings 1,126,000 896,000 600,000

The 2010 net income was $242,000, and the 2009 net income was $308,000.
No dividends on common stock were declared between 2008 and 2010.

a. Determine the rate earned on total assets, the rate earned on stockholders’
equity, and the rate earned on common stockholders’ equity for the years
2009 and 2010. Round to one decimal place.

b. What conclusions can be drawn from these data as to the company’s
profitability?

E9-15
Ratio of liabilities to
stockholders’ equity and ratio
of fixed assets to long-term
liabilities

Obj 2

✓ a. H.J. Heinz, 4.4

E9-16
Ratio of net sales to assets

Obj 3

✓ a. YRC Worldwide,
1.7

E9-17
Profitability ratios

Obj 3

✓ a. Rate earned on
total assets, 2010,
12.0%
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Ann Taylor Retail, Inc., sells professional women’s apparel through company-
owned retail stores. Recent financial information for Ann Taylor is provided
below (all numbers in thousands).

Year 3 Year 2

Net income $142,982 $81,872
Interest expense 2,230 2,083

Year 3 Year 2 Year 1

Total assets $1,568,503 $1,492,906 $1,327,338
Total stockholders’ equity 1,049,911 1,034,482 926,744

Assume the apparel industry average rate earned on total assets is 8.2%, and
the average rate earned on stockholders’ equity is 10.0% for year 3.

a. Determine the rate earned on total assets for Ann Taylor for Years 3 and 2.
Round to one digit after the decimal place.

b. Determine the rate earned on stockholders’ equity for Ann Taylor for Year 3
and 2. Round to one decimal place.

c. Evaluate the two-year trend for the profitability ratios determined in (a) and (b).
d. Evaluate Ann Taylor’s profit performance relative to the industry.

The following data were taken from the financial statements of Heston
Enterprises Inc. for the current fiscal year. Assuming that long-term investments
totaled $2,100,000 throughout the year and that total assets were $4,000,000 at
the beginning of the year, determine the following: (a) ratio of fixed assets to
long-term liabilities, (b) ratio of liabilities to stockholders’ equity, (c) ratio of net
sales to assets, (d) rate earned on total assets, (e) rate earned on stockholders’
equity, and (f) rate earned on common stockholders’ equity. Round to one
decimal place.

Property, plant, and equipment (net) $ 1,600,000

Liabilities:
Current liabilities $ 200,000
Mortgage note payable, 10%, issued

1999, due 2015 1,000,000
Total liabilities $ 1,200,000

Stockholders’ equity:
Preferred $10 stock, $100 par

(no change during year)
$ 1,000,000

Common stock, $10 par (no change
during year)

1,000,000

Retained earnings:
Balance, beginning of year $800,000
Net income 400,000 $1,200,000
Preferred dividends $100,000
Common dividends 100,000 200,000
Balance, end of year 1,000,000

Total stockholders’ equity $ 3,000,000

Net sales $10,000,000

Interest expense $ 100,000

E9-18
Profitability ratios

Obj 3

✓ a. 2006 rate earned on
total assets, fiscal year
ended 2/3/2007 9.5%

E9-19
Six measures of solvency
or profitability

Objs 2, 3

✓ c. Ratio of net sales
to assets, 5.0
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The balance sheet for Bearing Industries Inc. at the end of the current fiscal year
indicated the following:

Bonds payable, 10% (issued in 2000, due in 2020) $4,000,000
Preferred $5 stock, $100 par 1,000,000
Common stock, $10 par 2,000,000

Income before income tax was $1,000,000, and income taxes were $150,000 for
the current year. Cash dividends paid on common stock during the current year
totaled $200,000. The common stock was selling for $40 per share at the end of
the year. Determine each of the following: (a) number of times bond interest
charges are earned, (b) number of times preferred dividends are earned,
(c) earnings per share on common stock, (d) price-earnings ratio, (e) dividends
per share of common stock, and (f) dividend yield. Round to one decimal place
except earnings per share, which should be rounded to two decimal places.

The following information was taken from the financial statements of Finn
Resources Inc. for December 31 of the current fiscal year:

Common stock, $20 par value (no change during the year) $5,000,000
Preferred $10 stock, $40 par (no change during the year) 800,000

The net income was $600,000 and the declared dividends on the common
stock were $125,000 for the current year. The market price of the common stock
is $20 per share.

For the common stock, determine (a) the earnings per share, (b) the price-
earnings ratio, (c) the dividends per share, and (d) the dividend yield. Round to
one decimal place except earnings per share, which should be rounded to two
decimal places.

The table below shows the stock price, earnings per share, and dividends per
share for three companies as of October 2007:

Price Earnings per Share Dividends per Share

Bank of America Corporation $52.99 $4.59 $2.12
eBay Inc 33.51 0.57 0.00
The Coca-Cola Company 47.76 2.16 1.24

a. Determine the price-earnings ratio and dividend yield for the three compa-
nies. Round to one decimal place.

b. Explain the differences in these ratios across the three companies.

The net income reported on the income statement of Goth Co. was $2,500,000.
There were 100,000 shares of $10 par common stock and 40,000 shares of $4
preferred stock outstanding throughout the current year. The income statement
included two extraordinary items: a $500,000 gain from condemnation of land
and a $200,000 loss arising from flood damage, both after applicable income tax.
Determine the per-share figures for common stock for (a) income before ex-
traordinary items and (b) net income.

Assume that the amount of each of the following items is material to the financial
statements. Classify each item as either normally recurring (NR) or unusual items.
If unusual item then specify if it is a discontinued item (DI) or extraordinary (E).

E9-20
Six measures of solvency or
profitability

Objs 2, 3

✓ d. Price-earnings
ratio, 10.0

E9-21
Earnings per share, price-
earnings ratio, dividend yield

Obj 3

✓ b. Price-earnings
ratio, 12.5

E9-22
Price-earnings ratio; dividend
yield

Obj 3

E9-23
Earnings per share

Appendix

✓ b. Earnings per share
on common stock,
$23.40

E9-24
Extraordinary item

Appendix
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a. Loss on the disposal of equipment considered to be obsolete because of the
development of new technology.

b. Uncollectible accounts expense.
c. Gain on sale of land condemned by the local government for a public works

project.
d. Interest revenue on notes receivable.
e. Uninsured loss on building due to hurricane damage. The building was

purchased by the company in 1910 and had not previously incurred hurricane
damage.

f. Loss on sale of investments in stocks and bonds.
g. Uninsured flood loss. (Flood insurance is unavailable because of periodic

flooding in the area.)

Brady, Inc., reports the following for 2010:

Income from continuing operations before income tax $500,000
Extraordinary property loss from hurricane $ 60,000*
Loss from discontinued operations $ 90,000*
Weighted average number of shares outstanding 40,000
Applicable tax rate 40%
*Net of any tax effect.

a. Prepare a partial income statement for Brady, Inc., beginning with income
from continuing operations before income tax.

b. Assuming 200,000 shares, calculate the earnings per common share for Brady,
Inc., including per-share amounts for unusual items.

Problems

For 2010, Wiglaf Technology Company reported its most significant decline in
net income in years. At the end of the year, C. S. Lewis, the president, is pre-
sented with the following condensed comparative income statement:

Wiglaf Technology Company
Comparative Income Statement

For the Years Ended December 31, 2010 and 2009

2010 2009

Sales $560,000 $500,000
Sales returns and allowances 37,500 25,000
Net sales $522,500 $475,000
Cost of goods sold 372,000 300,000
Gross profit $150,500 $175,000
Selling expenses $ 52,000 $ 40,000
Administrative expenses 30,500 25,000
Total operating expenses $ 82,500 $ 65,000
Income from operations $ 68,000 $110,000
Other income 3,000 2,000
Income before income tax $ 71,000 $112,000
Income tax expense 5,500 5,000
Net income $ 65,500 $107,000

Instructions
1. Prepare a comparative income statement with horizontal analysis for the two-

year period, using 2009 as the base year. Round to one decimal place.

E9-25
Income statement and
earnings per share for
extraordinary items and
discontinued operations

Appendix

P9-1
Horizontal analysis for income
statement

S P R E A D S H E E T

Obj 1

✓ 1. Net sales, 10.0%
increase
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2. To the extent the data permit, comment on the significant relationships re-
vealed by the horizontal analysis prepared in (1).

For 2010, Othere Technology Company initiated a sales promotion campaign
that included the expenditure of an additional $20,000 for advertising. At the
end of the year, George Wallace, the president, is presented with the following
condensed comparative income statement:

Othere Technology Company
Comparative Income Statement

For the Years Ended December 31, 2010 and 2009

2010 2009

Sales $714,000 $612,000
Sales returns and allowances 14,000 12,000
Net sales $700,000 $600,000
Cost of goods sold 322,000 312,000
Gross profit $378,000 $288,000
Selling expenses $154,000 $120,000
Administrative expenses 70,000 66,000
Total operating expenses $224,000 $186,000
Income from operations $154,000 $102,000
Other income 28,000 24,000
Income before income tax $182,000 $126,000
Income tax 70,000 60,000
Net income $112,000 $ 66,000

Instructions
1. Prepare a comparative income statement for the two-year period, presenting

an analysis of each item in relationship to net sales for each of the years.
Round to one decimal place.

2. To the extent the data permit, comment on the significant relationships re-
vealed by the vertical analysis prepared in (1).

Data pertaining to the current position of Boole Company are as follows:

Cash $240,000
Temporary investments 120,000
Accounts and notes receivable (net) 360,000
Inventories 380,000
Prepaid expenses 20,000
Accounts payable 140,000
Notes payable (short-term) 200,000
Accrued expenses 60,000

Instructions
1. Compute (a) the working capital, (b) the current ratio, and (c) the quick

ratio. Round to one decimal place.
2. List the following captions on a sheet of paper:

Transaction Working Capital Current Ratio Quick Ratio

P9-2
Vertical analysis for income
statement

S P R E A D S H E E T

Obj 1

✓ 1. Net income, 2010,
16.0%

P9-3
Effect of transactions on
current position analysis

S P R E A D S H E E T

Obj 2

✓ 2. c. Current ratio, 2.6
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Compute the working capital, the current ratio, and the quick ratio after each
of the following transactions, and record the results in the appropriate columns.
Consider each transaction separately and assume that only that transaction af-
fects the data given above. Round to one decimal place.

a. Sold temporary investments at no gain or loss, $45,000.
b. Paid accounts payable, $80,000.
c. Purchased goods on account, $50,000.
d. Paid notes payable, $100,000.
e. Declared a cash dividend, $80,000.
f. Declared a common stock dividend on common stock, $22,500.
g. Borrowed cash from bank on a long-term note, $200,000.
h. Received cash on account, $67,500.
i. Issued additional shares of stock for cash, $400,000.
j. Paid cash for prepaid expenses, $40,000.

The comparative financial statements of Optical Solutions Inc. are as follows.
The market price of Optical Solutions Inc. common stock was $60.00 on
December 31, 2010.

Optical Solutions Inc.
Comparative Retained Earnings Statement

For the Years Ended December 31, 2010 and 2009

2010 2009

Retained earnings, January 1 $ 604,000 $306,000
Add net income for year 428,000 314,000
Total $1,032,000 $620,000
Deduct dividends:

On preferred stock $ 4,000 $ 4,000
On common stock 12,000 12,000
Total $ 16,000 $ 16,000

Retained earnings, December 31 $1,016,000 $604,000

Optical Solutions Inc.
Comparative Income Statement

For the Years Ended December 31, 2010 and 2009

2010 2009

Sales $1,608,000 $1,481,600
Sales returns and allowances 5,920 6,000
Net sales $1,602,080 $1,475,600
Cost of goods sold 480,200 499,200
Gross profit $1,121,880 $ 976,400
Selling expenses $ 324,000 $ 352,000
Administrative expenses 234,000 211,200
Total operating expenses $ 558,000 $ 563,200
Income from operations $ 563,880 $ 413,200
Other income 24,000 19,200

$ 587,880 $ 432,400
Other expense (interest) 110,720 80,000
Income before income tax $ 477,160 $ 352,400
Income tax expense 49,160 38,400
Net income $ 428,000 $ 314,000

P9-4
Nineteen measures of solvency
and profitability

S P R E A D S H E E T

Objs 2, 3

✓ 5. Number of days’
sales in receivables,
53.7
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Optical Solutions Inc.
Comparative Balance Sheet

December 31, 2010 and 2009

Dec. 31, 2010 Dec. 31, 2009

Assets
Current assets:

Cash $ 240,000 $ 162,400
Temporary investments 364,000 328,800
Accounts receivable (net) 260,000 211,200
Inventories 208,000 66,400
Prepaid expenses 44,000 23,200

Total current assets $1,116,000 $ 792,000
Long-term investments 204,800 256,000
Property, plant, and equipment (net). 1,539,200 976,000
Total assets. $2,860,000 $2,024,000

Liabilities
Current liabilities $ 360,000 $ 320,000
Long-term liabilities:

Mortgage note payable, 8%, due 2015 $ 384,000 —
Bonds payable, 10%, due 2019 800,000 $ 800,000

Total long-term liabilities $1,184,000 $ 800,000
Total liabilities. $1,544,000 $1,120,000

Stockholders’ Equity
Preferred $2.00 stock, $50 par $ 100,000 $ 100,000
Common stock, $5 par 200,000 200,000
Retained earnings 1,016,000 604,000

Total stockholders’ equity $1,316,000 $ 904,000
Total liabilities and stockholders’ equity. $2,860,000 $2,024,000

Instructions
Determine the following measures for 2010, rounding to one decimal place:

1. Working capital
2. Current ratio
3. Quick ratio
4. Accounts receivable turnover
5. Number of days’ sales in receivables
6. Inventory turnover
7. Number of days’ sales in inventory
8. Ratio of fixed assets to long-term liabilities
9. Ratio of liabilities to stockholders’ equity

10. Number of times interest charges earned
11. Number of times preferred dividends earned
12. Ratio of net sales to assets
13. Rate earned on total assets
14. Rate earned on stockholders’ equity
15. Rate earned on common stockholders’ equity
16. Earnings per share on common stock
17. Price-earnings ratio
18. Dividends per share of common stock
19. Dividend yield
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Lancelot Company has provided the following comparative information:

2010 2009 2008 2007 2006

Net income $ 1,930,500 $1,287,000 $ 975,000 $ 650,000 $ 500,000
Interest expense 400,200 345,000 300,000 240,000 200,000
Income tax expense 477,360 318,240 244,800 163,200 120,000
Total assets

(ending balance) 11,498,760 8,845,200 6,804,000 5,040,000 4,200,000
Total stockholders’equity

(ending balance) 6,742,500 4,812,000 3,525,000 2,550,000 1,900,000
Average total assets 10,171,980 7,824,600 5,922,000 4,620,000 3,600,000
Average stockholders’

equity 5,777,250 4,168,500 3,037,500 2,225,000 1,650,000

You have been asked to evaluate the historical performance of the company
over the last five years.

Selected industry ratios have remained relatively steady at the following levels
for the last five years:

2006–2010

Rate earned on total assets 15%
Rate earned on stockholders’ equity 18%
Number of times interest charges earned 3.5
Ratio of liabilities to stockholders’ equity 1.4

Instructions
1. Prepare four line graphs with the ratio on the vertical axis and the years on

the horizontal axis for the following four ratios (rounded to one decimal
place):
a. Rate earned on total assets

b. Rate earned on stockholders’ equity

c. Number of times interest charges earned

d. Ratio of liabilities to stockholders’ equity

Display both the company ratio and the industry benchmark on each graph.
That is, each graph should have two lines.

2. Prepare an analysis of the graphs in (1).

Activities

Assume that the president of Garden Isle Brewery made the following statement
in the Annual Report to Shareholders:

\The founding family and majority shareholders of the company do not believe in
using debt to finance future growth. The founding family learned from hard experi-
ence during Prohibition and the Great Depression that debt can cause loss of flex-
ibility and eventual loss of corporate control. The company will not place itself at such
risk. As such, all future growth will be financed either by stock sales to the public or
by internally generated resources."

As a public shareholder of this company, how would you respond to this
policy?

P9-5
Solvency and profitability
trend analysis

Objs 2, 3

A9-1
Analysis of financing corporate

growth
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Tylee Industries, Inc., has completed its fiscal year on December 31, 2010. The
auditor, Holly Marcum, has approached the CFO, Doug Bliss, regarding the
year-end receivables and inventory levels of Tylee Industries. The following
conversation takes place:

Holly: We are beginning our audit of Tylee Industries and have prepared ratio
analyses to determine if there have been significant changes in operations or
financial position. This helps us guide the audit process. This analysis indicates
that the inventory turnover has decreased from 4.5 to 2.1, while the accounts
receivable turnover has decreased from 10 to 6. I was wondering if you could
explain this change in operations.

Doug: There is little need for concern. The inventory represents computers that
we were unable to sell during the holiday buying season. We are confident,
however, that we will be able to sell these computers as we move into the next
fiscal year.

Holly: What gives you this confidence?

Doug: We will increase our advertising and provide some very attractive price
concessions to move these machines. We have no choice. Newer technology is
already out there, and we have to unload this inventory.

Holly: . . . and the receivables?

Doug: As you may be aware, the company is under tremendous pressure to ex-
pand sales and profits. As a result, we lowered our credit standards to our com-
mercial customers so that we would be able to sell products to a broader custo-
mer base. As a result of this policy change, we have been able to expand sales by
35%.

Holly: Your responses have not been reassuring to me.

Doug: I’m a little confused. Assets are good, right? Why don’t you look at our
current ratio? It has improved, hasn’t it? I would think that you would view that
very favorably.

Why is Holly concerned about the inventory and accounts receivable turnover
ratios and Doug‘s responses to them? What action may Holly need to take? How
would you respond to Doug‘s last comment?

The condensed income statements through income from operations for Dell Inc.
and Apple Inc., are reproduced below for recent fiscal years (numbers in millions
of dollars).

Dell Inc. Apple Inc.

Sales (net) $57,420 $24,006
Cost of sales 44,904 15,852
Gross profit $12,516 $ 8,154
Selling, general, and administrative expenses $ 5,948 $ 2,963
Research and development 498 782
Operating expenses $ 6,446 $ 3,745
Income from operations $ 6,070 $ 4,409

Prepare comparative common-sized statements, rounding percents to one
decimal place. Interpret the analyses.

A9-2
Receivables and inventory
turnover

A9-3
Vertical analysis
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Harley-Davidson, Inc., is a leading motorcycle manufacturer in the United States.
The company manufactures and sells a number of different types of motorcycles,
a complete line of motorcycle parts, and brand-related accessories, clothing, and
collectibles. In recent years, Harley-Davidson has attempted to expand its dealer
network and product lines internationally.

The following information is available for three recent years (in millions ex-
cept per-share amounts):

Year 3 Year 2 Year 1

Net income (loss) $ 960 $ 890 $ 761
Preferred dividends $ 0.00 $ 0.00 $ 0.00
Interest expense $36.15 $22.72 $17.64
Shares outstanding for computing

earnings per share 280 295 302
Cash dividend per share $ 0.63 $ 0.41 $ 0.20
Average total assets $5,369 $5,203 $4,392
Average stockholders’ equity $3,151 $3,088 $2,595
Average stock price per share $56.12 $54.14 $46.87

1. Calculate the following ratios for each year:
a. Rate earned on total assets
b. Rate earned on stockholders’ equity
c. Earnings per share
d. Dividend yield
e. Price-earnings ratio

2. What is the ratio of average liabilities to average stockholders’ equity for
Year 3?

3. Explain the direction of the dividend yield and price-earnings ratio in light
of Harley-Davidson’s profitability trend.

4. Based on these data, evaluate Harley-Davidson’s strategy to expand to inter-
national markets.

Marriott International, Inc., and Hilton Hotels Corporation are two major owners and
managers of lodging and resort properties in the United States. Abstracted in-
come statement information for the two companies is as follows for a recent year:

Marriott
(in millions)

Hilton
(in millions)

Operating profit before other expenses and interest $1,011 $1,274
Other income (expenses) 7 62
Interest expense (124) (498)
Income before income taxes 894 838
Income tax expense 286 266
Net income $ 608 $ 572

Balance sheet information is as follows:

Marriott
(in millions)

Hilton
(in millions)

Total liabilities $5,970 $12,754
Total stockholders’ equity 2,618 3,727
Total liabilities and stockholders’ equity $8,588 $16,481

A9-4
Profitability and stockholder
ratios

A9-5
Comprehensive profitability
and solvency analysis
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The average liabilities, stockholders’ equity, and total assets were as follows:

Marriott Hilton

Average total liabilities $7,250 $ 9,343
Average total stockholders’ equity 2,935 3,269
Average total assets 6,933 12,612

1. Determine the following ratios for both companies (round to one decimal
place after the whole percent):
a. Rate earned on total assets
b. Rate earned on total stockholders’ equity
c. Number of times interest charges are earned
d. Ratio of liabilities to stockholders’ equity

2. Analyze and compare the two companies, using the information in (1).

Answers to Self-Examination Questions

1. A Percentage analysis indicating the
relationship of the component parts to the
total in a financial statement, such as the
relationship of current assets to total assets
(20% to 100%) in the question, is called
vertical analysis (answer A). Percentage
analysis of increases and decreases in
corresponding items in comparative
financial statements is called horizontal
analysis (answer B). An example of
horizontal analysis would be the
presentation of the amount of current
assets in the preceding balance sheet,
along with the amount of current assets at
the end of the current year, with the
increase or decrease in current assets
between the periods expressed as a
percentage. Profitability analysis (answer
C) is the analysis of a firm’s ability to earn
income. Contribution margin analysis
(answer D) is discussed in a later
managerial accounting chapter.

2. D Various solvency measures, categorized as
current position analysis, indicate a firm’s
ability to meet currently maturing
obligations. Each measure contributes to
the analysis of a firm’s current position
and is most useful when viewed with other
measures and when compared with similar
measures for other periods and for other
firms. Working capital (answer A) is the
excess of current assets over current
liabilities; the current ratio (answer B) is
the ratio of current assets to current

liabilities; and the quick ratio (answer C) is
the ratio of the sum of cash, receivables,
and temporary investments to current
liabilities.

3. D The ratio of current assets to current
liabilities is usually called the current ratio
(answer A). It is sometimes called the
working capital ratio (answer B) or
bankers’ ratio (answer C).

4. C The ratio of the sum of cash, receivables,
and temporary investments (sometimes
called quick assets) to current liabilities is
called the quick ratio (answer C) or acid-
test ratio. The current ratio (answer A),
working capital ratio (answer B), and
bankers’ ratio (answer D) are terms that
describe the ratio of current assets to
current liabilities.

5. C The number of days’ sales in inventory
(answer C), which is determined by
dividing the average inventory by the
average daily cost of goods sold, expresses
the relationship between the cost of goods
sold and inventory. It indicates the
efficiency in the management of inventory.
The working capital ratio (answer A)
indicates the ability of the business to meet
currently maturing obligations (debt). The
quick ratio (answer B) indicates the
\instant" debt-paying ability of the
business. The ratio of fixed assets to long-
term liabilities (answer D) indicates the
margin of safety for long-term creditors.
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Accounting Systems for
Manufacturing Businesses 10

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Distinguish the activities of a manu-
facturing business from those of a

merchandising or service business.

Obj 2 Define and illustrate materials, factory
labor, and factory overhead costs.

Obj 3 Describe cost accounting systems used
by manufacturing businesses.

Obj 4 Describe and illustrate a job order cost
accounting system.

Obj 5 Use job order cost information for
decision making.

Obj 6 Describe the flow of costs for a service
business that uses a job order cost

accounting system.

Obj 7 Describe just-in-time manufacturing
practices.

Obj 8 Describe and illustrate the use of activity-
based costing in a service business.

Dan Donegan, guitarist for the rock band
Disturbed, entertains millions of fans each
year playing his guitar. His guitar was built by
Washburn Guitars in Chicago. Washburn

Guitars is well-known in the music industry and has been
in business for over 120 years.

Staying in business for 120 years requires a thorough
understanding of how to manufacture high-quality gui-
tars. In addition, it requires knowledge of how to account
for the costs of making guitars. For example, Washburn
needs cost information to answer the following
questions:

How much should be charged for its guitars?
How many guitars does it have to sell in a year to cover
its costs and earn a profit?
How many employees should the company have
working on each stage of the manufacturing process?
How would purchasing automated equipment affect
the costs of its guitars?

Washburn Guitars can answer these questions with
the aid of cost information. This chapter introduces cost
concepts used in managerial accounting that help answer
questions like those above. In addition, the development
of cost information and its use in manufacturing a product
will be described and illustrated.

This chapter begins by describing the nature of manu-
facturing businesses. We then introduce basic cost terms
and describe accounting systems for manufacturing
businesses. Using this as a basis, a job order cost ac-
counting system is described and illustrated. This chapter
concludes by focusing on recent trends in manufacturing
and the design of manufacturing accounting systems.



Nature of Manufacturing Businesses
Chapters 2 and 3 described and illustrated accounting systems for service
businesses. Chapter 4 described and illustrated accounting systems for mer-
chandising businesses. This chapter focuses on manufacturing businesses.
Examples of manufacturing businesses include General Motors and Intel
Corporation.

The revenue activities of a service business involve providing services
to customers. The revenue activities of a merchandising business involve
the buying and selling of merchandise. In contrast, a manufacturing
business first produces the products it sells. A manufacturing business
converts materials into finished products through the use of machinery
and labor.

Like merchandising businesses, a manufacturing business reports sales
from selling its products. The cost of the products sold is normally reported
as cost of goods sold, whereas a merchandising business reports these costs
as cost of merchandise sold. The subtraction of the cost of goods sold from
sales is reported as gross profit. Operating expenses are deducted from gross
profit to arrive at net income.

Materials, products in the process of being manufactured, and finished
products are reported on the manufacturer’s balance sheet as inventories.
Like merchandise inventory, these inventories are reported as current assets.

Manufacturing Cost Terms
Managers rely on managerial accountants to provide useful cost information
to support decision making. What is a cost? A cost is a payment of cash or its
equivalent or the commitment to pay cash in the future for the purpose of
generating revenues. A cost provides a benefit that is used immediately or
deferred to a future period of time. If the benefit is used immediately, then
the cost is an expense, such as salary expense. If the benefit is deferred, then
the cost is an asset, such as equipment. As the asset is used, an expense, such
as depreciation expense, is recognized.

This section illustrates manufacturing costs for Legend Guitars, a manu-
facturing firm. A manufacturing business converts materials into a finished
product through the use of machinery and labor. Legend Guitars manu-
factures guitars as shown in Exhibit 1.

Guitar Making Operations of Legend GuitarsE X H I B I T 1

Obj 1 Distinguish the
activities of a
manufacturing business
from those of a
merchandising or service
business.

Obj 2 Define and illustrate
materials, factory labor, and
factory overhead costs.
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Legend’s guitar-making process begins when a customer places an order
for a guitar. Once the order is accepted, the manufacturing process begins
by obtaining the necessary materials. An employee then cuts the body and
neck of the guitar out of raw lumber. Once the wood is cut, the body and
neck of the guitar are assembled. When the assembly is complete, the guitar
is painted and finished.

The cost of a manufactured product includes the cost of materials used in
making the product. In addition, the cost of a manufactured product in-
cludes the cost of converting the materials into a finished product. For ex-
ample, Legend Guitars uses employees and machines to convert wood (and
other supplies) into finished guitars. Thus, the cost of a finished guitar (the
cost object) includes the following:

1. Direct materials cost

2. Direct labor cost

3. Factory overhead cost

Direct Materials Cost
Manufactured products begin with raw materials that are converted into
finished products. The cost of any material that is an integral part of the
finished product is classified as a direct materials cost. For Legend Guitars,
direct materials cost includes the cost of the wood used in producing each
guitar. Other examples of direct materials costs include the cost of electronic
components for a television, silicon wafers for microcomputer chips, and
tires for an automobile.

To be classified as a direct materials cost, the cost must be both of the
following:

1. An integral part of the finished product

2. A significant portion of the total cost of the product

For Legend Guitars, the cost of the guitar strings is not a direct materials
cost. This is because the cost of guitar strings is an insignificant part of the
total cost of each guitar. Instead, the cost of guitar strings is classified as a
factory overhead cost, which is discussed later.

Materials costs such as the cost of the guitar strings are referred to as
indirect materials costs. Another example of an indirect cost for Legend
Guitars is glue. As noted above, indirect materials costs are included in fac-
tory overhead.
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Direct Labor Cost
Most manufacturing processes use employees to convert materials into fin-
ished products. The cost of employee wages that is an integral part of the
finished product is classified as direct labor cost. For Legend Guitars, direct
labor cost includes the wages of the employees who cut each guitar out of raw
lumber and assemble it. Other examples of direct labor costs include me-
chanics’ wages for repairing an automobile, machine operators’ wages for
manufacturing tools, and assemblers’ wages for assembling a laptop computer.

Like a direct materials cost, a direct labor cost must be both of the following:

1. An integral part of the finished product

2. A significant portion of the total cost of the product

For Legend Guitars, the wages of the janitors who clean the factory are
not a direct labor cost. This is because janitorial costs are not an integral part
or a significant cost of each guitar. Instead, janitorial costs are classified as a
factory overhead cost, which is discussed next.

Such labor costs as janitorial costs are referred to as indirect labor costs.
Another example of an indirect labor cost for Legend Guitars is salaries of
maintenance employees and plant supervisors. As noted above, indirect
labor costs are included in factory overhead.

Factory Overhead Cost
Costs other than direct materials cost and direct labor cost that are
incurred in the manufacturing process are combined and classified as
factory overhead cost. Factory overhead is sometimes called manu-
facturing overhead or factory burden.

All factory overhead costs are indirect costs of the product. Some
factory overhead costs include the following:

1. Heating and lighting the factory

2. Repairing and maintaining factory equipment

3. Property taxes on factory buildings and land

4. Insurance on factory buildings

5. Depreciation on factory plant and equipment

Factory overhead cost also includes materials and labor costs that do not
enter directly into the finished product. Examples include the cost of oil
used to lubricate machinery and the wages of janitorial and supervisory
employees. Also, if the costs of direct materials or direct labor are not a
significant portion of the total product cost, these costs may be classified as
factory overhead costs.

For Legend Guitars, the costs of guitar strings and janitorial wages are
factory overhead costs. Additional factory overhead costs of making guitars
are as follows:

1. Sandpaper

2. Buffing compound

3. Glue

4. Power (electricity) to run the machines

5. Depreciation of the machines and building

6. Salaries of production supervisors

Prime Costs and Conversion Costs
Direct materials, direct labor, and factory overhead costs may be grouped to-
gether for analysis and reporting. Two such common groupings are as follows:

As manufacturing
processes have become
more automated, direct
labor costs have become
so small that they are often
included as part of factory
overhead.
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1. Prime costs, which consist of direct materials and direct labor costs

2. Conversion costs, which consist of direct labor and factory overhead
costs

Conversion costs are the costs of converting the materials into a finished
product. Direct labor is both a prime cost and a conversion cost, as shown in
Exhibit 2.

Product Costs and Period Costs
For financial reporting purposes, costs are classified as product costs or
period costs.

1. Product costs consist of manufacturing costs: direct materials, direct
labor, and factory overhead.

2. Period costs consist of selling and administrative expenses. Selling expenses
are incurred in marketing the product and delivering the product to
customers. Administrative expenses are incurred in managing the company
and are not directly related to the manufacturing or selling functions.

Examples of product costs and period costs for Legend Guitars are pre-
sented in Exhibit 3.

To facilitate control, selling and administrative expenses may be reported
by level of responsibility. For example, selling expenses may be reported by
products, salespersons, departments, divisions, or territories. Likewise, ad-
ministrative expenses may be reported by areas such as human resources,
computer services, legal, accounting, or finance.

The impact on the financial statements of product and period costs is
summarized in Exhibit 4. As product costs are incurred, they are recorded
and reported on the balance sheet as inventory. When the inventory is sold,
the cost of the manufactured product sold is reported as cost of goods sold on
the income statement. Period costs are reported as expenses on the income
statement in the period in which they are incurred and thus never appear on
the balance sheet.

Prime Costs and Conversion CostsE X H I B I T 2
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Cost Accounting System Overview
Cost accounting systems measure, record, and report product costs. Man-
agers use product costs for setting product prices, controlling operations,
and developing financial statements.

Examples of Product Costs and Period Costs—Legend GuitarsE X H I B I T 3

Product Costs, Period Costs, and the Financial StatementsE X H I B I T 4

Costs (Payments) for the Purpose of Generating Revenues

Product Costs Period Costs

Cost of Goods Sold
(Income Statement)

Selling and
Administrative Expenses

(Income Statement)

Inventory
(Balance Sheet)

Obj 3 Describe cost
accounting systems used
by manufacturing
businesses.
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The two main types of cost accounting systems for manufacturing opera-
tions are:

1. Job order cost systems

2. Process cost systems

A job order cost system provides product costs for each quantity of pro-
duct that is manufactured. Each quantity of product that is manufactured is
called a job. Job order cost systems are often used by companies that manu-
facture custom products for customers or batches of similar products. Man-
ufacturers that use a job order cost system are sometimes called job shops. An
example of a job shop would be an apparel manufacturer, such as Levi
Strauss & Co., or a guitar manufacturer such as Washburn Guitars.

A process cost system provides product costs for each manufacturing de-
partment or process. Process cost systems are often used by companies that
manufacture units of a product that are indistinguishable from each other
and are manufactured using a continuous production process. Examples
would be oil refineries, paper producers, chemical processors, and food
processors.

Job order and process cost systems are widely used. A company may use a
job order cost system for some of its products and a process cost system for
other products.

In this chapter, the job order cost system is illustrated. As a basis for il-
lustration, Legend Guitars, a manufacturer of guitars, is used. The process
cost system is described and illustrated in Appendix B.

Job Order Cost Systems for
Manufacturing Businesses
A job order cost system records and summarizes manufacturing costs by jobs.
The flow of manufacturing costs in a job order system is illustrated in Exhibit 5.

The materials inventory, sometimes called raw materials inventory, consists
of the costs of the direct and indirect materials that have not yet entered the
manufacturing process. For Legend Guitars, the materials inventory would
consist of wood, guitar strings, guitar bridges, and glue.

The work-in-process inventory consists of direct materials costs, direct
labor costs, and factory overhead costs that have entered the manufacturing

Flow of Manufacturing CostsE X H I B I T 5

Warner Bros. and other
movie studios use job order
cost systems to accumulate
movie production and
distribution costs. Costs
such as actor salaries,
production costs, movie
print costs, and marketing
costs are accumulated in a
job account for a particular
movie.

Obj 4 Describe and
illustrate a job order cost
accounting system.
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process but are associated with products that have not been completed. For
example, although the materials for Jobs 71 and 72 have been added, they
are still in the production process. Thus, Jobs 71 and 72 are in Work-in-
Process Inventory as shown in Exhibit 5.

The finished goods inventory consists of completed jobs that have not
been sold. Jobs 69 and 70 have been completed and are included in Finished
Goods Inventory as shown in Exhibit 5.

Upon sale, a manufacturer records the cost of the sale as cost of goods sold.
An example is the guitars sold to the music store in Exhibit 5. The cost of
goods sold for a manufacturer is comparable to the cost of merchandise sold
for a merchandising business.

In a job order cost accounting system, perpetual inventory records are
maintained for materials, work-in-process, and finished goods inventories.
For example, materials inventory is supported by subsidiary inventory ac-
counts that record the increase, decrease, and amount on hand for each type
of material. These subsidiary materials accounts are kept in a ledger, called a
subsidiary ledger. The sum of the subsidiary ledger accounts equals the
balance of the materials account, called the controlling account.1

The controlling accounts and subsidiary ledgers for materials, work-in-
process, and finished goods inventories are illustrated below for Legend
Guitars.

HICKORY

OAK

MAPLE

 Balance XXXX

Inventory Accounts

Materials Work-in-Process Finished Goods

Materials (controlling account)

 Balance XXXX

JOB 72

JOB 71

 Balance XXXX

Work-in-Process
(controlling account)

 Balance XXXX

JOB 70

JOB 69

 Balance XXXX

Finished Goods
(controlling account)

 Balance XXXX

Materials
The materials account is a controlling account. A separate account for each
type of material is maintained in a subsidiary materials ledger.

Exhibit 6 shows Legend Guitars’ materials subsidiary ledger account for
maple. Increases and decreases to the account are as follows:

1. Increases are based on receiving reports such as Receiving Report No. 196
for $10,500, which is supported by the supplier’s invoice.

2. Decreases are based on materials requisitions such as Requisition No. 672
for $2,000 for Job 71 and Requisition No. 704 for $11,000 for Job 72.

1 In addition to inventory, controlling accounts and subsidiary ledgers are also normally maintained for accounts
receivable; accounts payable; property, plant, and equipment; and capital stock.

Many companies use bar
code scanning devices in
place of receiving reports
to record and electronically
transmit incoming materials
data.
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A receiving report is prepared when materials that have been ordered are
received and inspected. The quantity received and the condition of the
materials are entered on the receiving report. When the supplier’s invoice is
received, it is compared to the receiving report. If there are no dis-
crepancies, the purchase is recorded.

The effect on the accounts and financial statements of recording the
supplier invoice and receiving report No. 196 is shown below.

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

    Accounts  
 Materials   Payable 

Statement of 
Cash Flows

a.  005,01  10,500   

Materials Information and Cost FlowsE X H I B I T 6

MATERIAL : No. 8 Wood—Maple

Rec.
Report

No. Quantity Amount

Mat.
Req.
No. Amount Date

Unit
Price

RECEIVED ISSUED

ORDER POINT: 500 ft.

BALANCE

Quantity AmountQuantity

Supplier
Invoice

$10,500

MATERIALS LEDGER ACCOUNT

196 750

Dec. 1

4

8

12

600

400

400
750

250

$  6,000

4,000

4,000
10,500

3,500

$10.00

10.00

10.00
14.00

14.00

200

900

672

704

Materials Requisitions

MATERIALS REQUISITION

REQUISITION NO.: 704
JOB NO.: 72

Description
Quantity

Issued
Unit
Price Amount

400
500

$10.00
14.00

No. 8 Wood—Maple
No. 8 Wood—Maple

Total Issued

MATERIALS REQUISITION

REQUISITION NO.: 672
JOB NO.: 71

Description
Quantity

Issued

200

Unit
Price

$10.00

Amount

$2,000

$2,000

No. 8 Wood—Maple

Total Issued

$  2,000

11,000

$10,500

Job Cost Sheets

Job No. 71
20 units of Jazz Series guitars

Balance, Dec. 1

Direct Materials
Direct Labor
Factory Overhead

$3,000

2,000

Job No. 72
60 units of American Series guitars

Direct Materials
Direct Labor
Factory Overhead

$11,000

$  4,000
7,000

$11,000

a.

b.

b.

b.

b.

Receiving
Report

No. 196
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The storeroom releases materials for use in manufacturing when a mate-
rials requisition is received. An example of a materials requisition is shown in
Exhibit 6.

The materials requisitions for each job serve as the basis for recording
materials used. For direct materials, the quantities and amounts from the
materials requisitions are recorded on job cost sheets. Job cost sheets, which
are illustrated in Exhibit 6, make up the work-in-process subsidiary ledger.

Exhibit 6 shows the posting of $2,000 of direct materials to Job 71 and
$11,000 of direct materials to Job 72.2 Job 71 is an order for 20 units of Jazz
Series guitars, while Job 72 is an order for 60 units of American Series guitars.

A summary of the materials requisitions is used as a basis for recording the
materials of $13,000 ($2,000 + $11,000) used for the month. The effect on
the accounts and financial statements of the materials used in December is
shown below.

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

   Work in      
 Materials  Process      

Statement of 
Cash Flows

b.  13,000 13,000    

Many companies use computerized information processes to record the
use of materials. In such cases, storeroom employees electronically record
the release of materials, which automatically updates the materials ledger
and job cost sheets.

Factory Labor
When employees report for work, they may use clock cards, in-and-out cards, or
electronic badges to clock in. When employees work on an individual job, they
use time tickets. Exhibit 7 illustrates time tickets for Jobs 71 and 72.

Exhibit 7 shows that on December 13, 2010, D. McInnis spent six hours
working on Job 71 at an hourly rate of $10 for a cost of $60 (6 hrs. � $10).
Exhibit 7 also indicates that a total of 350 hours was spent by employees on
Job 71 during December for a total cost of $3,500. This total direct labor cost
of $3,500 is recorded on the job cost sheet for Job 71, as shown in Exhibit 7.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Phony Invoice Scams

A popular method for defrauding a company is to issue
a phony invoice. The scam begins by initially contacting
the target firm to discover details of key business
contacts, business operations, and products. The
swindler then uses this information to create a

fictitious invoice. The invoice will include names, fig-
ures, and other details to give it the appearance of le-
gitimacy. This type of scam can be avoided if invoices
are matched with receiving documents prior to issuing
a check.

2 To simplify, Exhibit 6 and this chapter use the first-in, first-out cost flow method.

For many manufacturing
firms, the direct materials
cost can be greater than
50% of the total cost to
manufacture a product.
This is why controlling
materials costs is very
important.
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Likewise, Exhibit 7 shows that on December 26, 2010, S. Andrews spent
eight hours on Job 72 at an hourly rate of $15 for a cost of $120 (8 hrs. �
$15). A total of 500 hours was spent by employees on Job 72 during
December for a total cost of $7,500. This total direct labor cost of $7,500 is
posted to the job cost sheet for Job 72, as shown in Exhibit 7.

A summary of the time tickets is used as the basis for recording direct
labor of $11,000 ($3,500 + $7,500) for the month. The direct labor costs that
flow into production increase Work in Process and Wages Payable. The ef-
fect on the accounts and financial statements of recording the direct labor
for December is shown below.

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

 Work in   Wages  
 Process   Payable 

Statement of 
Cash Flows

c.  11,000  11,000   

Labor Information and Cost FlowsE X H I B I T 7

Job Cost Sheets

Job No. 71
20 units of Jazz Series guitars
Balance

Direct Materials
Direct Labor
Factory Overhead

$3,000

2,000
3,500

Job No. 72
60 units of American Series guitars

Direct Materials
Direct Labor
Factory Overhead

$11,000
7,500

December Job 71 Hours 350
December Job 71 Labor Costs: $3,500

TIME TICKET

No.

Employee Name

Date

Work Description:

Job No.

Start
Time

8:00 A.M.

1:00 P.M.

Finish
Time

12:00 P.M.

3:00 P.M.

Hours
Worked

4

2

Hourly
Rate

$10.00

10.00

Cost

$40.00

20.00

4521

D.  McInnis

Dec.  13,  2010

Cutting

71

Total Cost

Approved by

$60.00

T.D.

December Job 72 Hours 500
December Job 72 Labor Costs: $7,500

TIME  TICKET

No.

Employee Name

Date

Work Description:

Job No.

6311

S.  Andrews

Dec.  26,  2010

Assembling

72

Total Cost

Approved by

$120.00

A.M.

Job 72 Time TicketsJob 71 Time Tickets

c. c. 

Start
Time

9:00 A.M.

1:00 P.M.

Finish
Time

Hours
Worked

3

5

Hourly
Rate

12:00 P.M.

6:00 P.M.

$15.00

15.00

Cost

$45.00

75.00
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As with direct materials, many businesses use computerized information
processing to record direct labor. In such cases, employees may log their
time directly into computer terminals at their workstations. In other cases,
employees may be issued magnetic cards, much like credit cards, to log in
and out of work assignments.

Factory Overhead Cost
Factory overhead includes all manufacturing costs except direct materials
and direct labor. A summary of factory overhead costs comes from a variety
of sources including the following:

1. Indirect materials comes from a summary of materials requisitions.

2. Indirect labor comes from the salaries of production supervisors and the
wages of other employees such as janitors.

3. Factory power comes from utility bills.

4. Factory depreciation comes from Accounting Department computations of
depreciation.

To illustrate the recording of factory overhead, assume that Legend Gui-
tars incurred $4,600 of overhead in December. The effect on the accounts
and financial statements is shown below.

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

   Factory  Accumulated  Wages  Utilities
 Materials  Overhead  Depreciation  Payable  Payable

Statement of 
Cash Flows

Income
Statement

d. 500 4,600 1,200 2,000 900  

Allocating Factory Overhead
Factory overhead is different from direct labor and direct materials in that it
is indirectly related to the jobs. That is, factory overhead costs cannot be
identified with or traced to specific jobs. For this reason, factory overhead
costs are allocated to jobs. The process by which factory overhead or other
costs are assigned to a cost object, such as a job, is called cost allocation.

The factory overhead costs are allocated to jobs using a common measure
related to each job. This measure is called an activity base, allocation base, or

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Ghost Employees

Companies must guard against the fraudulent creation
and cashing of payroll checks. Numerous payroll
frauds involve supervisors adding fictitious employees
to or failing to remove departing employees from the

payroll and then cashing the check. This type of fraud
can be minimized by requiring proper authorization and
approval of employee additions, removals, or changes
in pay rates.

Shell Group uses a
magnetic card system to
track the work of
maintenance crews in its
refinery operations.
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activity driver. The activity base used to allocate overhead should reflect the
consumption or use of factory overhead costs. For example, production su-
pervisor salaries could be allocated on the basis of direct labor hours or
direct labor cost of each job.

Predetermined Factory Overhead Rate
Factory overhead costs are normally allocated or applied to jobs using a pre-
determined factory overhead rate. The predetermined factory overhead rate
is computed as follows:

Predetermined Factory
Overhead Rate

¼ Estimated Total Factory Overhead Costs
Estimated Activity Base

To illustrate, assume that Legend Guitars estimates the total factory
overhead cost as $50,000 for the year and the activity base as 10,000 direct
labor hours. The predetermined factory overhead rate of $5 per direct labor
hour is computed as follows:

Predetermined Factory
Overhead Rate

¼ Estimated Total Factory Overhead Costs
Estimated Activity Base

Predetermined Factory
Overhead Rate

¼ $50;000
10;000 direct labor hours

¼ $5 per direct hour

As shown above, the predetermined overhead rate is computed using esti-
mated amounts at the beginning of the period. This is because managers need
timely information on the product costs of each job. If a company waited until
all overhead costs were known at the end of the period, the allocated factory
overhead would be accurate, but not timely. Only through timely reporting
can managers adjust manufacturing methods or product pricing.

Many companies are using a method for accumulating and allocating
factory overhead costs. This method, called activity-based costing, uses a
different overhead rate for each type of factory overhead activity, such as
inspecting, moving, and machining. Activity-based costing is discussed and
illustrated at the end of this chapter.

Applying Factory Overhead to Work in Process
Legend Guitars applies factory overhead using a rate of $5 per direct labor
hour. The factory overhead applied to each job is recorded on the job cost
sheets, as shown in Exhibit 8.

Exhibit 8 shows that 850 direct labor hours were used in Legend Guitars’
December operations. Based on the time tickets, 350 hours can be traced to
Job 71, and 500 hours can be traced to Job 72.

Using a factory overhead rate of $5 per direct labor hour, $4,250 of factory
overhead is applied as follows:

Direct Labor Hours Factory Overhead Rate Factory Overhead Applied

Job 71 350 $5 $1,750 (350 hrs. � $5)
Job 72 500 $5 2,500 (500 hrs. � $5)
Total 850 $4,250

As shown in Exhibit 8, the applied overhead is recorded on each job cost
sheet. Factory overhead of $1,750 is posted to Job 71, which results in a total

A survey conducted by the
Cost Management Group of
the Institute for Management
Accountants found that 20%
of survey respondents had
adopted activity-based
costing.
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product cost on December 31, 2010, of $10,250. Factory overhead of $2,500
is posted to Job 72, which results in a total product cost on December 31,
2010, of $21,000.

The factory overhead costs applied to production increase the work in
process account and decrease the factory overhead account. The effect of
applying the $4,250 ($1,750 + $2,500) of factory overhead to production on
the accounts and financial statements for Legend Guitars is shown below.

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

 Work in  Factory      
 Process  Overhead      

Statement of 
Cash Flows

e.  052,4 4,250

Applying Factory Overhead to JobsE X H I B I T 8

TIME  TICKET

No.

Employee Name

Date

Work Description:

Job No.

6311

S.  Andrews

Dec.  26,  2010

Assembling

72

Total Cost

Approved by

$120.00

A.M.

Job 72 Time Tickets

TIME TICKET

No.

Employee Name

Date

Work Description:

Job No.

4521

D.  McInnis

Dec.  13,  2010

Cutting

71

Total Cost

Approved by

$60.00

T.D.

Job 71 Time Tickets

Job Cost Sheets

Job No. 71     
20 units of Jazz Series guitars
Balance

Direct Materials
Direct Labor
Factory Overhead

Total Job Cost

$  3,000

2,000
3,500
1,750

$10,250

Job No. 72
60 units of American Series guitars

Direct Materials
Direct Labor
Factory Overhead

$11,000
7,500
2,500

$21,000

Job 72 total hours � 500

500 hours
� $5 per direct

labor hour
$2,500

e. e.

Start
Time

8:00 A.M.

1:00 P.M.

Finish
Time

12:00 P.M.

3:00 P.M.

Hours
Worked

4

2

Hourly
Rate

$10.00

10.00

Cost

$40.00

20.00

Start
Time

9:00 A.M.

1:00 P.M.

Finish
Time

12:00 P.M.

6:00 P.M.

Hours
Worked

3

5

Hourly
Rate

$15.00

15.00

Cost

$45.00

75.00

Completed job Job in production

Job 71 total hours � 350

350 hours
� $5 per direct
labor hour
$1,750
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To summarize, the factory overhead account is:

1. Increased for the actual overhead costs incurred, as shown earlier for
transaction (d) on page 373.

2. Decreased for the applied overhead, as shown in the previous page for
transaction (e).

The actual and applied overhead usually differ because the actual over-
head costs are normally different from the estimated overhead costs. De-
pending on whether actual overhead is greater or less than applied over-
head, the factory overhead account will either have a positive or negative
ending balance as follows:

1. If the applied overhead is less than the actual overhead incurred, the
factory overhead account will have a positive balance. This positive bal-
ance is called underapplied factory overhead or underabsorbed factory
overhead.

2. If the applied overhead is more than the actual overhead incurred, the
factory overhead account will have a negative balance. This negative
balance is called overapplied factory overhead or overabsorbed factory
overhead.

If the balance of factory overhead (either underapplied or overapplied)
becomes large, the balance and related overhead rate should be in-
vestigated. For example, a large balance could be caused by changes in
manufacturing methods. In this case, the factory overhead rate should be
revised.

Disposal of Factory Overhead Balance
During the year, the balance in the factory overhead account is carried for-
ward and reported as a positive or negative amount on the monthly (inter-
im) balance sheets. However, any balance in the factory overhead account
should not be carried over to the next year. This is because any such balance
applies only to operations of the current year.

If the estimates for computing the predetermined overhead rate are rea-
sonably accurate, the ending balance of Factory Overhead should be rela-
tively small. For this reason, the balance of Factory Overhead at the end of
the year is disposed of by transferring it to the cost of goods sold account as
follows:3

1. An ending positive balance (underapplied overhead) in the factory
overhead account is disposed of by increasing Cost of Goods Sold and
decreasing Factory Overhead.

2. An ending negative balance (overapplied overhead) in the factory over-
head account is disposed of by increasing Factory Overhead and de-
creasing Cost of Goods Sold.

To illustrate, the effect on the accounts and financial statements of elim-
inating an underapplied (positive) overhead balance of $150 at the end of
the year for Legend Guitars is as shown on the next page:

3 An ending balance in the factory overhead account may also be allocated among the work in process, finished
goods, and cost of goods sold accounts. This brings these accounts into agreement with the actual costs
incurred. This approach is rarely used and is only required for large ending balances in the factory overhead
account. For this reason, it will not be used in this text.

374 Chapter 10



Income Statement
f. Cost of goods sold 150

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

 Factory        Retained
 Overhead        Earnings

Statement of 
Cash Flows

f. 150    150 f.

Work in Process
During the period, Work in Process is increased for the following:

1. Direct materials cost

2. Direct labor cost

3. Applied factory overhead cost

To illustrate, the balance of work in process for Legend Guitars on
December 1, 2010 (beginning balance) was $3,000. This balance relates to
Job 71, which was the only job in process on this date. During December,
Work in Process was increased for the following:

1. Direct materials cost of $13,000 [transaction (b)] based on materials
requisitions.

2. Direct labor cost of $11,000 [transaction (c)] based on time tickets.

3. Applied factory overhead of $4,250 [transaction (e)] based on the pre-
determined overhead rate of $5 per direct labor hour.

The preceding increases in Work in Process are supported by the job cost
sheets for Jobs 71 and 72, as shown in Exhibit 9.

During December, Job 71 was completed. Upon completion, the product
costs (direct materials, direct labor, factory overhead) are totaled. This total is
divided by the number of units produced to determine the cost per unit.
Thus, the 20 Jazz Series guitars produced as Job 71 cost $512.50 ($10,250/20)
per guitar.

After completion, Job 71 is transferred from Work in Process to Finished
Goods. For Job 71, this transfer of costs affects the accounts and financial
statements as follows:

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

 Work in  Finished      
 Process  Goods      

Statement of 
Cash Flows

g. 10,250 10,250

Job 72 was started in December, but was not completed by December 31,
2010. Thus, Job 72 is still part of work in process on December 31, 2010. As
shown in Exhibit 9, the balance of the job cost sheet for Job 72 ($21,000) is
also the December 31, 2010 balance of Work in Process.
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Finished Goods
The finished goods account is a controlling account for the subsidiary
finished goods ledger or stock ledger. Each account in the finished goods ledger
contains cost data for the units manufactured, units sold, and units on hand.

Exhibit 10 illustrates the finished goods ledger account for Jazz Series
guitars.

Job Cost Sheets and the Work in Process Controlling AccountsE X H I B I T 9

Job Cost SheetsJ

Job No. 71
20 units of Jazz Series guitars
Balance
Direct Materials
Direct Labor
Factory Overhead

Total Job Cost

Unit Cost

$  3,000
2,000
3,500
1,750

$10,250

$512.50

$21,000

Job No. 72
60 units of American Series guitars

Direct Materials
Direct Labor
Factory Overhead

$11,000$11,000
7,500
2,500

Work in Process (Controlling Account)

Beginning Balance, Dec. 1, 2010
Direct materials (b)
Direct labor (c)
Factory overhead (e)

Less completed Job 71

Ending Balance, Dec. 31, 2010

$  3,000
13,000
11,000

4,250

$  31,250
10,250

$  21,000

+

_

+
+

Finished Goods Ledger AccountE X H I B I T 10

Job
Order
No.

Ship
Order
No.

Unit
CostQuantity Amount Quantity Amount Date Quantity Amount

71 20
643 40

40
—

20

$20,000
—

10,250

$500.00
—

512.50
$20,000

Dec. 1
9

31$10,250

ITEM: Jazz Series guitars

BalanceShippedManufactured
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Exhibit 10 indicates that there were 40 Jazz Series guitars on hand on
December 1, 2010. During the month, 20 additional Jazz guitars were com-
pleted and transferred to Finished Goods from the completion of Job 71. In
addition, the beginning inventory of 40 Jazz guitars were sold during the
month.

Sales and Cost of Goods Sold
Sales for a manufacturing business and a merchandising business have the
same effect on the accounts and financial statements. To illustrate, assume
that Legend Guitars sold the 40 Jazz Series guitars during December for
$850 per unit. These guitars have a cost of $500 per unit. The cost data can
be obtained from the finished goods ledger. The effect of selling the 40 Jazz
guitars on the accounts and financial statements is as follows:

Income Statement
h. Sales  34,000

 Cost of goods sold 20,000

 Net income 14,000

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

 Accounts  Finished      Retained
 Receivable  Goods    Earnings

Statement of 
Cash Flows

h. 000,43 20,000   14,000 h.

Period Costs
Period costs are used in generating revenue during the current period,
but are not involved in the manufacturing process. Period costs are recorded
as expenses of the current period as either selling or administrative
expenses.

Selling expenses are incurred in marketing the product and delivering sold
products to customers. Administrative expenses are incurred in managing the
company, but are not related to the manufacturing or selling functions.

 Administrative 
      Expenses

• Office salaries expenses
• Office supplies expenses
• Depreciation expense—
     office buildings
     and equipment

E X A M P L E S  O F  P E R I O D  C O S T S

Selling Expenses
• Advertising expenses
• Sales salaries expenses
• Commission expenses

ABCC O R P

Service companies, such
as telecommunications,
insurance, banking,
broadcasting, and
hospitality, typically have a
large portion of their total
costs as period costs with
few product costs.
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During December Legend Guitars incurred sales salaries of $2,000 and
office salaries of $1,500. The effect on the accounts and financial statements
of recording the December salaries is as follows:

Income Statement
i. Sales salaries exp. 2,000

 Office salaries exp. 1,500

 Net income 3,500

Income
Statement

Balance Sheet

  Assets   Liabilities  Stockholders’ Equity

    Salaries    Retained
    Payable    Earnings

Statement of 
Cash Flows

i.    3,500  3,500 i.

Summary of Cost Flows for Legend Guitars
Exhibit 11 shows the cost flows through the manufacturing accounts of
Legend Guitars for December. In Exhibit 11, increases are shown on the left
side and decreases are shown on the right side of the accounts. In addition,
summary details of the following subsidiary ledgers are shown:

1. Materials Ledger—the subsidiary ledger for Materials.

2. Job Cost Sheets—the subsidiary ledger for Work in Process.

3. Finished Goods Ledger—the subsidiary ledger for Finished Goods.

Entries in the accounts shown in Exhibit 11 are identified by letters. These
letters refer to the entries described and illustrated in the chapter. Entry (h)
is not shown because it does not involve a cost flow.

As shown in Exhibit 11, the balances of Materials, Work in Process, and
Finished Goods are supported by their subsidiary ledgers. These balances are
as follows:

Controlling Account
Balance and Total of

Related Subsidiary Ledger

Materials $ 3,500
Work in Process 21,000
Finished Goods 10,250

The income statement for Legend Guitars is shown in Exhibit 12 on
page 380.

Job Order Costing for Decision Making
A job order cost accounting system accumulates and records product costs by
jobs. The resulting total and unit product costs can be compared to similar
jobs, compared over time, or compared to expected costs. In this way, a job
order cost system can be used by managers for cost evaluation and control.

To illustrate, Exhibit 13 on page 380 shows the direct materials used for
Jobs 54 and 63 for Legend Guitars. The wood used in manufacturing guitars
is measured in board feet. Since Jobs 54 and 63 produced the same type and
number of guitars, the direct materials cost per unit should be about the
same. However, the materials cost per guitar for Job 54 is $100, while for Job
63 it is $125. Thus, the materials costs are significantly more for Job 63.

Obj 5 Use job order
cost information for
decision making.

378 Chapter 10



Flow of Manufacturing Costs for Legend GuitarsE X H I B I T 11

Materials

Dec. 1   6,500
(a) 10,500

(b) –13,000
(d) –500

Factory Overhead

(d) 500
(d) 900
(d) 1,200
(d) 2,000

Dec. 1 –200

(e) –4,250
(f) –150

Work in Process

Dec. 1 3,000
(b) 13,000
(e) 4,250
(c) 11,000

(g) –10,250

Finished Goods

Dec. 1 20,000
(g) 10,250 (i) –20,000

Cost of Goods Sold

(i) –20,000
(f) –150

Wages Payable

(d) 2,000
(c) 11,000

Materials
Ledger

No. 8 Wood—Maple

Dec. 1 6,000
(a) 10,500

(b) –13,000

Glue

Dec. 1 200 (d) –200

Sandpaper

Dec. 1 300 (d) –300

Finished Goods
Ledger

Jazz Series Guitars

Dec. 1 20,000
(g) 10,250 (i) –20,000

Transactions

Job Cost Sheets

20 Units of Jazz Series Guitars, Job 71

Dec. 1 3,000
(b) Direct materials 2,000
(c) Direct labor 3,500
(e) Factory overhead 1,750
 10,250

60 Units of American Series Guitars, Job 72

(b) Direct materials 11,000
(c) Direct labor 7,500
(e) Factory overhead 2,500
 21,000

a. Materials purchased during December
b. Materials requisitioned to jobs
c. Factory labor used in production of jobs
d. Factory overhead incurred in production
e. Factory overhead applied to jobs according
 to the predetermined overhead rate
f. Closed underapplied factory overhead to
 cost of goods sold
g. Job 71 completed in December
h. Sold 40 units of Jazz Series guitars 
    (not shown)
i. Cost of 40 units of Jazz Series guitars sold
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The job cost sheets shown in Exhibit 13 can be analyzed for possible
reasons for the increased materials cost for Job 63. Since the materials price
did not change ($10 per board foot), the increased materials cost must be
related to wood consumption.

Comparing wood consumed for Jobs 54 and 63 shows that 400 board feet
were used in Job 54 to produce 40 guitars. In contrast, Job 63 used 500 board
feet to produce the same number of guitars. Thus, an investigation should
be undertaken to determine the cause of the extra 100 board feet used for
Job 63. Possible explanations could include the following:

1. A new employee, who was not properly trained, cut the wood for Job 63.
As a result, there was excess waste and scrap.

2. The wood used for Job 63 was purchased from a new supplier. The wood
was of poor quality, which created excessive waste and scrap.

3. The cutting tools needed repair and were not properly maintained. As a
result, the wood was miscut, which created excessive waste and scrap.

4. The instructions attached to the job were incorrect. The wood was cut
according to the instructions. The incorrect instructions were discovered
later in assembly. As a result, the wood had to be recut and the initial
cuttings scrapped.

Income Statement of Legend GuitarsE X H I B I T 12

LEGEND GUITARS
Income Statement

For the Month Ended December 31, 2010

Sales $34,000
Cost of goods sold 20,150
Gross profit $13,850
Selling and administrative expenses:

Sales salaries expenses $2,000
Office salaries expense 1,500

Total selling and administrative expenses 3,500
Income from operations $10,350

Comparing Data from Job Cost SheetsE X H I B I T 13

Job 54
Item: 40 Jazz Series guitars

Materials Quantity
(board feet) Materials Price

Materials
Amount

Direct materials:
No. 8 Wood—Maple 400 $10.00 $4,000

Direct materials per guitar $ 100

Job 63
Item: 40 Jazz Series guitars

Materials Quantity
(board feet) Materials Price

Materials
Amount

Direct materials:
No. 8 Wood—Maple 500 $10.00 $5,000

Direct materials per guitar $ 125

Major electric utilities such
as Tennessee Valley
Authority, Consolidated
Edison Inc., and Pacific
Gas and Electric Company
use job order accounting to
control the costs associated
with major repairs and
overhauls that occur during
maintenance shutdowns.
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Job Order Cost Systems for Professional
Service Businesses
A job order cost accounting system may be used for a professional service
business. For example, an advertising agency, an attorney, and a physician
provide services to individual customers, clients, or patients. In such cases,
the customer, client, or patient can be viewed as a job for which costs are
accumulated and reported.

The primary product costs for a service business are direct labor and
overhead costs. Any materials or supplies used in rendering services are
normally insignificant. As a result, materials and supply costs are included as
part of the overhead cost.

Like a manufacturing business, direct labor and overhead costs of ren-
dering services to clients are accumulated in a work in process account. Work
in Process is supported by a cost ledger with a job cost sheet for each client.

When a job is completed and the client is billed, the costs are transferred
to a cost of services account. Cost of Services is similar to the cost of mer-
chandise sold account for a merchandising business or the cost of goods sold
account for a manufacturing business. A finished goods account and related
finished goods ledger are not necessary. This is because the revenues for the
services are recorded only after the services are provided.

The flow of costs through a service business using a job order cost ac-
counting system is shown in Exhibit 14.

In practice, other considerations unique to service businesses may need to
be considered. For example, a service business may bill clients on a weekly or
monthly basis rather than when a job is completed. In such cases, a portion
of the costs related to each billing is transferred from the work in process
account to the cost of services account. A service business may also bill clients
for services in advance, which would be accounted for as deferred revenue
until the services are completed.

Just-in-Time Practices
The objective of most manufacturers is to produce products with high
quality, low cost, and instant availability. In attempting to achieve this ob-
jective, many manufacturers have implemented just-in-time processing. Just-
in-time processing (JIT), sometimes called lean manufacturing, is a philoso-
phy that focuses on reducing time and cost, and eliminating poor quality.

Exhibit 15 lists just-in-time manufacturing and the traditional manufactur-
ing practices. Each of the just-in-time practices is discussed in this section.

Flow of Costs Through a Service BusinessE X H I B I T 14

Factory Overhead
Indirect labor xxx
Supplies used xxx
Applied overhead (xxx)

Wages Payable
Direct labor xxx
Indirect labor xxx

Supplies
Used (xxx)

Work in Process
Direct labor xxx
Applied overhead xxx
Completed jobs (xxx)

Cost of Services
Completed  jobs xxx

Obj 6 Describe the flow of
costs for a service business
that uses a job order cost
accounting system.

Obj 7 Describe just-in-time
manufacturing practices.
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Reducing Inventory
Just-in-time (JIT) manufacturing views inventory as wasteful and un-
necessary. As a result, JIT emphasizes reducing or eliminating inventory.

Operating Principles of Just-in-Time versus Traditional ManufacturingE X H I B I T 15

Issue Just-in-Time Manufacturing Traditional Manufacturing
Inventory Reduces inventory. Increases inventory to protect against process

problems.

Lead time Reduces lead time. Increases lead time to protect against uncertainty.

Setup time Reduces setup time. Disregards setup time as an improvement priority.

Production layout Emphasizes product-oriented
layout.

Emphasizes process-oriented layout.

Role of the employee Emphasizes team-oriented
employee involvement.

Emphasizes work of individuals, following manager
instructions.

Production scheduling policy Emphasizes pull manufacturing. Emphasizes push manufacturing.

Quality Emphasizes zero defects. Tolerates defects.

Suppliers and customers Emphasizes supply chain
management.

Treats suppliers and customers as “arm’s-length,”
independent entities.

How Businesses Make Money

Making Money in the Movie Business

Movie making is a high risk venture. The movie must be produced and marketed before the first dollar is received
from the box office. If the movie is a hit, then all is well; but if the movie is a bomb, money will be lost. This is
termed a “Blockbuster” business strategy and is common in businesses that have large up-front costs in the face
of uncertain follow-up revenues, such as pharmaceuticals, video games, and publishing.

The profitability of a movie depends on its revenue and cost. A movie’s cost is determined using job order
costing; however, how costs are assigned to a movie is often complex and may be subject to disagreement. For
example, in Hollywood’s competitive environment, studios often negotiate payments to producers and actors
based on a percentage of the film’s gross revenues.
This is termed “contingent compensation.” As movies
become hits, compensation costs increase in propor-
tion to the movie’s revenues, which eats into a hit’s
profitability.

As the dollars involved get bigger, disagreements
often develop between movie studios and actors or
producers over the amount of contingent compensa-
tion. For example, the producer of the 2002 hit movie
Chicago sued Miramax Film Corp. for failing to in-
clude foreign receipts and DVD sales in the revenue
that was used to determine his payments. The con-
troversial nature of contingent compensation is illu-
strated by the suit’s claim that the accounting for
contingent compensation leads to confusing and
meaningless results. G
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Under traditional manufacturing, inventory often hides un-
derlying production problems. For example, if machine break-
downs occur, work-in-process inventories can be used to keep
production running in other departments while the machines
are being repaired. Likewise, inventories can be used to hide
problems caused by a shortage of trained employees, unreliable
suppliers, or poor quality.

In contrast, just-in-time manufacturing attempts to solve and
remove production problems. In this way, raw materials, work-in-
process, and finished goods inventories are reduced or
eliminated.

The role of inventory in manufacturing can be illustrated using
a river. Inventory is the water in a river. The rocks at the bottom
of the river are production problems. When the water (inventory)
is high, the rocks (production problems) at the bottom of the
river are hidden. As the water level (inventory) drops, the rocks
(production problems) become visible, one by one. JIT manufacturing re-
duces the water level (inventory), exposes the rocks (production problems),
and removes the rocks so that the river can flow smoothly.

Reducing Lead Times
Lead time, sometimes called throughput time, measures the time between
when a product enters production (is started) and when it is completed
(finished). In other words, lead time measures how long it takes to manu-
facture a product. For example, if a product enters production at 1:00 P.M.
and is completed at 5:00 P.M., the lead time is four hours.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

The Inventory Shift

Some managers take a shortcut to reducing inventory
by shifting inventory to their suppliers. With this tactic,
the hard work of improving processes is avoided. En-
lightened managers realize that such tactics often have

short-lived savings. Suppliers will eventually increase
their prices to compensate for the additional inventory
holding costs, thus resulting in no savings. Therefore,
shifting a problem doesn’t eliminate a problem.
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The lead time can be classified as one of the following:

1. Value-added lead time, which is the time spent in converting raw mate-
rials into a finished unit of product

2. Non-value-added lead time, which is the time spent while the unit of
product is waiting to enter the next production process or is moved from
one process to another

Exhibit 16 illustrates value-added and non-value-added lead time.

The time spent drilling and packing the unit of product is value-added
time. The time spent waiting to enter the next process or the time spent
moving the unit of product from one process to another is non-valued-added
time.

Just-in-time manufacturing reduces or eliminates non-value-added time.
In contrast, traditional manufacturing processes may have a value-added
ratio as small as 5%.

Reducing Setup Time
A setup is the effort spent preparing an operation or process for a produc-
tion run. If setups are long and costly, the batch size (number of units) for
the related production run is normally large. Large batch sizes allow setup
costs to be spread over more units and thus reduce the cost per unit. How-
ever, large batch sizes increase inventory and lead time.

Emphasizing Product-Oriented Layout
Manufacturing processes can be organized around a product, which is called
a product-oriented layout (or product cells). Alternatively, manufacturing
processes can be organized around a process, which is called a process-
oriented layout.

Components of Lead TimeE X H I B I T 16

Crown Audio reduced the
lead time between
receiving a customer order
and delivering it from 30
days to 12 hours by using
just-in-time principles.
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Just-in-time normally organizes manufacturing around products rather
than processes. Organizing work around products reduces:

1. Moving materials and products between processes

2. Work-in-process inventory

3. Lead time

4. Production costs

In addition, a product-oriented layout improves coordination among
operations.

Emphasizing Employee Involvement
Employee involvement is a management approach that grants employees the
responsibility and authority to make decisions about operations. Employee
involvement is often applied in a just-in-time operation by organizing em-
ployees into product cells. Within each product cell, employees are organized
as teams where the employees are cross-trained to perform any operation
within the product cell.

To illustrate, employees learn how to operate several different machines
within their product cell. In addition, team members are trained to perform
functions traditionally performed by centralized service departments. For
example, product cell employees may perform their own equipment main-
tenance, quality control, and housekeeping.

How Businesses Make Money

P&G’s “Pit Stops”

What do Procter & Gamble and Formula One racing have in common? The answer begins with P&G’s Packing
Department, which is where detergents and other products are filled on a “pack line.” Containers move down the
pack line and are filled with products from a packing machine. When it was time to change from a 36-oz. to a 54-oz.
Tide box, for example, the changeover involved stopping the line, adjusting guide rails, retrieving items from the
tool room, placing items back in the tool room, changing and cleaning the pack heads, and performing routine
maintenance. Changing the pack line could be a very difficult process and typically took up to several hours.

Management realized that it was important to reduce this time significantly in order to become more flexible
and cost efficient in packing products. Where could they learn how to do setups faster? They turned to Formula
One racing, reasoning that a pit stop was much like a setup. As a result, P&G videotaped actual Formula One pit
stops. These videos were used to form the following principles for conducting a fast setup:

● Position the tools near their point of use on the line prior to stopping
the line, to reduce time going back and forth to the tool room.

● Arrange the tools in the exact order of work, so that no time is
wasted looking for a tool.

● Have each employee perform a very specific task during the setup.
● Design the workflow so that employees don’t interfere with each other.
● Have each employee in position at the moment the line is stopped.
● Train each employee, and practice, practice, practice.
● Put a stop watch on the setup process.
● Plot improvements over time on a visible chart.

As a result of these changes, P&G was able to reduce pack-line setup time
from several hours to 20 minutes. This allowed it to reduce lead time and
to improve the cost performance of the Packing Department. A
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Yamaha manufactures
musical instruments such as
trumpets, horns, saxophones,
clarinets, and flutes using
product-oriented layouts.

Sony has organized a small
team of four employees to
completely assemble a
camcorder, doing everything
from soldering to testing. The
new line reduces assembly
time from 70 minutes to 15
minutes per camera.
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Emphasizing Pull Manufacturing
Pull manufacturing (or make-to-order) is an important just-in-time practice. In
pull manufacturing, products are manufactured only as they are needed by
the customer. Products can be thought of as being pulled through the
manufacturing process. In other words, the status of the next operation de-
termines when products are moved or produced. If the next operation is
busy, production stops so that work in process does not pile up in front of
the busy operation. When the next operation is ready, the product is moved
to that operation.

A system used in pull manufacturing is kanban, which is Japanese for
“cards.” Electronic cards or containers signal production quantities to be
filled by the preceding operation. The cards link the customer’s order for a
product back through each stage of production. In other words, when a
consumer orders a product, a kanban card triggers the manufacture of the
product.

In contrast, the traditional approach to manufacturing is based on esti-
mated customer demand. This principle is called push manufacturing (or
make-to-stock) manufacturing. In push manufacturing, products are manu-
factured according to a production schedule that is based upon estimated
sales. The schedule “pushes” product into inventory before customer orders
are received. As a result, push manufacturers normally have more inventory
than pull-manufacturers.

Emphasizing Zero Defects
Just-in-time manufacturing attempts to eliminate poor quality. Poor quality
creates:

1. Scrap

2. Rework, which is fixing product made wrong the first time

3. Disruption in the production process

4. Dissatisfied customers

5. Warranty costs and expenses

One way to improve product quality and manufacturing processes is Six
Sigma. Six Sigma was developed by Motorola Corporation and consists of five
steps: define, measure, analyze, improve, and control (DMAIC).4 Since its
development, Six Sigma has been adopted by thousands of organizations
worldwide.

Emphasizing Supply Chain Management
Supply chain management coordinates and controls the flow of materials,
services, information, and finances with suppliers, manufacturers, and cus-
tomers. Supply chain management partners with suppliers using long-term
agreements. These agreements ensure that products are delivered with the
right quality, at the right cost, at the right time.

To enhance the interchange of information between suppliers and cus-
tomers, supply chain management often uses:

Kenney Manufacturing
Company, a manufacturer
of window shades,
estimated that 50% of its
window shade process
was non-value-added. By
using pull manufacturing
and changing the line
layout, it was able to
reduce inventory by 82%
and lead time by 84%.

Motorola has claimed over
$17 billion in savings from
Six Sigma.

4 The term “Six Sigma” refers to a statistical property where a process has less than 3.4 defects per one million
items.

Toyota Motor often works
with supply chain partners
to maximize the use of just-
in-time.
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1. Electronic data interchange (EDI), which uses computers to electronically
communicate orders, relay information, and make or receive payments
from one organization to another

2. Radio frequency identification devices (RFID), which are electronic tags
(chips) placed on or embedded within products that can be read by radio
waves that allow instant monitoring of product location

3. Enterprise resource planning (ERP) systems, which are used to plan and
control internal and supply chain operations

Activity-Based Costing
In today’s complex manufacturing systems, product costs can be distorted if
inappropriate factory overhead rates are used. One way to avoid this distor-
tion is by using the activity-based costing (ABC) method. This approach allocates
factory overhead more accurately than does the single, plantwide overhead
rate that was illustrated earlier in this chapter.

The activity-based costing method uses cost of activities to determine
product costs. Under this method, factory overhead costs are initially ac-
counted for in activity cost pools. These cost pools are related to a given
activity, such as machine usage, inspections, moving, production setups, and
engineering activities.

In order to simplify, a service business is used to illustrate the principles of
activity-based costing. Like manufacturing businesses, service companies
need to determine the cost of services in order to make pricing, promo-
tional, and other decisions. Many service companies find that a single over-
head rate can lead to service cost distortions. Thus, many service companies
are now using activity-based costing for determining the cost of providing
services to customers.

To illustrate, assume that Hopewell Hospital uses activity-based costing to
allocate hospital overhead to patients. Hopewell Hospital applies activity-
based costing by:

1. Identifying activity cost pools

2. Determining activity rates for each cost pool

3. Allocating overhead costs to patients based upon activity usage

Hopewell Hospital has identified the following activity cost pools:

1. Admission

2. Radiological testing

3. Operating room

4. Pathological testing

5. Dietary and laundry

Each activity cost pool has an estimated patient activity-base usage. Based
on the budgeted costs for each activity and related estimated activity-base
usage, the activity rates shown in Exhibit 17 were developed.

To illustrate, assume the following data for radiological testing:

Budgeted costs $960,000
Total estimated activity-base usage 3,000 images

Hyundai/Kia Motors Group
will use 20 million RFID tags
annually to track automotive
parts through the supply
chain.

Obj 8 Describe and
illustrate the use of activity-
based costing in a service
business.

Owens & Minor, a medical
distributor, uses activity-
based costing information
to price distribution
services to customers,
based on the number of
orders and the number of
items per order.

Accounting Systems for Manufacturing Businesses 387



The activity rate of $320 per radiological image is computed as:

Radiological Testing Activity Rate ¼ Budgeted Activity Cost
Activity-Base Usage

¼ $960; 000
3; 000 images

¼ $320 per image

The activity rates for the other activities are determined in a similar
manner. These activity rates along with the patient activity usage are used to
allocate costs to patients as follows:

Activity Cost Allocated to Patient ¼ Patient Activity Usage � Activity Rate

To illustrate, assume that Mia Wilson was a patient of the hospital. The hos-
pital overhead services (activities) performed for Mia Wilson are shown below.

Patient
(Mia Wilson)
Activity Usage

Admission 1 admission
Radiological testing 2 images
Operating room 4 hours
Pathological testing 1 specimen
Dietary and laundry 7 days

Based on the preceding services (activities), the Hopewell Hospital over-
head costs allocated to Mia Wilson total $2,790, as computed below.

Admission
Radiological testing
Operating room
Pathological testing
Dietary and laundry
 Total

1
2
3
4
5
6
7
8
9

10
11

Activity-Base
Usage

Activity
Patient Name: Mia Wilson

Rate
Activity

CostActivity

1
2
4
1
7

admission
images
hours
specimen
days

/admission
/image
/hour
/specimen
/day

�

$180
$320
$200
$120
$150

$   180
   640
   800
   120
1,050

$2,790

B C

�

ED FA

Activity-Based Costing Method—Hopewell HospitalE X H I B I T 17

$320 per
radiological

image

$200 per
operating
room hour

$180 per
admission

$120 per
specimen

$150 per
day

Radiological
Testing

Operating
Room

Patients

Admission Pathological
Testing

Dietary and
Laundry
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The patient activity costs can be combined with the direct costs, such as
drugs and supplies. These costs and the related revenues can be reported for
each patient in a patient (customer) profitability report. A partial patient
profitability report for Hopewell Hospital is shown in Exhibit 18.

Exhibit 18 can be used by hospital administrators for decisions on pricing
or services. For example, there was a large loss on services provided to Brian
Birini. Investigation might reveal that some of the services provided to Birini
were not reimbursed by insurance. As a result, Hopewell might lobby the
insurance company to reimburse these services or request higher insurance
reimbursement on other services.

Customer Profitability ReportE X H I B I T 18

Hopewell Hospital 
Patient (Customer) Profitability Report 

For the Period Ending December 31, 2010

Adcock, Birini, Conway, Wilson, 
Kim Brian Don Mia

Revenues . . . . . . . . . . . . . . . . . . . .  $9,500 $ 21,400 $5,050 $3,300______ _______ ______ ______
Less patient costs:

$ 200
180 180 180

640
800

600 120 120
Dietary and laundry  . . . . . . . . .  4,200 14,700 1,050 1,050_______ ______ ______

Drugs and supplies  . . . . . . . . .  $ 400 $  1,000 $ 300
Admission  . . . . . . . . . . . . . . . .  180
Radiological testing  . . . . . . . . .  1,280 2,560 1,280
Operating room  . . . . . . . . . . . .  2,400 6,400 1,600
Pathological testing  . . . . . . . . .  240

______
Total patient costs  . . . . . . . .  $8,700 $25,440 $4,530 $2,990______ _______ ______ ______

Income from operations  . . . . . . . $ 800 $ (4,040) $ 520 $ 310______ _______ ______ ____________ _______ ______ ______
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University and Community Partnership—Learning Your ABC’s

Students at Harvard’s Kennedy School of Government
joined with the city of Somerville, Massachusetts, in
building an activity-based cost system for the city.
The students volunteered several hours a week in
four-person teams, interviewing city officials within 18
departments. The students were able to determine
activity costs, such as the cost of filling a pothole,
processing a building permit, or responding to a four-
alarm fire. Their study was used by the city in forming

the city budget. As stated by some of the students
participating in this project: “It makes sense to use the
resources of the university for community building. …
Real-world experience is a tremendous thing to have
in your back pocket. We learned from the mayor and
the fire chief, who are seasoned professionals in their
own right.”

Source: Kennedy School Bulletin, Spring 2005, “Easy as A-B-C: Students
Take on the Somerville Budget Overhaul.”
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How Businesses Make Money

Finding the Right Niche

Businesses often attempt to divide a market into its unique characteristics, called market segmentation. Once a
market segment is identified, product, price, promotion, and location strategies are tailored to fit that market. This
is a better approach for many products and services than following a “one size fits all“ strategy. Activity-based
costing can be used to help tailor organizational effort toward different segments. For example, Fidelity
Investments uses activity-based costing to tailor its sales and marketing strategies to different wealth segments.
Thus, a higher wealth segment could rely on personal sales activities, while less wealthy segments would rely on
less costly sales activities, such as mass mail. The following table lists popular forms of segmentation and their
common characteristics:

Form of Segmentation Characteristics

Demographic Age, education, gender,
income, race

Geographic Region, city, country
Psychographic Lifestyle, values, attitudes
Benefit Benefits provided
Volume Light vs. heavy use

Examples for each of these forms of segmentation are as follows:

Demographic: Fidelity Investments tailors sales and marketing strategies to different wealth segments.

Geographic: Pro sports teams offer merchandise in their home cities.

Psychographic: The Body Shop markets all-natural beauty products to consumers who value cosmetic products
that have not been animal-tested.

Benefit: Cold Stone Creamery sells a premium ice cream product with customized toppings.

Volume: Delta Air Lines provides additional benefits, such as class upgrades, free air travel, and boarding priority,
to its frequent fliers.

Key Points

1. Distinguish the activities of a manufacturing
business from those of a merchandising or
service business.
A manufacturing business must first produce
the products it sells. A manufacturing busi-
ness converts materials into a finished pro-
duct through the use of machinery and labor.
Materials, products in the process of being
manufactured, and finished products are re-
ported on the balance sheet as inventories
under the Current Assets caption.

2. Define and illustrate materials, factory labor,
and factory overhead costs.
A manufacturer converts materials into a fin-
ished product by using machinery and labor.
The cost of materials that are an integral part
of the manufactured product is direct materi-
als cost. The cost of wages of employees who
are involved in converting materials into the

manufactured product is direct labor cost.
Costs other than direct materials and direct
labor costs are factory overhead costs, includ-
ing indirect materials and labor. Direct labor
and factory overhead are termed conversion
costs. Direct materials, direct labor, and fac-
tory overhead costs are associated with pro-
ducts and are called product costs.

3. Describe cost accounting systems used by
manufacturing businesses.
A cost accounting system accumulates product
costs. The cost accounting system is used by
management to determine the proper product
cost for inventory valuation on the financial
statements, to support product pricing deci-
sions, and to identify opportunities for cost
reduction and improved production efficiency.
The two primary cost accounting systems are
job order and process cost systems.
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4. Describe and illustrate a job order cost
accounting system.
A job order cost system provides for a separate
record of the cost of each particular quantity
of product that passes through the factory.
Direct materials, direct labor, and factory
overhead costs are accumulated in a sub-
sidiary cost ledger, in which each account is
represented by a job cost sheet. Work in Pro-
cess is the controlling account for the cost
ledger. As a job is finished, its costs are trans-
ferred to the finished goods ledger, for which
Finished Goods is the controlling account.

5. Use job order cost information for decision
making.
Job order cost information can support pri-
cing and cost analysis. Managers can use job
cost information to identify unusual trends
and areas for cost improvement.

6. Describe the flow of costs for a service
business that uses a job order cost
accounting system.
A cost flow diagram for a service business
using a job order cost accounting system is
shown in Exhibit 14. For a service business,
the cost of materials or supplies used is nor-
mally included as part of the overhead. The
direct labor and overhead costs of rendering
services are accumulated in a work in process
account. When a job is completed and the
client is billed, the costs are transferred to a
cost of services account.

7. Describe just-in-time manufacturing practices.
The just-in-time manufacturing philosophy
uses different principles than do traditional
manufacturing methods. Just-in-time attempts
to reduce lead time while traditional methods
attempt to lengthen lead time to provide a
time buffer for uncertainty. Just-in-time
emphasizes a product-oriented production
layout rather than a process-oriented layout.
Just-in-time emphasizes a team-oriented work
environment; the traditional approach is
more individual oriented. Just-in-time views
setup time reduction as a high-priority item.
With reduced setup times, just-in-time manu-
facturers can emphasize pull manufacturing
rather than push manufacturing. Just-in-time
manufacturers must emphasize high quality,
since there is very little inventory to protect
production against quality problems. Finally,
just-in-time manufacturers emphasize suppli-
er partnering to improve the quality and de-
livery of incoming materials.

8. Describe and illustrate the use of activity-
based costing in a service business.
Activity-based costing can be applied in ser-
vice settings to determine the cost of in-
dividual service offerings. Service costs are
determined by multiplying activity rates by the
amount of activity-base quantities consumed
by the customer using the service offering.
Such information can support service pricing
and profitability analysis.

Key Terms

Activity base (driver) A measure of activity that is
related to changes in cost and is used in the de-
nominator in calculating the predetermined fac-
tory overhead rate to assign factory overhead
costs to cost objects.

Activity-based costing An accounting framework
based on determining the cost of activities and
allocating these costs to products using activity
rates.

Activity cost pools Cost accumulations that are
associated with a given activity, such as machine
usage, inspections, moving, and production setups.

Conversion costs The combination of direct
labor and factory overhead costs.

Controlling account The account in the general
ledger that summarizes the balances of the ac-
counts in the subsidiary ledger.

Cost A payment of cash (or a commitment to pay
cash in the future) for the purpose of generating
revenues.

Cost accounting system A system used to accu-
mulate manufacturing costs for decision-making
and financial reporting purposes.

Cost allocation The process of assigning indirect
costs to a cost object, such as a job.

Cost of goods sold The cost of the manufactured
product sold.
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Direct labor cost Wages of factory workers who
are directly involved in converting materials into
a finished product.

Direct materials cost The cost of materials that
are an integral part of the finished product.

Electronic data interchange (EDI) An informa-
tion technology that allows different business or-
ganizations to use computers to communicate
orders, relay information, and make or receive
payments.

Employee involvement A philosophy that grants
employees the responsibility and authority to
make their own decisions about their operations.

Enterprise resource planning A system used to
plan and control internal and supply chain
operations.

Factory overhead cost All of the costs of operat-
ing the factory except for direct materials and
direct labor.

Finished goods inventory The cost of finished
products on hand that have not been sold.

Finished goods ledger The subsidiary ledger that
contains the individual accounts for each kind of
commodity or product produced.

Job cost sheet An account in the work-in-process
subsidiary ledger in which the costs charged to a
particular job order are recorded.

Job order cost system A type of cost accounting
system that provides for a separate record of the
cost of each particular quantity of product that
passes through the factory.

Just-in-time (JIT) processing A business philoso-
phy that focuses on eliminating time, cost, and
poor quality within manufacturing processes.

Lead time Starting a unit of product into the
beginning of a process and its completion.

Materials inventory The cost of materials that
have not yet entered into the manufacturing
process.

Materials ledger The subsidiary ledger containing
the individual accounts for each type of material.

Materials requisition The form or electronic
transmission used by a manufacturing depart-
ment to authorize the issuance of materials from
the storeroom.

Non-value-added lead time The time that units
wait in inventories, move unnecessarily, and wait
during machine breakdowns.

Overapplied factory overhead The amount of
factory overhead applied in excess of the actual
factory overhead costs incurred for production
during a period.

Period costs Those costs that are used up in gen-
erating revenue during the current period and that
are not involved in the manufacturing process.

Predetermined factory overhead rate The rate
used to apply factory overhead costs to the goods
manufactured. The rate is determined from bud-
geted overhead cost and estimated activity usage
data at the beginning of the fiscal period.

Process cost system A type of cost accounting
system in which costs are accumulated by de-
partment or process within a factory.

Process-oriented layout Organizing work in a
plant or administrative function around pro-
cesses (tasks).

Prime costs The combination of direct materials
and direct labor costs.

Product costs The three components of manu-
facturing costs: direct materials, direct labor, and
factory overhead costs.

Product-oriented layout Organizing work in a
plant or administrative function around pro-
ducts; sometimes referred to as product cells.

Pull manufacturing A just-in-time method wherein
customer orders trigger the release of finished
goods, which triggers production, which triggers
release of materials from suppliers.

Push manufacturing Materials are released into
production and work in process is released into
finished goods in anticipation of future sales.

Radio frequency identification devices Elec-
tronic tags(chips) placed on or embedded
within products that can be read by radio waves
and that allow instant monitoring of product
location.

Receiving report The form or electronic trans-
mission used by the receiving personnel to in-
dicate that materials have been received and
inspected.

Setup The effort required to prepare an opera-
tion for a new production run.

Six Sigma A method of improving product qual-
ity and manufacturing processes developed by
Motorola Corporation that consists of five steps:
define, measure, analyze, improve, and control.
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Subsidiary ledger A ledger containing individual
accounts with a common characteristic.

Supply chain management The coordination and
control of materials, services, information, and
finances as they move in a process from the sup-
plier, through the manufacturer, wholesaler, and
retailer to the consumer.

Time tickets The form on which the amount of
time spent by each employee and the labor costs
incurred for each individual job, or for factory
overhead, are recorded.

Underapplied factory overhead The actual fac-
tory overhead costs incurred in excess of the
amount of factory overhead applied for produc-
tion during a period.

Value-added lead time The time required to
manufacture a unit of product or other output.

Work-in-process inventory The direct materials
costs, the direct labor costs, and the factory over-
head costs that have entered into the manu-
facturing process but are associated with products
that have not been finished.

Illustrative Problem

Derby Music Company specializes in producing and packaging compact
discs (CDs) for the music recording industry. Derby uses a job order cost
system. The following data summarize the operations related to production
for March, the first month of operations:

a. Materials purchased on account, $15,500.

b. Materials requisitioned and labor used:

Materials Factory Labor

Job No. 100 $2,650 $1,770
Job No. 101 1,240 650
Job No. 102 980 420
Job No. 103 3,420 1,900
Job No. 104 1,000 500
Job No. 105 2,100 1,760
For general factory use 450 650

c. Factory overhead costs incurred on account, $2,700.

d. Depreciation of machinery, $1,750.

e. Factory overhead is applied at a rate of 70% of direct labor cost.

f. Jobs completed: Nos. 100, 101, 102, 104.

g. Jobs 100, 101, and 102 were shipped, and customers were billed for
$8,100, $3,800, and $3,500, respectively.

Instructions
1. Prepare a schedule summarizing manufacturing costs by job during the

month. Use the following form:

Job Direct Materials Direct Labor Factory Overhead Total

2. Prepare a schedule of jobs finished.
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3. Prepare a schedule of jobs sold.

4. Prepare a schedule of completed jobs on hand at the end of the month.

5. Prepare a schedule of unfinished jobs at the end of the month.

Solution
1. Schedule of manufacturing costs incurred during month:

Job
Direct

Materials
Direct
Labor

Factory
Overhead Total

Job No. 100 $ 2,650 $1,770 $1,239 $ 5,659
Job No. 101 1,240 650 455 2,345
Job No. 102 980 420 294 1,694
Job No. 103 3,420 1,900 1,330 6,650
Job No. 104 1,000 500 350 1,850
Job No. 105 2,100 1,760 1,232 5,092

$11,390 $7,000 $4,900 $23,290

2. Schedule of the cost of jobs finished:

Job
Direct

Materials
Direct
Labor

Factory
Overhead Total

Job No. 100 $2,650 $1,770 $1,239 $ 5,659
Job No. 101 1,240 650 455 2,345
Job No. 102 980 420 294 1,694
Job No. 104 1,000 500 350 1,850

$11,548

3. Schedule of the cost of jobs sold:

Job No. 100 $5,659
Job No. 101 2,345
Job No. 102 1,694

$9,698

4.
Schedule of Completed Jobs

Job No. 104:
Direct materials $1,000
Direct labor 500
Factory overhead 350
Balance of Finished Goods, March, 31 $1,850

5.
Schedule of Unfinished Jobs

Job
Direct

Materials
Direct
Labor

Factory
Overhead Total

Job No. 103 $3,420 $1,900 $1,330 $ 6,650
Job No. 105 2,100 1,760 1,232 5,092
Balance of Work in Process, March 31 $ 11,742
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Self-Examination Questions (Answers appear at the end of chapter)

1. Which of the following is not considered a
cost of manufacturing a product?
A. Direct materials cost
B. Factory overhead cost
C. Sales salaries
D. Direct labor cost

2. Which of the following costs would be in-
cluded as part of the factory overhead costs of
a computer manufacturer?
A. The cost of memory chips
B. Depreciation of testing equipment
C. Wages of computer assemblers
D. The cost of disk drives

3. A company estimated $420,000 of factory
overhead cost and 16,000 direct labor hours
for the period. During the period, a job was
completed with $4,500 of direct materials
and $3,000 of direct labor. The direct labor
rate was $15 per hour. What is the factory
overhead applied to this job?

A. $2,100
B. $5,250
C. $78,750
D. $420,000

4. If the factory overhead account has a nega-
tive balance, factory overhead is said to be:
A. underapplied.
B. overapplied.
C. underabsorbed.
D. in error.

5. Which of the following is not a characteristic
of the just-in-time philosophy?
A. Product-oriented layout
B. Push manufacturing (make-to-stock)
C. Short lead times
D. Reducing setup time as a critical improve-

ment priority

Class Discussion Questions

1. For a company that produces desktop com-
puters, would memory chips be considered a
direct or an indirect materials cost of each
computer produced?

2. How is product cost information used by
managers?

3. a. Name two principal types of cost account-
ing systems.

b. Which system provides for a separate re-
cord of each particular quantity of pro-
duct that passes through the factory?

c. Which system accumulates the costs for
each department or process within the
factory?

4. What kind of firm would use a job order cost
system?

5. Hewlett-Packard Company assembles ink jet
printers in which a high volume of standar-
dized units are assembled and tested. Is the
job order cost system appropriate in this
situation?

6. How does the use of the materials requisition
help control the issuance of materials from
the storeroom?

7. a. Differentiate between the clock card and
the time ticket.

b. Why should the total time reported on an
employee’s time tickets for a payroll peri-
od be compared with the time reported
on the employee’s clock cards for the
same period?

8. Describe the source of the data for increasing
Work in Process for (a) direct materials,
(b) direct labor, and (c) factory overhead.

9. Discuss how the predetermined factory over-
head rate can be used in job order cost ac-
counting to assist management in pricing
jobs.

10. a. How is a predetermined factory overhead
rate calculated?

b. Name three common bases used in calcu-
lating the rate.
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11. a. What is (1) overapplied factory overhead
and (2) underapplied factory overhead?

b. If the factory overhead account has a po-
sitive balance, was factory overhead un-
derapplied or overapplied?

12. At the end of the fiscal year, there was a re-
latively minor balance in the factory overhead
account. What procedure can be used for
disposing of the balance in the account?

13. What is the difference between a product cost
and a period cost?

14. How can job cost information be used to
identify cost improvement opportunities?

15. Describe how a job order cost system can be
used for professional service businesses.

16. What is the benefit of just-in-time processing?

17. What are some examples of non-value-added
lead time?

18. Why do just-in-time manufacturers favor pull
or make-to-order manufacturing?

19. Why would a just-in-time manufacturer strive
to produce zero defects?

20. How is supplier partnering different from
traditional supplier relationships?

21. How can activity-based costing be used in
service companies?

Exercises

Indicate whether each of the following costs of an airplane manufacturer
would be classified as direct materials cost, direct labor cost, or factory
overhead cost:

a. Controls for flight deck
b. Aircraft engines
c. Depreciation of welding equipment
d. Welding machinery lubricants
e. Salary of test pilot
f. Steel used in landing gear
g. Wages of assembly line worker
h. Tires

Indicate whether the following costs of Colgate-Palmolive Company would be
classified as direct materials cost, direct labor cost, or factory overhead cost:

a. Wages paid to Packaging Department employees
b. Maintenance supplies
c. Plant manager salary for the Morristown, Tennessee, toothpaste plant
d. Packaging materials
e. Depreciation on production machinery
f. Salary of process engineers
g. Depreciation on the Clarksville, Indiana, soap plant
h. Resins for soap and shampoo products
i. Scents and fragrances
j. Wages of production line employees

Which of the following items are properly classified as part of factory over-
head for Caterpillar?

a. Factory supplies used in the Morganton, North Carolina, engine parts
plant

b. Amortization of patents on new assembly process
c. Steel plate

E10-1
Classifying costs as materials,
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d. Vice president of finance’s salary
e. Sales incentive fees to dealers
f. Depreciation on Peoria, Illinois, headquarters building
g. Interest expense on debt
h. Plant manager’s salary at Aurora, Illinois, manufacturing plant
i. Consultant fees for a study of production line employee productivity
j. Property taxes on the Danville, Kentucky, tractor tread plant

For apparel manufacturer Ann Taylor, Inc., classify each of the following costs as
either a product cost or a period cost:

a. Sales commissions
b. Advertising expenses
c. Fabric used during production
d. Property taxes on factory building and equipment
e. Depreciation on sewing machines
f. Factory janitorial supplies
g. Depreciation on office equipment
h. Wages of sewing machine operators
i. Repairs and maintenance costs for sewing machines
j. Salary of production quality control supervisor
k. Salaries of distribution center personnel
l. Research and development costs

m.Oil used to lubricate sewing machines
n. Corporate controller’s salary
o. Utility costs for office building
p. Travel costs of salespersons
q. Factory supervisors’ salaries

From the choices presented in the parentheses, choose the appropriate term for
completing each of the following sentences:

a. Advertising expenses are usually viewed as (period, product) costs.
b. The balance sheet of a manufacturer would include an account for (cost of

goods sold, work-in-process inventory).
c. Materials that are an integral part of the manufactured product are classified

as (direct materials, materials inventory).
d. An example of factory overhead is (plant depreciation, sales office

depreciation).
e. Implementing automatic factory robotics equipment normally (increases,

decreases) the factory overhead component of product costs.
f. Direct labor costs combined with factory overhead costs are called (product,

conversion) costs.
g. The wages of an assembly worker are normally considered a (period, product)

cost.
h. Payments of cash or its equivalent or the commitment to pay cash in the

future for the purpose of generating revenues are (costs, expenses).

Five selected transactions for the current month are indicated by letters in the
following accounts in a job order cost accounting system:
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Materials Work in Process

(a) decrease (a) increase
(b) increase
(c) increase
(d) decrease

Wages Payable Finished Goods

(b) increase (d) increase
(e) decrease

Factory Overhead Cost of Goods Sold
(a) increase (e) increase
(b) increase
(c) decrease

Describe each of the five transactions.

The following information is available for the first month of operations of
Url Inc., a manufacturer of art and craft items:

Sales $1,200,000
Gross profit 320,000
Indirect labor 110,000
Indirect materials 45,000
Other factory overhead 20,000
Materials purchased 610,000
Total manufacturing costs for the period 1,325,000
Materials inventory, end of period 45,000

Using the above information, determine the following:

a. Cost of goods sold
b. Direct materials cost
c. Direct labor cost

An incomplete subsidiary ledger of wire cable for May is as follows:

RECEIVED ISSUED BALANCE

Receiving
Report
Number Quantity

Unit
Price

Materials
Requisition
Number Quantity Amount Date Quantity Amount

Unit
Price

May 1 300 $2,400 $8.00
24 210 $10.00 May 2

101 340 May 6
30 140 12.00 May 12

114 200 May 21

a. Complete the materials issuances and balances for the wire cable sub-
sidiary ledger.

b. Determine the balance of wire cable at the end of August.
c. Determine the total amount of materials transferred to work-in-process

for August.
d. Explain how the materials ledger might be used as an aid in maintaining

inventory quantities on hand.
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Materials issued for the current month are as follows:

Requisition No. Material Job No. Amount

101 Steel 210 $25,400
102 Plastic 215 19,600
103 Glue Indirect 1,450
104 Rubber 222 1,200
105 Aluminium 231 52,400

a. Determine the amount of materials transferred to work-in-process and factory
overhead for the current month.

b. Illustrate the effect on the accounts and financial statements of the materials
transferred in (a).

Bullock Furniture Company manufactures furniture. Bullock uses a job order
cost system. Balances on June 1 from the materials ledger are as follows:

Fabric $ 25,000
Polyester filling 7,500
Lumber 56,000
Glue 2,400

The materials purchased during June are summarized from the receiving re-
ports as follows:

Fabric $126,000
Polyester filling 175,000
Lumber 345,000
Glue 12,000

Materials were requisitioned to individual jobs as follows:

Fabric Polyester Filling Lumber Glue Total
Job 101 $ 47,500 $ 60,000 $160,000 $267,500
Job 102 36,500 54,000 140,000 230,500
Job 103 33,500 44,000 78,000 155,500
Factory overhead—indirect

materials $13,000 13,000
Total $117,500 $158,000 $378,000 $13,000 $666,500

The glue is not a significant cost, so it is treated as indirect materials (factory
overhead).

a. Determine the total purchase of materials in June.
b. Determine the amounts of materials transferred to Work in Process and

Factory Overhead for the requisition of materials in June.
c. Determine the June 30 balances that would be shown in the materials ledger

accounts.
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A summary of the time tickets for the current month follows:

Job No. Amount Job No. Amount
201 $ 2,100 220 $3,650
204 1,750 224 2,240
205 3,200 228 1,460
Indirect labor 11,200 236 9,875

a. Determine the amounts of factory labor costs transferred to Work in Process
and Factory Overhead for the current month.

b. Illustrate the effect on the accounts and financial statements of the factory
labor costs transferred in (a).

The weekly time tickets indicate the following distribution of labor hours for
three direct labor employees:

Hours

Job 201 Job 202 Job 203
Process

Improvement
John Washington 20 10 7 3
George Jefferson 10 15 13 2
Thomas Adams 12 14 10 4

The direct labor rate earned by the three employees is as follows:

Washington $20
Jefferson 22
Adams 18

The process improvement category includes training, quality improvement,
housekeeping, and other indirect tasks.

a. Determine the amounts of factory labor costs transferred to Work in Process
and Factory Overhead for the week.

b. Assume that Jobs 201 and 202 were completed but not sold during the week
and that Job 203 remained incomplete at the end of the week. How would the
direct labor costs for all three jobs be reflected on the financial statements at
the end of the week?

Moura Industries Inc. manufactures recreational vehicles. Moura uses a job
order cost system. The time tickets from August jobs are summarized below.

Job 410 $3,400
Job 411 1,700
Job 412 1,400
Job 413 2,500
Factory supervision 1,900

Factory overhead is applied to jobs on the basis of a predetermined overhead
rate of $25 per direct labor hour. The direct labor rate is $15 per hour.
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a. Determine the total factory labor costs transferred to Work in Process and
Factory Overhead for August.

b. Determine the amount of factory overhead applied to production for August.
c. Illustrate the effects of the factory overhead applied in (b) on the accounts

and financial statements.

Hudson Company operates two factories. The company applies factory overhead
to jobs on the basis of machine hours in Factory 1 and on the basis of direct labor
hours in Factory 2. Estimated factory overhead costs, direct labor hours, and
machine hours are as follows:

Factory 1 Factory 2

Estimated factory overhead cost for fiscal year
beginning June 1 $475,000 $600,000

Estimated direct labor hours for year 15,000
Estimated machine hours for year 20,000
Actual factory overhead costs for June $ 38,000 $ 52,000
Actual direct labor hours for June 1,350
Actual machine hours for June 1,560

a. Determine the factory overhead rate for Factory 1.
b. Determine the factory overhead rate for Factory 2.
c. Determine the factory overhead applied to production in each factory for

June.
d. Determine the balances of the factory accounts for each factory as of June 30,

and indicate whether the amounts represent overapplied or underapplied
factory overhead.

Willie’s Engine Shop uses a job order cost system to determine the cost of
performing engine repair work. Estimated costs and expenses for the coming
period are as follows:

Engine parts $ 875,000
Shop direct labor 640,000
Shop and repair equipment depreciation 45,000
Shop supervisor salaries 125,800
Shop property tax 22,600
Shop supplies 16,600
Advertising expense 17,800
Administrative office salaries 75,000
Administrative office depreciation expense 10,000

Total costs and expenses $1,827,800

The average shop direct labor rate is $16 per hour. Determine the pre-
determined shop overhead rate per direct labor hour.

The Medical Center has a single operating room that is used by local physicians
to perform surgical procedures. The cost of using the operating room is accu-
mulated by each patient procedure and includes the direct materials costs
(drugs and medical devices), physician surgical time, and operating room
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overhead. On November 1 of the current year, the annual operating room
overhead is estimated to be:

Disposable supplies $150,000
Depreciation expense 27,000
Utilities 15,500
Nurse salaries 225,500
Technician wages 74,000

Total operating room overhead $492,000

The overhead costs will be assigned to procedures based on the number of
surgical room hours. The Medical Center expects to use the operating room an
average of eight hours per day, six days per week. In addition, the operating
room will be shut down two weeks per year for general repairs.

a. Determine the predetermined operating room overhead rate for the year.
b. Gretchen Kelton had a 6-hour procedure on November 10. How much

operating room overhead would be charged to her procedure, using the rate
determined in part (a)?

c. During November, the operating room was used 192 hours. The actual over-
head costs incurred for November were $38,500. Determine the overhead
under- or overapplied for the period.

The following account appears in the ledger after only part of the postings have
been completed for January:

Work in Process

Balance, January 1 $14,200
Direct materials 115,400
Direct labor 124,500
Factory overhead 65,400

Jobs finished during January are summarized as follows:

Job 710 $62,500 Job 727 $ 35,400
Job 714 75,600 Job 732 132,500

a. Determine the cost of jobs completed.
b. Determine the cost of the unfinished jobs at January 31.

Munch Printing Inc. began printing operations on July 1. Jobs 10 and 11 were
completed during the month, and all costs applicable to them were recorded on
the related cost sheets. Jobs 12 and 13 are still in process at the end of the
month, and all applicable costs except factory overhead have been recorded on
the related cost sheets. In addition to the materials and labor charged directly to
the jobs, $1,200 of indirect materials and $14,500 of indirect labor were used
during the month. The cost sheets for the four jobs entering production during
the month are as follows, in summary form:
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Job 10

Direct materials 12,400
Direct labor 4,750
Factory overhead 3,800
Total 20,950

Job 11

Direct materials 5,800
Direct labor 2,450
Factory overhead 1,960
Total 10,210

Job 12

Direct materials 17,400
Direct labor 5,250
Factory overhead

Job 13

Direct materials 3,500
Direct labor 700
Factory overhead

Determine each of the following for July:

a. Direct and indirect materials used.
b. Direct and indirect labor used.
c. Factory overhead applied (a single overhead rate is used based on direct labor

cost).
d. Cost of completed Jobs 10 and 11.

The following events took place for Salsa Inc. during May 2010, the first month
of operations, as a producer of road bikes:
● Purchased $244,000 of materials.
● Used $210,000 of direct materials in production.
● Incurred $180,000 of direct labor wages.
● Applied factory overhead at a rate of 75% of direct labor cost.
● Transferred $510,000 of work in process to finished goods.
● Sold goods with a cost of $485,000.
● Sold goods for $870,000.
● Incurred $210,000 of selling expenses.
● Incurred $75,400 of administrative expenses.

a. Prepare the May income statement for Salsa. Assume that Salsa uses the per-
petual inventory method.

b. Determine the inventory balances at the end of the first month of operations.

Letson Manufacturing Inc. is a job shop. The management of Letson Manu-
facturing uses the cost information from the job sheets to assess its cost perfor-
mance. Information on the total cost, product type, and quantity of items
produced is as follows:

Date Job No. Quantity Product Amount

Jan. 2 1 240 Alpha $ 6,000
Jan. 15 22 1,100 Beta 8,800
Feb. 3 38 800 Beta 8,000
Mar. 7 56 400 Alpha 8,800
Mar. 24 65 1,500 Gamma 6,000
May 19 74 1,750 Gamma 10,500
June 12 87 350 Alpha 6,300
Aug. 18 92 2,200 Gamma 19,800
Sept. 2 100 600 Beta 4,800
Nov. 14 110 500 Alpha 7,000
Dec. 12 116 2,000 Gamma 24,000
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a. Develop a graph for each product (three graphs), with Job No. (in date order)
on the horizontal axis and unit cost on the vertical axis. Use this information
to determine Letson Manufacturing’s cost performance over time for the
three products.

b. What additional information would you require to investigate Letson Manu-
facturing’s cost performance more precisely?

Duncan Trophies Inc. uses a job order cost system for determining the cost to
manufacture award products (plaques and trophies). Among the company’s
products is an engraved plaque that is awarded to participants who complete an
executive education program at a local university. The company sells the plaque
to the university for $160 each.

Each plaque has a brass plate engraved with the name of the participant.
Engraving requires approximately 20 minutes per name. Improperly engraved
names must be redone. The plate is screwed to a walnut backboard. This as-
sembly takes approximately 10 minutes per unit. Improper assembly must be
redone using a new walnut backboard.

During the first half of the year, the university had two separate executive
education classes. The job cost sheets for the two separate jobs indicated the
following information:

Job 201 April 12
Cost per Unit Units Job Cost

Direct materials:
Wood $32.00/unit 60 units $ 1,920
Brass 24.00/unit 60 units 1,440

Engraving labor 60.00/hr. 20 hrs. 1,200
Assembly labor 45.00/hr. 10 hrs. 450
Factory overhead 36.00/hr. 30 hrs. 1,050

$ 6,060
Plaques shipped � 60
Cost per plaque $101.00

Job 212 May 6
Cost per Unit Units Job Cost

Direct materials:
Wood $ 32.00/unit 48 units $ 1,536
Brass 24.00/unit 48 units 1,152

Engraving labor 60.00/hr. 28 hrs. 1,680
Assembly labor 45.00/hr. 14 hrs. 630
Factory overhead 35.00/hr. 42 hrs. 1,470

$ 6,468
Plaques shipped � 42
Cost per plaque $ 154.00

a. Why did the cost per plaque increase from $101.00 to $154.00?
b. What improvements would you recommend for Duncan Trophies Inc.?

The Ad Guys Inc. provides advertising services for clients across the nation. The
Ad Guys is presently working on four projects, each for a different client. The Ad
Guys accumulates costs for each account (client) on the basis of both direct costs
and allocated indirect costs. The direct costs include the charged time of
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professional personnel and media purchases (air time and ad space). Overhead
is allocated to each project as a percentage of media purchases. The pre-
determined overhead rate is 50% of media purchases.On June 1, the four ad-
vertising projects had the following accumulated costs:

June 1 Balances

Clinton Bank $80,000
Pryor Airlines 24,000
O’Ryan Hotels 56,000
Marshall Beverages 34,000

During June, The Ad Guys incurred the following direct labor and media
purchase costs related to preparing advertising for each of the four accounts:

Direct Labor Media Purchases

Clinton Bank $ 56,000 $ 210,000
Pryor Airlines 25,000 185,000
O’Ryan Hotels 110,000 135,000
Marshall Beverages 125,000 101,000
Total $316,000 $ 631,000

At the end of June, both the Clinton Bank and Pryor Airlines campaigns were
completed. The costs of completed campaigns are debited to the cost of services
account.

Determine each of the following for the month:

a. Direct labor costs.
b. Media purchases.
c. Overhead applied.
d. Completion of Clinton Bank and Pryor Airlines campaigns.

The chief executive officer (CEO) of Gemini Inc. has just returned from a
management seminar describing the benefits of the just-in-time philosophy. The
CEO issued the following statement after returning from the conference:

This company will become a just-in-time manufacturing company. Presently, we have
too much inventory. To become just-in-time we need to eliminate the excess in-
ventory. Therefore, I want all employees to begin reducing inventories until we are
just-in-time. Thank you for your cooperation.

How would you respond to the CEO’s statement?

The American textile industry has moved much of its operations offshore in the
pursuit of lower labor costs. Textile imports have risen from 2% of all textile
production in 1962 to over 70% in 2008. Offshore manufacturers make long
runs of standard mass-market apparel items. These are then brought to the
United States in container ships, requiring significant time between original
order and delivery. As a result, retail customers must accurately forecast market
demands for imported apparel items.

Assuming that you work for a U.S.-based textile company, how would you
recommend responding to the low-cost imports?
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AAA Insurance Company takes ten days to make payments on insurance claims.
Claims are processed through three departments: Data Input, Claims Audit, and
Claims Adjustment. The three departments are on different floors, approxi-
mately one hour apart from each other. Claims are processed in batches of 50.
Each batch of 50 claims moves through the three departments on a wheeled cart.
Management is concerned about customer dissatisfaction caused by the long
lead time for claim payments.

How might this process be changed so that the lead time could be reduced
significantly?

Galaxy Shirt Company manufactures various styles of men’s casual wear. Shirts
are cut and assembled by a workforce that is paid by piece rate. This means that
workers are paid according to the amount of work completed during a period of
time. To illustrate, if the piece rate is $0.10 per sleeve assembled, and the worker
assembles 700 sleeves during the day, then the worker would be paid $70 (700 �
$0.10) for the day’s work.

The company is considering adopting a just-in-time manufacturing philoso-
phy by organizing work cells around various types of products and employing
pull manufacturing. However, no change is expected in the compensation pol-
icy. On this point, the manufacturing manager stated the following:

Piecework compensation provides an incentive to work fast. Without it, the workers
will just goof off and expect a full day’s pay. We can’t pay straight hourly wages––at
least not in this industry.

How would you respond to the manufacturing manager’s comments?

The following is an excerpt from a recent article discussing supplier relation-
ships with the Big Three North American automakers.

“The Big Three select suppliers on the basis of lowest price and annual price
reductions,” said Neil De Koker, president of the Original Equipment Suppliers
Association. “They look globally for the lowest parts prices from the lowest cost
countries,” De Koker said. “There is little trust and respect. Collaboration is missing.”
Japanese auto makers want long-term supplier relationships. They select suppliers as
a person would a mate. The Big Three are quick to beat down prices with methods
such as electronic auctions or rebidding work to a competitor. The Japanese are
equally tough on price but are committed to maintaining supplier continuity. “They
work with you to arrive at a competitive price, and they are willing to pay because they
want long-term partnering,” said Carl Code, a vice president at Ernie Green
Industries. “They [Honda and Toyota] want suppliers to make enough money to
stay in business, grow and bring them innovation.” The Big Three’s supply chain
model is not much different from the one set by Henry Ford. In 1913, he set up the
system of independent supplier firms operating at arm’s length on short-term con-
tracts. One consequence of the Big Three’s low-price-at-all-costs mentality is that
suppliers are reluctant to offer them their cutting-edge technology out of fear the
contract will be resourced before the research and development costs are recouped.

a. Contrast the Japanese supply chain model with that of the Big Three.
b. Why might a supplier prefer the Japanese model?
c. What benefits might accrue to the Big Three by adopting the Japanese supply

chain practices?

Source: Robert Sherefkin and Amy Wilson, “Suppliers Prefer Japanese Business Model,” Rubber & Plastics News,
March 17, 2003, Vol. 24, No. 11.
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Quickie Designs Inc. uses teams in the manufacture of lightweight wheelchairs.
Two features of its team approach are team hiring and peer reviews. Under team
hiring, the team recruits, interviews, and hires new team members from within
the organization. Using peer reviews, the team evaluates each member of the
team with regard to quality, knowledge, teamwork, goal performance, atten-
dance, and safety. These reviews provide feedback to the team member for
improvement.

How do these two team approaches differ from using managers to hire and
evaluate employees?

St. Luke Hospital plans to use activity-based costing to assign hospital indirect
costs to the care of patients. The hospital has identified the following activities
and activity rates for the hospital indirect costs:

Activity Activity Rate

Room and meals $170 per day
Radiology $240 per image
Pharmacy $40 per physician order
Chemistry lab $75 per test
Operating room $720 per operating room hour

The records of two representative patients were analyzed, using the activity
rates. The activity information associated with the two patients is as follows:

Patient Lawson Patient Masters

Number of days 3 days 8 days
Number of images 2 images 5 images
Number of physician orders 4 orders 6 orders
Number of tests 2 tests 5 tests
Number of operating room hours 1.5 hours 5.5 hours

a. Determine the activity cost associated with each patient.
b. Why is the total activity cost different for the two patients?

Shield Insurance Company carries three major lines of insurance: auto, workers’
compensation, and homeowners. The company has prepared the following re-
port for 2011:

Shield Insurance Company
Product Profitability Report

For the Year Ended December 31, 2011

Auto
Workers’

Compensation Homeowners

Premium revenue $5,600,000 $4,800,000 $7,200,000
Less estimated claims 3,920,000 3,360,000 5,040,000
Underwriting income $1,680,000 $1,440,000 $2,160,000

Underwriting income as a percent
of premium revenue 30% 30% 30%

Management is concerned that the administrative expenses may make some
of the insurance lines unprofitable. However, the administrative expenses have
not been allocated to the insurance lines. The controller has suggested that the
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administrative expenses could be assigned to the insurance lines using activity-
based costing. The administrative expenses are comprised of five activities. The
activities and their rates are as follows:

Activity Rates

New policy processing $160 per new policy
Cancellation processing $240 per cancellation
Claim audits $500 per claim audit
Claim disbursements processing $120 per disbursement
Premium collection processing $ 25 per premium collected

Activity-base usage data for each line of insurance were retrieved from the
corporate records and are shown below.

Auto Workers’ Comp. Homeowners

Number of new policies 1,100 1,250 3,200
Number of canceled policies 450 200 1,600
Number of audited claims 320 100 700
Number of claim disbursements 400 180 750
Number of premiums collected 7,500 1,500 12,000

a. Complete the product profitability report through the administrative activ-
ities. Determine the income from operations as a percent of premium rev-
enue, rounded to one decimal place.

b. Interpret the report.

Problems

The following is a list of costs that were incurred in the production and sale of
lawn mowers:

a. Attorney fees for drafting a new lease for headquarters offices.
b. Commissions paid to sales representatives, based on the number of lawn

mowers sold.
c. Property taxes on the factory building and equipment.
d. Hourly wages of operators of robotic machinery used in production.
e. Salary of vice president of marketing.
f. Gasoline engines used for lawn mowers.
g. Factory cafeteria cashier’s wages.
h. Electricity used to run the robotic machinery.
i. Maintenance costs for new robotic factory equipment, based on hours of usage.
j. License fees for use of patent for lawn mower blade, based on the number of

lawn mowers produced.
k. Salary of factory supervisor.
l. Steel used in producing the lawn mowers.

m.Telephone charges for company controller’s office.
n. Paint used to coat the lawn mowers.
o. Straight-line depreciation on the robotic machinery used to manufacture the

lawn mowers.
p. Tires for lawn mowers.
q. Engine oil used in mower engines prior to shipment.
r. Cash paid to outside firm for janitorial services for factory.
s. Cost of advertising in a national magazine.

P10-1
Classifying costs

Objs 2, 4

408 Chapter 10



t. Salary of quality control supervisor who inspects each lawn mower before it is
shipped.

u. Plastic for outside housing of lawn mowers.
v. Steering wheels for lawn mowers.
w. Filter for spray gun used to paint the lawn mowers.
x. Cost of boxes used in packaging lawn mowers.
y. Premiums on insurance policy for factory buildings.
z. Payroll taxes on hourly assembly line employees.

Instructions
Classify each cost as either a product cost or a period cost. Indicate whether each
product cost is a direct materials cost, a direct labor cost, or a factory overhead
cost. Indicate whether each period cost is a selling expense or an administrative
expense. Use the following tabular headings for your answer, placing an “X” in
the appropriate column.

Product Costs Period Costs

Cost

Direct
Materials

Cost

Direct
Labor
Cost

Factory
Overhead
Expense

Selling
Expense

Administrative
Expense

Staircase Equipment Company uses a job order cost system. The following data
summarize the operations related to production for April 2010, the first month
of operations:

a. Materials purchased on account, $23,400.
b. Materials requisitioned and factory labor used:

Job Materials Factory Labor

No. 201 $2,350 $2,200
No. 202 2,875 2,970
No. 203 1,900 1,490
No. 204 6,450 5,460
No. 205 4,100 4,150
No. 206 2,980 2,650
For general factory use 860 3,250

c. Factory overhead costs incurred on account, $4,500.
d. Depreciation of machinery and equipment, $1,560.
e. The factory overhead rate is $50 per machine hour. Machine hours used:

Job Machine Hours

No. 201 18
No. 202 30
No. 203 24
No. 204 75
No. 205 33
No. 206 20
Total 200

f. Jobs completed: 201, 202, 203, and 205.
g. Jobs were shipped and customers were billed as follows: Job 201, $6,540; Job

202, $8,820; Job 203, $11,880.

P10-2
Entries and schedules for
unfinished jobs and completed
jobs

Obj 4
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✓ 5. Work in Process
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Instructions
1. Prepare a schedule summarizing manufacturing costs by job for April. Use the

following form:

Job Direct Materials Direct Labor Factory Overhead Total

2. Prepare a schedule of jobs finished in April.
3. Prepare a schedule of jobs sold in April. What account does this schedule

support for the month of April?
4. Prepare a schedule of completed jobs on hand as of April 30, 2010. What

account does this schedule support?
5. Prepare a schedule of unfinished jobs as of April 30, 2010. What account does

this schedule support?

Lynch Furniture Company refinishes and reupholsters furniture. Lynch uses a
job order cost system. When a prospective customer asks for a price quote on a
job, the estimated cost data are inserted on an unnumbered job cost sheet. If the
offer is accepted, a number is assigned to the job, and the costs incurred are
recorded in the usual manner on the job cost sheet. After the job is completed,
reasons for the variances between the estimated and actual costs are noted on
the sheet. The data are then available to management in evaluating the effi-
ciency of operations and in preparing quotes on future jobs. On May 10, 2010,
an estimate of $1,530.00 for reupholstering a chair and couch was given to
Queen Mercury. The estimate was based on the following data:

Estimated direct materials:
40 meters at $12 per meter $ 480.00

Estimated direct labor:
24 hours at $15 per hour 360.00

Estimated factory overhead (50% of direct labor cost) 180.00
Total estimated costs $1,020.00
Markup (50% of production costs) 510.00
Total estimate $1,530.00

On May 16, the chair and couch were picked up from the residence of Queen
Mercury, 10 Rhapsody Lane, Lake Forest, with a commitment to return them on
June 12. The job was completed on June 8.

The related materials requisitions and time tickets are summarized as follows:

Materials
Requisition No. Description Amount
210 24 meters at $12 $288
212 21 meters at $12 252

Time
Ticket No. Description Amount

H25 18 hours at $14.50 $261.00
H34 9 hours at $14.50 130.50

P10-3
Job order cost sheet
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Instructions
1. Prepare a job order cost sheet showing the estimate given to the customer.

Use the format shown below.
2. Assign number 10-206 to the job, record the costs incurred, and complete the

job order cost sheet. Comment on the reasons for the variances between ac-
tual costs and estimated costs. For this purpose, assume that five meters of
materials were spoiled, the factory overhead rate has been proved to be sat-
isfactory, and an inexperienced employee performed the work.

JOB ORDER COST SHEETJOB ORDER COST SHEET

Customer

Address

Item

Customer

Address

Item

Date

Date wanted

Date completed

Job No.

Date

Date wanted

Date completed

Job No.

ESTIMATEESTIMATE
Direct MaterialsDirect Materials Direct LaborDirect Labor SummarySummary

ACTUALACTUAL
Direct MaterialsDirect Materials Direct LaborDirect Labor SummarySummary

  Amount

____ meter at $_______  _____________

____ meter at $_______  _____________

____ meter at $_______  _____________

____ meter at $_______  _____________

Total _____________

  Amount

____ meter at $_______  _____________

____ meter at $_______  _____________

____ meter at $_______  _____________

____ meter at $_______  _____________

Total _____________

  Amount

____ hours at $_______  _____________

____ hours at $_______  _____________

____ hours at $_______  _____________

____ hours at $_______  _____________

Total _____________

  Amount

____ hours at $_______  _____________

____ hours at $_______  _____________

____ hours at $_______  _____________

____ hours at $_______  _____________

Total _____________

  Amount

Direct materials ________________

Direct labor ________________

Factory overhead ________________

Total cost ________________

  Amount

Direct materials ________________

Direct labor ________________

Factory overhead ________________

Total cost ________________

 Item Amount

Direct materials ________________

Direct labor ________________

Factory overhead ________________

Total cost ________________

 Item Amount

Direct materials ________________

Direct labor ________________

Factory overhead ________________

Total cost ________________

Mat.
Req.
No.

Total

DescriptionDescription AmountAmount
Mat.
Req.
No.

Total

Mat.
Req.
No.

Total

DescriptionDescription AmountAmount

Big Wave Company manufactures surf boards in a wide variety of sizes and styles.
The following incomplete ledger accounts refer to transactions that are sum-
marized for July:

Materials
July 1 Balance 30,000

31 Purchase 120,000
31 Requisitions (A)

P10-4
Analyzing manufacturing cost
accounts
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Work in Process
July 1 Balance (B)

31 Materials (C)
31 Direct labor (D)
31 Factory overhead applied (E)
31 Completed jobs (F)

Finished Goods
July 1 Balance 0

31 Completed jobs (F)
31 Cost of goods sold (G)

Wages Payable
July 31 Wages incurred 120,000

Factory Overhead
July 1 Balance 22,000

31 Indirect labor (H)
31 Indirect materials 16,000
31 Other overhead 95,000
31 Factory overhead applied (E)

In addition, the following information is available:

a. Materials and direct labor were applied to six jobs in July:

Job No. Style Quantity
Direct

Materials Direct Labor

No. 21 X-10 200 $ 20,000 $ 15,000
No. 22 X-20 400 34,000 26,000
No. 23 X-50 200 14,000 8,000
No. 24 T-20 250 30,000 25,000
No. 25 X-40 180 22,000 17,500
No. 26 T-10 140 8,000 4,500

Total 1,370 $128,000 $ 96,000

b. Factory overhead is applied to each job at a rate of 160% of direct labor cost.
c. The July 1 Work in Process balance consisted of two jobs, as follows:

Job No. Style
Work in Process,

July 1

Job 21 X-10 $ 6,000
Job 22 X-20 16,000
Total $22,000

d. Customer jobs completed and units sold in July were as follows:

Job No. Style Completed in July Units Sold in July

No. 21 X-10 X 160
No. 22 X-20 X 320
No. 23 X-50 0
No. 24 T-20 X 210
No. 25 X-40 X 150
No. 26 T-10 0
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Instructions
1. Determine the missing amounts associated with each letter. Provide sup-

porting calculations by completing a table with the following headings:

Job No. Quantity

July 1
Work in
Process

Direct
Materials

Direct
Labor

Factory
Overhead

Total
Cost

Unit
Cost

Units
Sold

Cost of
Goods
Sold

2. Determine the July 31 balances for each of the inventory accounts and factory
overhead.

Digital Tunes Inc. is in the business of developing, promoting, and selling
musical talent on compact disc (CD). The company signed a new group, called
Smashing Britney, on January 1, 2010. For the first six months of 2010, the com-
pany spent $4,000,000 on a media campaign for Smashing Britney and $1,200,000
in legal costs. The CD production began on February 1, 2010.

Digital Tunes uses a job order cost system to accumulate costs associated with
a CD title. The unit direct materials cost for the CD is:

Blank CD $1.80
Jewel case 0.60
Song lyric insert 0.60

The production process is straightforward. First, the blank CDs are brought to
a production area where the digital soundtrack is copied onto the CD. The
copying machine requires one hour per 2,400 CDs.

After the CDs are copied, they are brought to an assembly area where an
employee packs the CD with a jewel case and song lyric insert. The direct labor
cost is $0.25 per unit.

The CDs are sold to record stores. Each record store is given promotional
materials, such as posters and aisle displays. Promotional materials cost $40 per
record store. In addition, shipping costs average $0.25 per CD.

Total completed production was 1,000,000 units during the year. Other in-
formation is as follows:

Number of customers (record stores) 42,500
Number of CDs sold 850,000
Wholesale price (to record store) per CD $16

Factory overhead cost is applied to jobs at the rate of $1,200 per copy machine
hour. There were an additional 25,000 copied CDs, packages, and inserts waiting
to be assembled on December 31, 2010.

Instructions
1. Prepare an annual income statement for the Smashing Britney CD, including

supporting calculations, from the information above.

2. Determine the balances in the work in process and finished goods inventory
for the Smashing Britney CD on December 31, 2010.

P10-5
Flow of costs and income
statement

Obj 4
S P R E A D S H E E T

✓ 1. Income from
operations,
$3,300,000
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Activities

Earnhart Manufacturing Company allows employees to purchase, at cost, man-
ufacturing materials, such as metal and lumber, for personal use. To purchase
materials for personal use, an employee must complete a materials requisition
form, which must then be approved by the employee’s immediate supervisor.
Gretchen MacCauley, an assistant cost accountant, charges the employee an
amount based on Earnhart’s net purchase cost.

Gretchen MacCauley is in the process of replacing a deck on her home and
has requisitioned lumber for personal use, which has been approved in ac-
cordance with company policy. In computing the cost of the lumber, Gretchen
reviewed all the purchase invoices for the past year. She then used the lowest
price to compute the amount due the company for the lumber.

Discuss whether Gretchen behaved in an ethical manner.

The following statement was made by the vice president of finance of Orville
Inc.: “The managers of a company should use the same information as the
shareholders of the firm. When managers use the same information in guiding
their internal operations as shareholders use in evaluating their investments, the
managers will be aligned with the stockholders’ profit objectives.”

Respond to the vice president’s statement.

The Nerd Squad provides computer repair services for the community. Jane
Doe’s computer was not working, and she called The Nerd Squad for a home
repair visit. The Nerd Squad’s technician arrived at 2:00 P.M. to begin work. By
4:00 P.M. the problem was diagnosed as a failed circuit board. Unfortunately, the
technician did not have a new circuit board in the truck, since the technician’s
previous customer had the same problem, and a board was used on that visit.
Replacement boards were available back at The Nerd Squad’s shop. Therefore,
the technician drove back to the shop to retrieve a replacement board. From
4:00 to 5:00 P.M., The Nerd Squad’s technician drove the round trip to retrieve
the replacement board from the shop.

At 5:00 P.M. the technician was back on the job at Jane’s home. The replace-
ment procedure is somewhat complex, since a variety of tests must be performed
once the board is installed. The job was completed at 6:00 P.M.

Jane’s repair bill showed the following:

Circuit board $ 60
Labor charges 255
Total $315

A10-1
Ethics and professional
conduct in business

E T H I C S

A10-2
Financial vs. managerial
accounting

A10-3
Classifying costs
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Jane was surprised at the size of the bill and asked for some greater detail
supporting the calculations. The Nerd Squad responded with the following
explanations:

Cost of materials:
Purchase price of circuit board $45
Markup on purchase price to cover storage

and handling 15
Total materials charge $60

The labor charge per hour is detailed as follows:

2:00–3:00 P.M. $ 55
3:00–4:00 P.M. 45
4:00–5:00 P.M. 65
5:00–6:00 P.M. 90
Total labor charge $255

Further explanations in the differences in the hourly rates are as follows:

First hour:
Base labor rate $25
Fringe benefits 10
Overhead (other than storage and handling) 10

Total base labor rate $45
Additional charge for first hour of any job to cover

the cost of vehicle depreciation, fuel, and employee
time in transit. A 30-minute transit time is assumed. 10

$55

Third hour:
Base labor rate $45
The trip back to the shop includes vehicle depreciation

and fuel; therefore, a charge was added to the hourly
rate to cover these costs. The round trip took an hour. 20

$65

Fourth hour:
Base labor rate $45
Overtime premium for time worked in excess of an

eight-hour day (starting at 5:00 P.M.) is equal to the base rate. 45
$90

1. If you were in Jane’s position, how would you respond to the bill? Are there
parts of the bill that appear incorrect to you? If so, what argument would you
employ to convince The Nerd Squad that the bill is too high?

2. Use the headings below to construct a table. Fill in the table by first listing the
costs identified in the activity in the left-hand column. For each cost, place a
check mark in the appropriate column identifying the correct cost classifica-
tion. Assume that each service call is a job.

Cost Direct Materials Direct Labor Overhead

Accounting Systems for Manufacturing Businesses 415



The controller of the plant of Berry Building Supplies prepared a graph of the unit
costs from the job cost reports for Product X-S1. The graph appeared as follows:
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How would you interpret this information? What further information would
you request?

Digital-Tech Inc., a specialized equipment manufacturer, uses a job order cost-
ing system. The overhead is allocated to jobs on the basis of direct labor hours.
The overhead rate is now $2,500 per direct labor hour. The design engineer
thinks that this is illogical. The design engineer has stated the following:

Our accounting system doesn’t make any sense to me. It tells me that every labor
hour carries an additional burden of $2,500. This means that direct labor makes up
only 7% of our total product cost, yet it drives all our costs. In addition, these rates
give my design engineers incentives to “design out” direct labor by using machine
technology. Yet, over the past years as we have had less and less direct labor, the
overhead rate keeps going up and up. I won’t be surprised if next year the rate is
$3,000 per direct labor hour. I’m also concerned because small errors in our esti-
mates of the direct labor content can have a large impact on our estimated costs. Just
a 30-minute error in our estimate of assembly time is worth $1,250. Small mistakes in
our direct labor time estimates really swing our bids around. I think this puts us at a
disadvantage when we are going after business.

1. What is the engineer’s concern about the overhead rate going “up and up”?
2. What did the engineer mean about the large overhead rate being a dis-

advantage when placing bids and seeking new business?
3. What do you think is a possible solution?

A10-4
Managerial analysis

A10-5
Factory overhead rate
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With a group of students, visit a local copy and graphics shop or a pizza restau-
rant. As you observe the operation, consider the costs associated with running
the business. As a group, identify as many costs as you can and classify them
according to the following table headings:

Cost Direct Materials Direct Labor Overhead Selling Expense

Hilton Inc. manufactures electric space heaters. While the CEO, Azra Khan, is
visiting the production facility, the following conversation takes place with the
plant manager, Paul Lopez:

Azra: As I walk around the facility, I can’t help noticing all the materials in-
ventories. What’s going on?

Paul: I have found our suppliers to be very unreliable in meeting their delivery
commitments. Thus, I keep a lot of materials on hand so as to not risk running
out and shutting down production.

Azra: Not only do I see a lot of materials inventory, but there also seems to be a
lot of finished goods inventory on hand. Why is this?

Paul: As you know, I am evaluated on maintaining a low cost per unit. The one
way that I am able to reduce my unit costs is by producing as many space heaters
as possible. This allows me to spread my fixed costs over a larger base. When
orders are down, the excess production builds up as inventory, as we are seeing
now. But don’t worry—I’m really keeping our unit costs down this way.

Azra: I’m not so sure. It seems that this inventory must cost us something.

Paul: Not really. I’ll eventually use the materials and we’ll eventually sell the
finished goods. By keeping the plant busy, I’m using our plant assets wisely. This
is reflected in the low unit costs that I’m able to maintain.

If you were Azra Kahn, how would you respond to Paul Lopez? What re-
commendations would you provide Paul Lopez?

A10-6
Classifying costs
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Answers to Self-Examination Questions

1. C Sales salaries (answer C) is a selling
expense and is not considered a cost of
manufacturing a product. Direct materials
cost (answer A), factory overhead cost
(answer B), and direct labor cost (answer
D) are costs of manufacturing a product.

2. B Depreciation of testing equipment
(answer B) is included as part of the
factory overhead costs of the computer
manufacturer. The cost of memory chips
(answer A) and the cost of disk drives
(answer D) are both considered a part of
direct materials cost. The wages of
computer assemblers (answer C) are part
of direct labor costs.

3. B

Predetermined factory
overhead rate

¼
Estimated total

factory overhead costs
Estimated activity base

Predetermined factory
overhead rate

¼ $420,000
16,000 dlh

¼ $26.25

Hours applied
to the job

:
$3;000

$15 per hour
¼ 200 hours

Factory overhead applied to the job:

200 hours � $26.25 ¼ $5,250

4. B If the amount of factory overhead applied
during a particular period exceeds the
actual overhead costs, the factory overhead
account will have a negative balance and is
said to be overapplied (answer B) or
overabsorbed. If the amount applied is less
than the actual costs, the account will have
a positive balance and is said to be
underapplied (answer A) or
underabsorbed (answer C). Since an
“estimated” predetermined overhead rate
is used to apply overhead, a negative
balance does not necessarily represent an
error (answer D).

5. B The just-in-time philosophy embraces a
product-oriented layout (answer A),
making lead times short (answer C) and
reducing setup times (answer D). Pull
manufacturing, the opposite of push
manufacturing (answer B), is also a just-in-
time principle.
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Cost Behavior and
Cost-Volume-Profit
Analysis 11

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Classify costs as variable costs, fixed
costs, or mixed costs.

Obj 2 Compute the contribution margin, the
contribution margin ratio, and the unit

contribution margin.

Obj 3 Determine the break-even point and sales
necessary to achieve a target profit.

Obj 4 Using a cost-volume-profit chart and a
profit-volume chart, determine the

break-even point and sales necessary
to achieve a target profit.

Obj 5 Compute the break-even point for a
company selling more than one

product, the operating leverage,
and the margin of safety.

How do you decide whether you are going to
buy or rent a video game? It probably de-
pends on how much you think you are going
to use the game. If you are going to play

the game a lot, you are probably better off buying the
game than renting. The one-time cost of buying the
game would be much less expensive than the cost of
multiple rentals. If, on the other hand, you are uncertain
about how frequently you are going to play the game, it
may be less expensive to rent. The cost of an individual
rental is much less than the cost of purchase. Under-
standing how the costs of rental and purchase behave
affects your decision.

Understanding how costs behave is also important to
companies like Netflix, an online DVD movie rental ser-
vice. For a fee, Netflix customers can directly download
movies directly to their computer. Alternatively, custo-
mers can select DVDs from their own computer, and
have the DVDs delivered to their home along with a pre-
paid return envelope. Customers can keep the DVDs as
long as they want, but must return the DVDs before they
rent additional movies. The number of DVDs that mem-
bers can check out at one time varies between one and
three, depending on their subscription plan.

In order to entice customers to subscribe, Netflix had
to invest in a well-stocked library of DVD titles, and build a
warehouse to hold and distribute these titles. These
costs do not change with the number of subscriptions.
But how many subscriptions does Netflix need in order to
make a profit? That depends on the price of each sub-
scription, the costs incurred with each DVD rental, and
the costs associated with maintaining the DVD library.

As with Netflix, understanding how costs behave
and the relationship among costs, profits, and volume is
important for all businesses. This chapter discusses
commonly used methods for classifying costs according
to how they change. Techniques that management can
use to evaluate costs in order to make sound business
decisions are also discussed.



Cost Behavior
Cost behavior is the manner in which a cost changes as a related activity
changes. The behavior of costs is useful to managers for a variety of reasons.
For example, knowing how costs behave allows managers to predict profits as
sales and production volumes change. Knowing how costs behave is also
useful for estimating costs, which affects a variety of decisions such as whe-
ther to replace a machine.

Understanding the behavior of a cost depends on:

1. Identifying the activities that cause the cost to change. These activities are
called activity bases (or activity drivers).

2. Specifying the range of activity over which the changes in the cost are of
interest. This range of activity is called the relevant range.

To illustrate, assume that a hospital is concerned about planning and
controlling patient food costs. A good activity base is the number of patients
who stay overnight in the hospital. The number of patients who are treated is
not as good an activity base since some patients are outpatients and thus do
not consume food. Once an activity base is identified, food costs can then be
analyzed over the range of the number of patients who normally stay in the
hospital (the relevant range).

Costs are normally classified as variable costs, fixed costs, or mixed costs.

Variable Costs
Variable costs are costs that vary in proportion to changes in the activity base.
When the activity base is units produced, direct materials and direct labor
costs are normally classified as variable costs.

To illustrate, assume that Jason Sound Inc. produces stereo systems. The
parts for the stereo systems are purchased from suppliers for $10 per unit
and are assembled by Jason Sound Inc. For Model JS-12, the direct materials
costs for the relevant range of 5,000 to 30,000 units of production are shown
below.

Number of Units of
Model JS-12 Produced

Direct Materials
Cost per Unit

Total Direct
Materials Cost

5,000 units $10 $50,000
10,000 10 100,000
15,000 10 150,000
20,000 10 200,000
25,000 10 250,000
30,000 10 300,000

As shown above, variable costs have the following characteristics:

1. Cost per unit remains the same regardless of changes in the activity base.
For Model JS-12, the cost per unit is $10.

2. Total cost changes in proportion to changes in the activity base. For Model
JS-12, the direct materials cost for 10,000 units ($100,000) is twice the
direct materials cost for 5,000 units ($50,000).

Exhibit 1 illustrates how the variable costs for direct materials for Model
JS-12 behave in total and on a per-unit basis as production changes.

Obj 1 Classify costs as
variable costs, fixed costs,
or mixed costs.
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Some examples of variable costs and their related activity bases for various
types of businesses are shown below.

Type of Business Cost Activity Base

University Instructor salaries Number of classes
Passenger airline Fuel Number of miles flown
Manufacturing Direct materials Number of units produced
Hospital Nurse wages Number of patients
Hotel Maid wages Number of guests
Bank Teller wages Number of banking transactions

Fixed Costs
Fixed costs are costs that remain the same in total dollar amount as the
activity base changes. When the activity base is units produced, many factory
overhead costs such as straight-line depreciation are classified as fixed costs.

To illustrate, assume that Minton Inc. manufactures, bottles, and distributes
perfume. The production supervisor is Jane Sovissi, who is paid a salary of
$75,000 per year. For the relevant range of 50,000 to 300,000 bottles of per-
fume, the total fixed cost of $75,000 does not vary as production increases.
However, the fixed cost per bottle decreases as the units produced increase;
thus, the fixed cost is spread over a larger number of bottles, as shown below.

Number of Bottles of
Perfume Produced

Total Salary for
Jane Sovissi

Salary per Bottle of
Perfume Produced

50,000 bottles $75,000 $1,500
100,000 75,000 0.750
150,000 75,000 0.500
200,000 75,000 0.375
250,000 75,000 0.300
300,000 75,000 0.250
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As shown on the preceding page, fixed costs have the following
characteristics:

1. Cost per unit changes inversely to changes in the activity base. For Jane
Sovissi’s salary, the cost per unit decreased from $1.50 for 50,000 bottles
produced to $0.25 for 300,000 bottles produced.

2. Total cost remains the same regardless of changes in the activity base. Jane
Sovissi’s salary of $75,000 remained the same regardless of whether 50,000
bottles or 300,000 bottles were produced.

Exhibit 2 illustrates how Jane Sovissi’s salary (fixed cost) behaves in total
and on a per-unit basis as production changes.

Some examples of fixed costs and their related activity bases for various
types of businesses are shown below.

Type of Business Fixed Cost Activity Base

University Building (straight-line) depreciation Number of students
Passenger airline Airplane (straight-line) depreciation Number of miles flown
Manufacturing Plant manager salary Number of units produced
Hospital Property insurance Number of patients
Hotel Property taxes Number of guests
Bank Branch manager salary Number of customer accounts

Mixed Costs
Mixed costs are costs that have characteristics of both a variable and a fixed
cost. Mixed costs are sometimes called semivariable or semifixed costs.

To illustrate, assume that Simpson Inc. manufactures sails, using rented
machinery. The rental charges are as follows:

Rental Charge ¼ $15,000 per year

þ $1 times each machine hour over 10,000 hours
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A salesperson’s
compensation can be a
mixed cost comprised of a
salary (fixed portion) plus a
commission as a percent of
sales (variable portion).
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The rental charges for various hours used within the relevant range of
8,000 hours to 40,000 hours are as follows:

Hours Used Rental Charge

8,000 hours $15,000
12,000 $17,000 {$15,000 + [(12,000 hrs. � 10,000 hrs.) � $1]}
20,000 $25,000 {$15,000 + [(20,000 hrs. � 10,000 hrs.) � $1]}
40,000 $45,000 {$15,000 + [(40,000 hrs. � 10,000 hrs.) � $1]}

Exhibit 3 illustrates the preceding mixed cost behavior.

For purposes of analysis, mixed costs are usually separated into their fixed
and variable components. The high-low method is a cost estimation method
that may be used for this purpose.1 The high-low method uses the highest
and lowest activity levels and their related costs to estimate the variable cost
per unit and the fixed cost.

To illustrate, assume that the Equipment Maintenance Department of
Kason Inc. incurred the following costs during the past five months:

Production Total Cost

June 1,000 units $45,550
July 1,500 52,000
August 2,100 61,500
September 1,800 57,500
October 750 41,250

The number of units produced is the activity base, and the relevant range
is the units produced between June and October. For Kason Inc., the
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1 Other methods of estimating costs, such as the scattergraph method and the least squares method, are
discussed in cost accounting textbooks.
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difference between the units produced and total costs at the highest and
lowest levels of production are as follows:

Production Total Cost

Highest level 2,100 units $61,500
Lowest level 750 41,250
Difference 1,350 units $20,250

The total fixed cost does not change with changes in production. Thus,
the $20,250 difference in the total cost is the change in the total variable
cost. Dividing this difference of $20,250 by the difference in production is an
estimate of the variable cost per unit. For Kason Inc., this estimate is $15, as
computed below.

Variable Cost per Unit ¼ Difference in Total Cost
Difference in Production

Variable Cost per Unit ¼ $20,250
1,350 units

¼ $15 per unit

The fixed cost is estimated by subtracting the total variable costs from the
total costs for the units produced as shown below.

Fixed Cost ¼ Total Costs − ðVariable Cost per Unit � Units Produced)

The fixed cost is the same at the highest and the lowest levels of produc-
tion as shown below for Kason Inc.

Highest level (2,100 units)

Fixed Cost ¼ Total Costs − ðVariable Cost per Unit � Units ProducedÞ
Fixed Cost ¼ $61,500− ð$15 � 2,100 unitsÞ
Fixed Cost ¼ $61,500− $31,500
Fixed Cost ¼ $30,000

Lowest level (750 units)

Fixed Cost ¼ Total Costs − ðVariable Cost per Unit � Units ProducedÞ
Fixed Cost ¼ $41,250− ð$15 � 750 unitsÞ
Fixed Cost ¼ $41,250− $11,250
Fixed Cost ¼ $30,000

Using the variable cost per unit and the fixed cost, the total equipment
maintenance cost for Kason Inc. can be computed for various levels of
production as follows:

Total Cost ¼ ðVariable Cost per Unit � Units ProducedÞ + Fixed Costs

Total Cost ¼ ð$15 � Units ProducedÞ + $30,000

To illustrate, the estimated total cost of 2,000 units of production is
$60,000, as computed below:

Total Cost ¼ ð$15 � Units ProducedÞ þ $30,000
Total Cost ¼ ð$15 � 2,000 unitsÞ þ $30,000 ¼ $30,000 þ $30,000
Total Cost ¼ $60,000
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Summary of Cost Behavior Concepts
The cost behavior of variable costs and fixed costs is summarized below.

Effect of Changing Activity Level

Cost Total Amount Per-Unit Amount

Variable Increases and decreases
proportionately with
activity level.

Remains the same
regardless of
activity level.

Fixed Remains the same
regardless of
activity level.

Increases and decreases
inversely with
activity level.

Mixed costs contain a fixed cost component that is incurred even if
nothing is produced. For analysis, the fixed and variable cost components of
mixed costs are separated using the high-low method.

Some examples of variable, fixed, and mixed costs for the activity base
units produced are as follows:

Variable Cost Fixed Cost Mixed Cost

Direct materials Straight-line depreciation Quality Control Department salaries
Direct labor Property taxes Purchasing Department salaries
Electricity expense Production supervisor salaries Maintenance expenses
Supplies Insurance expense Warehouse expenses

One method of reporting variable and fixed costs is called variable costing
or direct costing. Under variable costing, only the variable manufacturing costs
(direct materials, direct labor, and variable factory overhead) are included in
the product cost. The fixed factory overhead is treated as an expense of the
period in which it is incurred. Variable costing is described and illustrated in
advanced accounting courses.

Cost-Volume-Profit Relationships
Cost-volume-profit analysis is the examination of the relationships among
selling prices, sales and production volume, costs, expenses, and profits.
Cost-volume-profit analysis is useful for managerial decision making. Some
of the ways cost-volume-profit analysis may be used include:

1. Analyzing the effects of changes in selling prices on profits

2. Analyzing the effects of changes in costs on profits

3. Analyzing the effects of changes in volume on profits

4. Setting selling prices

5. Selecting the mix of products to sell

6. Choosing among marketing strategies

Contribution Margin
Contribution margin is especially useful because it provides insight into the
profit potential of a company. Contribution margin is the excess of sales over
variable costs, as shown below.

Contribution Margin ¼ Sales � Variable Costs

Obj 2 Compute the
contribution margin, the
contribution margin ratio,
and the unit contribution
margin.
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To illustrate, assume the following data for Lambert Inc.:

Sales 50,000 units
Sales price per unit $20 per unit
Variable cost per unit $12 per unit
Fixed costs $300,000

Exhibit 4 illustrates an income statement for Lambert Inc. prepared in a
contribution margin format.

Lambert’s contribution margin of $400,000 is available to cover
the fixed costs of $300,000. Once the fixed costs are covered, any
additional contribution margin increases income from operations.

The graphic to the left illustrates the contribution margin and its
effect on profits. The fixed costs are a bucket and the contribution
margin is water filling the bucket. Once the bucket is filled, the
overflow represents income from operations. Up until the point of
overflow, the contribution margin contributes to fixed costs (filling
the bucket).

Contribution Margin Ratio
The contribution margin can also be expressed as a percentage. The
contribution margin ratio, sometimes called the profit-volume ratio,
indicates the percentage of each sales dollar available to cover fixed
costs and to provide income from operations. The contribution
margin ratio is computed as follows:

Contribution Margin Ratio ¼ Contribution Margin
Sales

The contribution margin ratio is 40% for Lambert Inc., as computed
below.

Contribution Margin Ratio ¼ Contribution Margin
Sales

Contribution Margin Ratio ¼ $400;000
$1;000;000

¼ 40%

The contribution margin ratio is most useful when the increase or
decrease in sales volume is measured in sales dollars. In this case, the change

Contribution Margin Income StatementE X H I B I T 4

Sales (50,000 units � $20) $1,000,000
Variable costs (50,000 units � $12) 600,000
Contribution margin (50,000 units � $8) $ 400,000
Fixed costs 300,000
Income from operations $ 100,000

Contribution
Margin

Income 
from 

Operations 

426 Chapter 11



in sales dollars multiplied by the contribution margin ratio equals the
change in income from operations, as shown below.

Change in Income from Operations ¼ Change in Sales Dollars
�Contribution Margin Ratio

To illustrate, if Lambert Inc. adds $80,000 in sales orders, its income from
operations will increase by $32,000, as computed below.

Change in Income from Operations ¼ Change in Sales Dollars
�Contribution Margin Ratio

Change in Income from Operations ¼ $80,000 � 40% ¼ $32,000

The preceding analysis is confirmed by the following contribution margin
income statement of Lambert Inc.:

Sales $1,080,000
Variable costs ($1,080,000 � 60%) 648,000
Contribution margin ($1,080,000 � 40%) $ 432,000
Fixed costs 300,000
Income from operations $ 132,000

Income from operations increased from $100,000 to $132,000 when sales
increased from $1,000,000 to $1,080,000. Variable costs as a percentage of
sales are equal to 100% minus the contribution margin ratio. Thus, in the
above income statement, the variable costs are 60% (100% – 40%) of sales,
or $648,000 ($1,080,000 � 60%). The total contribution margin, $432,000,
can also be computed directly by multiplying the total sales by the con-
tribution margin ratio ($1,080,000 � 40%).

In the preceding analysis, factors other than sales volume, such as variable
cost per unit and sales price, are assumed to remain constant. If such factors
change, their effect must also be considered.

The contribution margin ratio is also useful in developing business stra-
tegies. For example, assume that a company has a high contribution margin
ratio and is producing below 100% of capacity. In this case, a large increase
in income from operations can be expected from an increase in sales vol-
ume. Therefore, the company might consider implementing a special sales
campaign to increase sales. In contrast, a company with a small contribution
margin ratio will probably want to give more attention to reducing costs
before attempting to promote sales.

Unit Contribution Margin
The unit contribution margin is also useful for analyzing the profit potential
of proposed decisions. The unit contribution margin is computed as follows:

Unit Contribution Margin ¼ Sales Price per Unit −Variable Cost per Unit

To illustrate, if Lambert Inc.’s unit selling price is $20 and its variable cost
per unit is $12, the unit contribution margin is $8 as shown below.

Unit Contribution Margin ¼ Sales Price per Unit −Variable Cost per Unit
Unit Contribution Margin ¼ $20 � $12 ¼ $8
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The unit contribution margin is most useful when the increase or de-
crease in sales volume is measured in sales units (quantities). In this case, the
change in sales volume (units) multiplied by the unit contribution margin
equals the change in income from operations, as shown below.

Change in Income from Operations ¼ Change in Sales Units
�Unit Contribution Margin

To illustrate, assume that Lambert Inc.’s sales could be increased by
15,000 units, from 50,000 units to 65,000 units. Lambert’s income from
operations would increase by $120,000 (15,000 units � $8), as shown below.

Change in Income from Operations ¼ Change in Sales Units
�Unit Contribution Margin

Change in Income from Operations = 15,000 units � $8 = $120,000

The preceding analysis is confirmed by the following contribution margin
income statement of Lambert Inc., which shows that income increased
to $220,000 when 65,000 units are sold.

Sales (65,000 units � $20) $1,300,000
Variable costs (65,000 units � $12) 780,000
Contribution margin (65,000 units � $8) $ 520,000
Fixed costs 300,000
Income from operations $ 220,000

The prior income statement in Exhibit 4 on page 426 indicates income of
$100,000 when 50,000 units are sold. Thus, selling an additional 15,000 units
increases income by $120,000 ($220,000 – $100,000).

Unit contribution margin analysis is useful information for managers. For
example, in the preceding illustration, Lambert Inc. could spend up to
$120,000 for special advertising or other product promotions to increase sales
by 15,000 units. For example, if Lambert Inc. spent $90,000 to increase
sales by 15,000, then income would increase by $30,000 ($120,000 – $90,000).

Mathematical Approach to
Cost-Volume-Profit Analysis
The mathematical approach to cost-volume-profit analysis uses equations to
determine the following:

1. Sales necessary to break even

2. Sales necessary to make a target or desired
profit

Break-Even Point
The break-even point is the level of operations at
which a company’s revenues and expenses are
equal. At break-even, a company reports neither

CostsRevenues

Break-Even Point

A room night at Hilton
Hotels has a high contri-
bution margin. The high
contribution margin per
room night is necessary to
cover the high fixed costs
for the hotel.

Obj 3 Determine the break-
even point and sales
necessary to achieve a
target profit.
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an income nor a loss from operations. The break-even point in sales units is
computed as follows:

Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

To illustrate, assume the following data for Baker Corporation:

Fixed costs $90,000

Unit selling price $25
Unit variable cost 15
Unit contribution margin $10

The break-even point is 9,000 units, as shown below.

Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

¼ $90;000
$10

¼ 9,000 units

The following income statement verifies the break-even point of 9,000
units:

Sales (9,000 units � $25) $225,000
Variable costs (9,000 units � $15) 135,000
Contribution margin $ 90,000
Fixed costs 90,000
Income from operations $ 0

As shown in the preceding income statement, the break-even point is
$225,000 (9,000 units � $25) of sales. The break-even point in sales dollars
can be determined directly as follows:

Break-Even Sales (dollars) ¼ Fixed Costs
Contribution Margin Ratio

The contribution margin ratio can be computed using the unit con-
tribution margin and unit selling price as follows:

Contribution Margin Ratio ¼ Unit Contibution Margin
Unit Selling Price

The contribution margin ratio for Baker Corporation is 40%, as shown
below.

Contribution Margin Ratio ¼ Unit Contibution Margin
Unit Selling Price

¼ $10
$25

¼ 40%

Thus, the break-even sales dollars for Baker Corporation of $225,000 can
be computed directly as follows:

Break-Even Sales (dollars)¼ Fixed Costs
Contribution Margin Ratio

¼ $90;000
40%

¼ $225;000

The break-even point is affected by changes in the fixed costs, unit vari-
able costs, and the unit selling price.

When the owner of a
shopping center was asked
how he was doing, he said,
“My properties are almost
fully rented.” The ques-
tioner commented, “That
must be pretty good.” The
shopping center owner
responded, “Maybe so. But
as you know, the profit is in
the almost.” This exchange
reveals an important busi-
ness principle: Income
from operations is earned
only after the break-even
point is reached.
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Effect of Changes in Fixed Costs
Fixed costs do not change in total with changes in
the level of activity. However, fixed costs may
change because of other factors such as changes
in property tax rates or factory supervisors’salaries.

Changes in fixed costs affect the break-even
point as follows:

1. Increases in fixed costs increase the break-even
point.

2. Decreases in fixed costs decrease the break-
even point.

To illustrate, assume that Bishop Co. is evalu-
ating a proposal to budget an additional $100,000 for advertising. The data
for Bishop Co. are as follows:

Current Proposed

Unit selling price $90 $90
Unit variable cost 70 70
Unit contribution margin $20 $20

Fixed costs $600,000 $700,000

Bishop Co.’s break-even point before the additional advertising expense of
$100,000 is 30,000 units, as shown below.

Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

¼ $600,000
$20

¼ 30,000 units

Bishop Co.’s break-even point after the additional advertising expense of
$100,000 is 35,000 units, as shown below.

Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

¼ $700,000
$20

¼ 35,000 units

As shown above, the $100,000 increase in advertising (fixed costs) requires
an additional 5,000 units (35,000 – 30,000) of sales to break even.2 In other
words, an increase in sales of 5,000 units is required in order to generate an
additional $100,000 of total contribution margin (5,000 units � $20) to cover
the increased fixed costs.

Effect of Changes in Unit Variable Costs
Unit variable costs do not change with changes in the level of activity.
However, unit variable costs may be affected by other factors such as changes
in the cost per unit of direct materials.

Changes in unit variable costs affect the break-even point as follows:

1. Increases in unit variable costs increase the break-even point.

2. Decreases in unit variable costs decrease the break-even point.

If
Fixed

Costs
Then

Break-

Even

If
Fixed

Costs
Then

Break-

Even

Indian Airlines Limited
renegotiated leases on
Airbus aircraft from
$2,500,000 to $1,400,000
per month. This reduction
in monthly fixed costs
reduced the airline’s
break-even passenger
volume.

2 The increase of 5,000 units can also be computed by dividing the increase in fixed costs of $100,000 by the
unit contribution margin, $20, as follows: 5,000 units = $100,000/$20.
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To illustrate, assume that Park Co. is evaluating a
proposal to pay an additional 2% commission on
sales to its salespeople as an incentive to
increase sales. The data for Park Co. are as follows:

Current Proposed

Unit selling price $250 $250
Unit variable cost 145 150
Unit contribution margin $105 $100

Fixed costs $840,000 $840,000

Park Co.’s break-even point before the additional
2% commission is 8,000 units, as shown below.

Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

¼ $840,000
$105

¼ 8,000 units

If the 2% sales commission proposal is adopted, unit variable costs will
increase by $5 ($250 � 2%) from $145 to $150 per unit. This increase in unit
variable costs will decrease the unit contribution margin from $105 to $100
($250 – $150). Thus, Park Co.’s break-even point after the additional 2%
commission is 8,400 units, as shown below.

Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

¼ $840,000
$100

¼ 8,400 units

As shown above, an additional 400 units of sales will be required in order
to break even. This is because if 8,000 units are sold, the new unit
contribution margin of $100 provides only $800,000 (8,000 units � $100)
of contribution margin. Thus, $40,000 more contribution margin is neces-
sary to cover the total fixed costs of $840,000. This additional $40,000
of contribution margin is provided by selling 400 more units (400 units
� $100).

Effect of Changes in Unit Selling Price
Changes in the unit selling price affect the unit
contribution margin and thus the break-even
point. Specifically, changes in the unit selling price
affect the break-even point as follows:

1. Increases in the unit selling price decrease the
break-even point.

2. Decreases in the unit selling price increase the
break-even point.

If
Unit

Selling

Price

Then
Break-

Even

If

Unit

Selling

Price Then
Break-

Even

If Then
Break-

Even

If Then
Break-

Even

Unit

Variable

Cost

Unit

Variable

Cost

Increases in fuel prices
increase the break-even
freight load for the Union
Pacific railroad.
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To illustrate, assume that Graham Co. is evaluating a proposal to increase
the unit selling price of its product from $50 to $60. The data for Graham Co.
are as follows:

Current Proposed

Unit selling price $50 $60
Unit variable cost 30 30
Unit contribution margin $20 $30

Fixed costs $600,000 $600,000

Graham Co.’s break-even point before the price increase is 30,000 units, as
shown below.

Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

¼ $600,000
$20

¼ 30,000 units

The increase of $10 per unit in the selling price increases the unit con-
tribution margin by $10. Thus, Graham Co.’s break-even point after the price
increase is 20,000 units, as shown below.

Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

¼ $600,000
$30

¼ 20,000 units

As shown above, the price increase of $10 increased the unit contribution
margin by $10, which decreased the break-even point by 10,000 units (30,000
units � 20,000 units).

Summary of Effects of Changes on Break-Even Point
The break-even point in sales changes in the same direction as changes in
the variable cost per unit and fixed costs. In contrast, the break-even point in
sales changes in the opposite direction as changes in the unit selling price.
These changes on the break-even point in sales are summarized below.

Type of
Change

Direction of
Change

Effect of Change
on Break-Even

Sales

Fixed cost Increase Increase
Decrease Decrease

Unit variable cost Increase Increase
Decrease Decrease

Unit selling price Increase Decrease
Decrease Increase

Target Profit
At the break-even point, sales and costs are exactly equal. However, the goal
of most companies is to make a profit.

The Golf Channel went
from a premium cable
service price of $6.95 per
month to a much lower
basic cable price, causing
its break-even point to
increase from 6 million to
19 million subscribers. The
price change was suc-
cessful, however, since
the subscriber numbers
exceeded the new break-
even point.
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By modifying the break-even equation, the sales required to earn a target
or desired amount of profit may be computed. For this purpose, target profit
is added to the break-even equation as shown below.

Sales (units) ¼ Fixed Costs þ Target Profit
Unit Contribution Margin

To illustrate, assume the following data for Waltham Co.:

Fixed costs $200,000
Target profit 100,000

Unit selling price $75
Unit variable cost 45
Unit contribution margin $30

The sales necessary to earn the target profit of $100,000 would be 10,000
units, computed as follows:

Sales (units) ¼ Fixed Costs þ Target Profit
Unit Contribution Margin

¼ $200,000 þ $100,000
$30

¼ 10,000 units

The following income statement verifies this computation:

Sales (10,000 units � $75) $750,000

Variable costs (10,000 units � $45) 450,000

Contribution margin (10,000 units � $30) $300,000

Fixed costs 200,000
Income from operations $100,000 / Target

profit

How Businesses Make Money

Breaking Even on Howard Stern

Satellite radio, one of the fastest growing forms of entertainment, has seen remark-
able growth in recent years. Customers are able to choose from a variety of types of
music and talk radio and listen from just about anywhere in the country with limited
commercials. The satellite radio market is dominated by Sirius XM Radio Inc. Prior to
its merger with XM Radio, Sirius tripled its customer base by diversifying its product
line and signing high-profile talk personalities. As part of this strategy, Sirius signed a
five-year $500 million contract in 2005 with radio “shock jock” Howard Stern. But
how did Sirius determine that adding the self-proclaimed “King of All Media” to its play
list was worth such a large amount of money? It used break-even analysis. Prior to
signing with Sirius, 12 million listeners tuned in to Stern’s show on Infinity Broad-
casting Corporation. At the time the contract was signed, Sirius had about 600,000
subscribers. The company estimated that it would need 1 million of Stern’s fans to
subscribe to Sirius in order to break even on the $500 million fixed cost of the con-
tract. Initial projections estimated that Stern’s show would attract as many as
10 million listeners. It appears that the company’s strategy worked as Sirius’s sub-
scriber base had grown to 3.3 million customers by the end of 2005.
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As shown in the preceding income statement, sales of $750,000 (10,000
units � $75) are necessary to earn the target profit of $100,000. The sales of
$750,000 needed to earn the target profit of $100,000 can be computed
directly using the contribution margin ratio, as shown below.

Contribution Margin Ratio ¼ Unit Contribution Margin
Unit Selling Price

¼ $30
$75

¼ 40%

Sales (dollars) ¼ Fixed Costs þ Target Profit
Contribution Margin Ratio

¼ $200,000 þ $100,000
40%

¼ $300,000
40%

¼ $750,000

Graphic Approach to
Cost-Volume-Profit Analysis
Cost-volume-profit analysis can be presented graphically as well as in equa-
tion form. Many managers prefer the graphic form because the operating
profit or loss for different levels of sales can readily be seen.

Cost-Volume-Profit (Break-Even) Chart
A cost-volume-profit chart, sometimes called a break-even chart, graphically
shows sales, costs, and the related profit or loss for various levels of units
sold. It assists in understanding the relationship among sales, costs, and
operating profit or loss.

To illustrate, the cost-volume-profit chart in Exhibit 5 is based on the
following data:

Total fixed costs $100,000

Unit selling price $50
Unit variable cost 30
Unit contribution margin $20

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Orphan Drugs

Each year, pharmaceutical companies develop new
drugs that cure a variety of physical conditions. In order
to be profitable, drug companies must sell enough of a
product to exceed break even for a reasonable selling
price. Break-even points, however, create a problem
for drugs targeted at rare diseases, called “orphan
drugs.” These drugs are typically expensive to develop
and have low sales volumes, making it impossible to
achieve break even. To ensure that orphan drugs are

not overlooked, Congress passed the Orphan Drug
Act, which provides incentives for pharmaceutical
companies to develop drugs for rare diseases that
might not generate enough sales to reach break even.
The program has been a great success. Since 1982,
over 200 orphan drugs have come to market, including
Jacobus Pharmaceuticals Company, Inc.’s drug for
the treatment of tuberculosis and Novartis AG’s drug
for the treatment of Paget’s disease.

Obj 4 Using a cost-volume-
profit chart and a profit-
volume chart, determine the
break-even point and sales
necessary to achieve a
target profit.
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The cost-volume-profit chart in Exhibit 5 is constructed using the follow-
ing steps:

Step 1. Volume in units of sales is indicated along the horizontal axis. The
range of volume shown is the relevant range in which the company
expects to operate. Dollar amounts of total sales and costs are in-
dicated along the vertical axis.

Step 2. A sales line is plotted by beginning at zero on the left corner of the
graph. A second point is determined by multiplying any units of
sales on the horizontal axis by the unit sales price of $50. For ex-
ample, for 10,000 units of sales, the total sales would be $500,000
(10,000 units � $50). The sales line is drawn upward to the right
from zero through the $500,000 point.

Step 3. A cost line is plotted by beginning with total fixed costs, $100,000,
on the vertical axis. A second point is determined by multiplying
any units of sales on the horizontal axis by the unit variable costs
and adding the fixed costs. For example, for 10,000 units of sales,
the total estimated costs would be $400,000 [(10,000 units � $30)
+ $100,000]. The cost line is drawn upward to the right from
$100,000 on the vertical axis through the $400,000 point.

Step 4. The break-even point is the intersection point of the total sales and
total cost lines. A vertical dotted line drawn downward at the inter-
section point indicates the units of sales at the break-even point. A
horizontal dotted line drawn to the left at the intersection point
indicates the sales dollars and costs at the break-even point.

In Exhibit 5, the break-even point is $250,000 of sales, which represents
sales of 5,000 units. Operating profits will be earned when sales levels are to
the right of the break-even point (operating profit area). Operating losses will
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be incurred when sales levels are to the left of the break-even point (operating
loss area).

Changes in the unit selling price, total fixed costs, and unit variable costs
can be analyzed by using a cost-volume-profit chart. Using the data in Exhibit 5,
assume that a proposal to reduce fixed costs by $20,000 is to be evaluated.
In this case, the total fixed costs would be $80,000 ($100,000 � $20,000).

As shown in Exhibit 6, the total cost line is redrawn, starting at the $80,000
point (total fixed costs) on the vertical axis. A second point is determined by
multiplying any units of sales on the horizontal axis by the unit variable costs
and adding the fixed costs. For example, for 10,000 units of sales, the total
estimated costs would be $380,000 [(10,000 units � $30) + $80,000]. The cost
line is drawn upward to the right from $80,000 on the vertical axis through the
$380,000 point. The revised cost-volume-profit chart in Exhibit 6 indicates
that the break-even point decreases to $200,000 and 4,000 units of sales.

Profit-Volume Chart
Another graphic approach to cost-volume-profit analysis is the profit-volume
chart. The profit-volume chart plots only the difference between total sales and
total costs (or profits). In this way, the profit-volume chart allows managers to
determine the operating profit (or loss) for various levels of units sold.

To illustrate, the profit-volume chart in Exhibit 7 is based on the same
data as used in Exhibit 5. These data are as follows:

Total fixed costs $100,000

Unit selling price $50
Unit variable cost 30
Unit contribution margin $20
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The maximum operating loss is equal to the fixed costs of $100,000.
Assuming that the maximum units that can be sold within the relevant range
is 10,000 units, the maximum operating profit is $100,000, as shown below.

Sales (10,000 units � $50) $500,000

Variable costs (10,000 units � $30) 300,000

Contribution margin (10,000 units � $20) $200,000
Fixed costs 100,000
Operating profit $100,000

The profit-volume chart in Exhibit 7 is constructed using the following
steps:
Step 1. Volume in units of sales is indicated along the horizontal axis. The

range of volume shown is the relevant range in which the company
expects to operate. In Exhibit 7, the maximum units of sales is
10,000 units. Dollar amounts indicating operating profits and losses
are shown along the vertical axis.

Step 2. A point representing the maximum operating loss is plotted on the
vertical axis at the left. This loss is equal to the total fixed costs at
the zero level of sales. Thus, the maximum operating loss is equal to
the fixed costs of $100,000.

Step 3. A point representing the maximum operating profit within the re-
levant range is plotted on the right. Assuming that the maximum
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unit sales within the relevant range is 10,000 units, the maximum
operating profit is $100,000.

Step 4. A diagonal profit line is drawn connecting the maximum operating
loss point with the maximum operating profit point.

Step 5. The profit line intersects the horizontal zero operating profit line at
the break-even point in units of sales. The area indicating an oper-
ating profit is identified to the right of the intersection, and the area
indicating an operating loss is identified to the left of the intersection.

In Exhibit 7, the break-even point is 5,000 units of sales, which is equal to
total sales of $250,000 (5,000 units � $50). Operating profit will be earned
when sales levels are to the right of the break-even point (operating profit
area). Operating losses will be incurred when sales levels are to the left of the
break-even point (operating loss area). For example, at sales of 8,000 units, an
operating profit of $60,000 will be earned, as shown in Exhibit 7.

Changes in the unit selling price, total fixed costs, and unit variable costs
on profit can be analyzed using a profit-volume chart. Using the data in
Exhibit 7, assume the effect on profit of an increase of $20,000 in fixed costs
is to be evaluated. In this case, the total fixed costs would be $120,000
($100,000 + $20,000), and the maximum operating loss would also be
$120,000. At the maximum sales of 10,000 units, the maximum operating
profit would be $80,000, as shown below.

Sales (10,000 units � $50) $500,000
Variable costs (10,000 units � $30) 300,000
Contribution margin (10,000 units � $20) $200,000
Fixed costs 120,000
Operating profit $ 80,000

A revised profit-volume chart is constructed by plotting the maximum
operating loss and maximum operating profit points and drawing the re-
vised profit line. The original and the revised profit-volume charts are shown
in Exhibit 8.

The revised profit-volume chart indicates that the break-even point is
6,000 units of sales. This is equal to total sales of $300,000 (6,000 units �
$50). The operating loss area of the chart has increased, while the operating
profit area has decreased.

Use of Computers in Cost-Volume-Profit Analysis
With computers, the graphic approach and the mathematical approach to
cost-volume-profit analysis are easy to use. Managers can vary assumptions
regarding selling prices, costs, and volume and can observe the effects of
each change on the break-even point and profit. Such an analysis is called a
“what if” analysis or sensitivity analysis.

Assumptions of Cost-Volume-Profit Analysis
Cost-volume-profit analysis depends on several assumptions. These assump-
tions simplify cost-volume-profit analysis. Since they are often valid for the
relevant range of operations, cost-volume-profit analysis is useful for decision
making.3

/ Revised
maximum
profit

Many NBA franchises,
such as the Los Angeles
Lakers, state that their
financial goal is to break
even during the regular
season and to make their
profit during the playoffs,
or basketball’s so called
“second season.” The
deeper the team goes into
the playoffs, the greater
the operating profit earned
above break even from
additional ticket sales and
TV revenues.

3 The impact of violating these assumptions is discussed in advanced accounting texts.
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The primary assumptions of cost-volume-profit analysis are listed below.

1. Total sales and total costs can be represented by straight lines.

2. Within the relevant range of operating activity, the efficiency of opera-
tions does not change.

3. Costs can be divided into fixed and variable components.
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4. The sales mix is constant.

5. There is no change in the inventory quantities during the period.

Special Cost-Volume-Profit
Relationships
Cost-volume-profit analysis can also be used when a company sells several
products with different costs and prices. In addition, operating leverage
and the margin of safety are useful in analyzing cost-volume-profit
relationships.

Sales Mix Considerations
Many companies sell more than one product at different selling prices. In
addition, the products normally have different unit variable costs and thus
different unit contribution margins. In such cases, break-even analysis can
still be performed by considering the sales mix. The sales mix is the relative
distribution of sales among the products sold by a company.

To illustrate, assume that Cascade Company sold Products A and B during
the past year as follows:

Total fixed costs $200,000

Product A Product B

Unit selling price $90 $140
Unit variable cost 70 95
Unit contribution margin $20 $ 45

Units sold 8,000 2,000
Sales mix 80% 20%

The sales mix for Products A and B is expressed as a percentage of total
units sold. For Cascade Company, a total of 10,000 (8,000 + 2,000) units were
sold during the year. Therefore, the sales mix is 80% (8,000/10,000) for
Product A and 20% for Product B (2,000/10,000) as shown above. The sales
mix could also be expressed as the ratio 80:20.

For break-even analysis, it is useful to think of Products A and B as com-
ponents of one overall enterprise product called E. The unit selling price of
E equals the sum of the unit selling prices of each product multiplied by its
sales mix percentage. Likewise, the unit variable cost and unit contribution
margin of E equal the sum of the unit variable costs and unit contribution
margins of each product multiplied by its sales mix percentage.

For Cascade Company, the unit selling price, unit variable cost, and unit
contribution margin for E are computed as follows:

Product E Product A Product B
Unit selling price of E $100 = ($90 � 0.8) + ($140 � 0.2)
Unit variable cost of E 75 = ($70 � 0.8) + ($95 � 0.2)
Unit contribution margin of E $ 25 = ($20 � 0.8) + ($45 � 0.2)

Sales Mix

80%
Product

A

20%
Product

B

Obj 5 Compute the break-
even point for a company
selling more than one
product, the operating
leverage, and the margin
of safety.
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The break-even point of 8,000 units of E can be determined in the normal
manner as shown below.

Break-Even Sales (units) for E ¼ Fixed Costs
Unit Contribution Margin

¼ $200,000
$25

¼ 8,000 units

Since the sales mix for Products A and B is 80% and 20% respectively, the
break-even quantity of A is 6,400 units (8,000 units � 80%) and B is 1,600
units (8,000 units � 20%).

The preceding break-even analysis is verified by the following income
statement:

Product A Product B Total
Sales:

6,400 units � $90 $576,000 $576,000
1,600 units � $140 $224,000 224,000
Total sales $576,000 $224,000 $800,000

Variable costs:
6,400 units � $70 $448,000 $448,000
1,600 units � $95 $152,000 152,000
Total variable costs $448,000 $152,000 $600,000

Contribution margin $128,000 $ 72,000 $200,000

Fixed costs 200,000
Income from operations $ 0

The effects of changes in the sales mix on the break-even point can be
determined by assuming a different sales mix. The break-even point of E can
then be recomputed.

Operating Leverage
The relationship of a company’s contribution margin to income from op-
erations is measured by operating leverage. A company’s operating leverage
is computed as follows:

Operating Leverage ¼ Contribution Margin
Income from Operations

The difference between contribution margin and income from opera-
tions is fixed costs. Thus, companies with high fixed costs will normally have
a high operating leverage. Examples of such companies include airline and
automotive companies. Low operating leverage is normal for companies that
are labor intensive, such as professional service companies, which have low
fixed costs.

/ Break-even
point

The daily break-even
attendance at Universal
Studios theme areas
depends on how many
tickets were sold at an
advance purchase
discount rate vs. the full
gate rate. Likewise, the
break-even point for an
overseas flight of Delta Air
Lines will be influenced by
the number of first class,
business class, and econ-
omy class tickets sold for
the flight.

One type of business that
has high operating lever-
age is what is called a
“network” business—one
in which service is pro-
vided over a network that
moves either goods or
information. Examples of
network businesses in-
clude American Airlines,
Verizon Communications,
Yahoo!, and Google.
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To illustrate operating leverage, assume the following data for Jones Inc.
and Wilson Inc.:

Jones Inc. Wilson Inc.
Sales $400,000 $400,000
Variable costs 300,000 300,000
Contribution margin $100,000 $100,000
Fixed costs 80,000 50,000
Income from operations $ 20,000 $ 50,000

As shown above, Jones Inc. and Wilson Inc. have the same sales, the same
variable costs, and the same contribution margin. However, Jones Inc. has
larger fixed costs than Wilson Inc. and thus a higher operating leverage. The
operating leverage for each company is computed as follows:

Jones Inc.

Operating Leverage ¼ Contribution Margin
Income from Operations

¼ $100,000
$20,000

¼ 5

Wilson Inc.

Operating Leverage ¼ Contribution Margin
Income from Operations

¼ $100,000
$50,000

¼ 2

Operating leverage can be used to measure the impact of changes in sales
on income from operations. Using operating leverage, the effect of changes
in sales on income from operations is computed as follows:

Percent Change in
Income from Operations

¼ Percent Change
in Sales

� Operating
Leverage

To illustrate, assume that sales increased by 10%, or $40,000 ($400,000 �
10%), for Jones Inc. and Wilson Inc. The percent increase in income from
operations for Jones Inc. and Wilson Inc. is computed below.

Jones Inc.

Percent Change in
Income from Operations ¼ Percent Change

in Sales
� Operating

Leverage

Percent Change in
Income from Operations ¼ 10% � 5 ¼ 50%

Wilson Inc.

Percent Change in
Income from Operations ¼ Percent Change

in Sales
� Operating

Leverage

Percent Change in
Income from Operations ¼ 10% � 2 ¼ 20%

As shown above, Jones Inc.’s income from operations increases by 50%,
while Wilson Inc.’s income from operations increases by only 20%. The
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validity of this analysis is shown in the following income statements for Jones
Inc. and Wilson Inc. based on the 10% increase in sales:

Jones Inc. Wilson Inc.
Sales $440,000 $440,000
Variable costs 330,000 330,000
Contribution margin $110,000 $110,000
Fixed costs 80,000 50,000
Income from operations $ 30,000 $ 60,000

The preceding income statements indicate that Jones Inc.’s income from
operations increased from $20,000 to $30,000, a 50% increase ($10,000/
$20,000). In contrast, Wilson Inc.’s income from operations increased from
$50,000 to $60,000, a 20% increase ($10,000/$50,000).

Because even a small increase in sales will generate a large percentage
increase in income from operations, Jones Inc. might consider ways to in-
crease sales. Such actions could include special advertising or sales promo-
tions. In contrast, Wilson Inc. might consider ways to increase operating
leverage by reducing variable costs.

The impact of a change in sales on income from operations for compa-
nies with high and low operating leverage can be summarized as follows:

Operating Leverage

Percentage Impact on
Income from Operations
from a Change in Sales

High Large
Low Small

Margin of Safety
The margin of safety indicates the possible decrease in sales that may occur
before an operating loss results. Thus, if the margin of safety is low, even a
small decline in sales revenue may result in an operating loss.

The margin of safety may be expressed in the following ways:

1. Dollars of sales

2. Units of sales

3. Percent of current sales

To illustrate, assume the following data:

Sales $250,000
Sales at the break-even point 200,000
Unit selling price 25

The margin of safety in dollars of sales is $50,000 ($250,000 – $200,000).
The margin of safety in units is 2,000 units ($50,000/$25). The margin of
safety expressed as a percent of current sales is 20%, as computed below.

Margin of Safety ¼ Sales � Sales at Break-Even Point
Sales

¼ $250,000 � $200,000
$250,000

¼ $50,000
$250,000

¼ 20%

Therefore, the current sales may decline $50,000, 2,000 units, or 20%
before an operating loss occurs.
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Key Points

1. Classify costs as variable costs, fixed costs, or
mixed costs.
Cost behavior refers to the manner in which a
cost changes as a related activity changes.
Variable costs are costs that vary in total in
proportion to changes in the level of activity.
Fixed costs are costs that remain the same in
total dollar amount as the level of activity
changes. A mixed cost has attributes of both a
variable and a fixed cost.

2. Compute the contribution margin, the contri-
bution margin ratio, and the unit contribution
margin.
The contribution margin concept is useful in
business planning because it gives insight into
the profit potential of a firm. The contribu-
tion margin is the excess of sales revenues
over variable costs. The contribution margin
ratio is computed as follows:

Contribution
Margin Ratio

¼ Sales � Variable Costs
Sales

The unit contribution margin is the excess
of the unit selling price over the unit variable
cost.

3. Determine the break-even point and sales
necessary to achieve a target profit.
The mathematical approach to cost-volume-
profit analysis uses the unit contribution
margin concept and equations to determine
the break-even point and the volume neces-
sary to achieve a target profit for a business.

4. Using a cost-volume-profit chart and a profit-
volume chart, determine the break-even point
and sales necessary to achieve a target profit.
A cost-volume-profit chart focuses on the re-
lationships among costs, sales, and operating

profit or loss. Preparing and using a cost-
volume-profit chart to determine the break-
even point and the volume necessary to
achieve a target profit are illustrated in this
chapter.

The profit-volume chart focuses on profits
rather than on revenues and costs. Preparing
and using a profit-volume chart to determine
the break-even point and the volume neces-
sary to achieve a target profit are illustrated in
this chapter.

5. Compute the break-even point for a company
selling more than one product, the operating
leverage, and the margin of safety.
Computing the break-even point for a busi-
ness selling two or more products is based on
a specified sales mix. Given the sales mix, the
break-even point can be computed, using the
methods illustrated in this chapter.

Operating leverage is useful in measuring
the impact of changes in sales on income
from operations without preparing formal in-
come statements. It is computed as follows:

Operating
Leverage

¼ Contribution Margin
Income from Operations

The margin of safety is useful in evaluating
past operations and in planning future
operations.

The margin of safety as a percentage of
current sales is computed as follows:

Margin
of safety ¼ Sales � Sales at Break-Even Point

Sales

Key Terms

Activity base (driver) An activity that causes a cost
to change.

Break-even point The level of business opera-
tions at which revenues and expired costs are
equal.

Contribution margin Sales less variable cost of
goods sold and variable selling and administrative
expenses.

Contribution margin ratio The percentage of
each sales dollar that is available to cover the
fixed costs and provide income from operations.

Cost behavior The manner in which a cost
changes in relation to its activity base (driver).

Cost-volume-profit analysis The systematic ex-
amination of the relationships among costs, ex-
penses, sales, and operating profit or loss.
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Cost-volume-profit chart A chart used to assist
management in understanding the relationships
among costs, expenses, sales, and operating
profit or loss.

Fixed costs Costs that tend to remain the same in
amount, regardless of variations in the level of
activity.

High-low method A technique that uses the
highest and lowest total cost as a basis for esti-
mating the variable cost per unit and the fixed
cost component of a mixed cost.

Margin of safety The difference between current
sales revenue and the sales at the break-even point.

Mixed costs Costs with both variable and fixed
characteristics.

Operating leverage A measure of the relative mix
of a business’s variable costs and fixed costs,
computed as contribution margin divided by in-
come from operations.

Profit-volume chart A chart used to assist man-
agement in understanding the relationship be-
tween profit and volume.

Relevant range The range of activity over which
changes in cost are of interest to management.

Sales mix The relative distribution of sales
among the various products available for sale.

Unit contribution margin The dollars available
from each unit of sales to cover fixed costs and
provide income from operations.

Variable costing Often referred to as direct cost-
ing, it is a method of reporting variable and fixed
costs that includes only the variable manufactur-
ing costs in the cost of the product.

Variable costs Costs that vary in total dollar
amount as the level of activity changes.

Illustrative Problem

Wyatt Inc. expects to maintain the same inventories at the end of the year as at
the beginning of the year. The estimated fixed costs for the year are $288,000,
and the estimated variable costs per unit are $14. It is expected that 60,000 units
will be sold at a price of $20 per unit. Maximum sales within the relevant range
are 70,000 units.

Instructions
1. What is (a) the contribution margin ratio and (b) the unit contribution margin?

2. Determine the break-even point in units.

3. Construct a cost-volume-profit chart, indicating the break-even point.

4. Construct a profit-volume chart, indicating the break-even point.

5. What is the margin of safety?

Solution
1. a.Contribution Margin Ratio ¼ Sales � Variable Costs

Sales

Contribution Margin Ratio ¼ ð60,000 units � $20Þ � ð60,000 units � $14Þ
ð60,000 units � $20Þ

Contribution Margin Ratio ¼ $1,200,000 � $840,000
$1,200,000

¼ $360,000
$1,200,000

Contribution Margin Ratio ¼ 30%

b. Unit Contribution Margin = Unit Selling Price � Unit Variable Costs

Unit Contribution Margin = $20 � $14 = $6
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2. Break-Even Sales (units) ¼ Fixed Costs
Unit Contribution Margin

Break-Even Sales (units) ¼ $288,000
$6

¼ 48,000 units

3.

4.
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5. Margin of Safety:

Expected sales (60,000 units � $20) $1,200,000
Break-even point (48,000 units � $20) 960,000
Margin of safety $ 240,000

or

Margin of Safety (units) ¼ Margin of Safety (dollars)
Unit Contribution Margin

or

12,000 units ($240,000/$20)

or

Margin of Safety ¼ Sales � Sales at Break-Even Point
Sales

Margin of Safety ¼ $240,000
$1,200,000

¼ 20%

Self-Examination Questions (Answers appear at the end of chapter)

1. Which of the following statements describes
variable costs?

A. Costs that vary on a per-unit basis as the
level of activity changes.

B. Costs that vary in total in direct propor-
tion to changes in the level of activity.

C. Costs that remain the same in total dollar
amount as the level of activity changes.

D. Costs that vary on a per-unit basis, but
remain the same in total as the level of
activity changes.

2. If sales are $500,000, variable costs are
$200,000, and fixed costs are $240,000, what
is the contribution margin ratio?

A. 40%

B. 48%

C. 52%

D. 60%

3. If the unit selling price is $16, the unit vari-
able cost is $12, and fixed costs are $160,000,
what are the break-even sales (units)?

A. 5,714 units

B. 10,000 units

C. 13,333 units

D. 40,000 units

4. Based on the data presented in Question 3,
how many units of sales would be required to
realize income from operations of $20,000?

A. 11,250 units

B. 35,000 units

C. 40,000 units

D. 45,000 units

5. Based on the following operating data, what
is the operating leverage?

Sales $600,000
Variable costs 240,000
Contribution margin $360,000
Fixed costs 160,000

Income from operations $200,000

A. 0.8

B. 1.2

C. 1.8

D. 4.0
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Class Discussion Questions

1. Describe how total variable costs and unit
variable costs behave with changes in the
level of activity.

2. How would each of the following costs be
classified if units produced is the activity
base?

a. Direct materials costs

b. Direct labor costs

c. Electricity costs of $0.35 per kilowatt-hour

3. Describe the behavior of (a) total fixed costs
and (b) unit fixed costs as the level of activity
increases.

4. How would each of the following costs be
classified if units produced is the activity base?

a. Salary of factory supervisor ($70,000 per
year)

b. Straight-line depreciation of plant and
equipment

c. Property rent of $6,000 per month on
plant and equipment

5. In cost analyses, how are mixed costs treated?

6. Which of the following graphs illustrates how
total fixed costs behave with changes in total
units produced?

7. Which of the following graphs illustrates how
unit variable costs behave with changes in
total units produced?

8. Which of the following graphs best illustrates
fixed costs per unit as the activity base
changes?

9. In applying the high-low method of cost es-
timation, how is the total fixed cost
estimated?

10. If fixed costs increase, what would be the
impact on the (a) contribution margin? (b)
income from operations?

11. An examination of the accounting records of
Clowney Company disclosed a high con-
tribution margin ratio and production at a
level below maximum capacity. Based on this
information, suggest a likely means of im-
proving income from operations. Explain.

12. If the unit cost of direct materials is de-
creased, what effect will this change have on
the break-even point?

13. If insurance rates are increased, what effect
will this change in fixed costs have on the
break-even point?

14. Both Austin Company and Hill Company
had the same sales, total costs, and income
from operations for the current fiscal year;
yet Austin Company had a lower break-even
point than Hill Company. Explain the reason
for this difference in break-even points.

15. The reliability of cost-volume-profit (CVP)
analysis depends on several key assumptions.
What are those primary assumptions?

16. How does the sales mix affect the calculation
of the break-even point?

17. What does operating leverage measure, and
how is it computed?
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Exercises

Following is a list of various costs incurred in producing toy robotic helicopters.
With respect to the production and sale of these toy helicopters, classify each
cost as either variable, fixed, or mixed.

1. Oil used in manufacturing equipment
2. Hourly wages of inspectors
3. Electricity costs, $0.20 per kilowatt-hour
4. Property insurance premiums, $1,500 per month plus $0.006 for each dollar

of property over $2,000,000
5. Janitorial costs, $4,000 per month
6. Pension cost, $0.80 per employee hour on the job
7. Computer chip (purchased from a vendor)
8. Hourly wages of machine operators
9. Straight-line depreciation on the production equipment

10. Metal
11. Packaging
12. Rent on warehouse, $10,000 per month plus $10 per square foot of storage

used
13. Plastic
14. Property taxes, $100,000 per year on factory building and equipment
15. Salary of plant manager

The following cost graphs illustrate various types of cost behavior:

$

0 Total Units Produced

$

0 Total Units Produced

Cost Graph One Cost Graph Two

$

0 Total Units Produced

Cost Graph Three
$

0 Total Units Produced

Cost Graph Four

E11-1
Classify costs

Obj 1

E11-2
Identify cost graphs

Obj 1

Cost Behavior and Cost-Volume-Profit Analysis 449



For each of the following costs, identify the cost graph that best illustrates its cost
behavior as the number of units produced increases.

a. Total direct materials cost
b. Electricity costs of $2,000 per month plus $0.09 per kilowatt-hour
c. Per-unit direct labor cost
d. Salary of quality control supervisor, $10,000 per month
e. Per-unit cost of straight-line depreciation on factory equipment

For a major university, match each cost in the following table with the activity
base most appropriate to it. An activity base may be used more than once, or not
used at all.
Cost:

1. Housing personnel wages
2. Student records office salaries
3. Financial aid office salaries
4. School supplies
5. Instructor salaries
6. Admissions office salaries

From the following list of activity bases for an automobile dealership, select the
base that would be most appropriate for each of these costs: (1) preparation
costs (cleaning, oil, and gasoline costs) for each car received, (2) sales-
persons’commission of 4% of the sales price for each car sold, and (3) admin-
istrative costs for ordering cars.

a. Dollar amount of cars sold
b. Number of cars received
c. Dollar amount of cars on hand
d. Number of cars on hand
e. Dollar amount of cars ordered
f. Dollar amount of cars received
g. Number of cars ordered
h. Number of cars sold

Intuit Inc. develops and sells software products for the personal finance market,
including popular titles such as Quickenâ and TurboTaxâ. Classify each of the
following costs and expenses for this company as either variable or fixed to the
number of units produced and sold:

a. Shipping expenses
b. Property taxes on general offices
c. Straight-line depreciation of computer equipment
d. Salaries of human resources personnel
e. President’s salary
f. Advertising
g. Sales commissions
h. CDs
i. Packaging costs
j. Salaries of software developers
k. Wages of telephone order assistants
l. User’s guides

Activity Base:
a. Number of financial aid applications
b. Number of enrolled students and alumni
c. Student credit hours
d. Number of student/athletes
e. Number of enrollment applications
f. Number of students living on campus

E11-3
Identify activity bases

Obj 1

E11-4
Identify activity bases

Obj 1

E11-5
Identify fixed and variable
costs

Obj 1
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Robo-Tech Inc. manufactures components for computer games within a relevant
range of 200,000 to 320,000 disks per year. Within this range, the following
partially completed manufacturing cost schedule has been prepared:

Components produced 200,000 250,000 320,000
Total costs:

Total variable costs $ 64,000 (d) (j)
Total fixed costs 80,000 (e) (k)
Total costs $144,000 (f) (l)

Cost per unit:
Variable cost per unit (a) (g) (m)
Fixed cost per unit (b) (h) (n)
Total cost per unit (c) (i) (o)

Complete the cost schedule, identifying each cost by the appropriate letter (a)
through (o).

Shatner Inc. has decided to use the high-low method to estimate the total cost
and the fixed and variable cost components of the total cost. The data for various
levels of production are as follows:

Units
Produced

Total
Costs

7,500 $600,000
12,500 725,000
20,000 800,000

a. Determine the variable cost per unit and the fixed cost.
b. Based on part (a), estimate the total cost for 10,000 units of production.

Blowing Rock Railroad decided to use the high-low method and operating data
from the past six months to estimate the fixed and variable components of
transportation costs. The activity base used by Blowing Rock Railroad is a mea-
sure of railroad operating activity, termed “gross-ton miles,” which is the total
number of tons multiplied by the miles moved.

Transportation
Costs

Gross-Ton
Miles

January $760,000 275,000
February 850,000 310,000
March 600,000 200,000
April 810,000 300,000
May 680,000 240,000
June 875,000 325,000

Determine the variable cost per gross-ton mile and the fixed cost.

a. Bert Company budgets sales of $1,250,000, fixed costs of $450,000, and variable
costs of $200,000. What is the contribution margin ratio for Bert Company?

b. If the contribution margin ratio for Ernie Company is 40%, sales were
$750,000, and fixed costs were $225,000, what was the income from operations?

E11-6
Relevant range and fixed
and variable costs

Obj 1

✓ a. $0.32

E11-7
High-low method

Obj 1
S P R E A D S H E E T

✓ a. $16.00 per unit

E11-8
High-low method for service
company

Obj 1
S P R E A D S H E E T

✓ Fixed cost, $160,000

E11-9
Contribution margin ratio

Obj 2

✓ a. 84%

Cost Behavior and Cost-Volume-Profit Analysis 451



For a recent year, McDonald’s company-owned restaurants had the following sales
and expenses (in millions):

Sales $16,083
Food and packaging $ 5,350
Payroll 4,185
Occupancy (rent, depreciation, etc.) 4,006
General, selling, and administrative expenses 2,340

$15,881
Income from operations $ 202

Assume that the variable costs consist of food and packaging, payroll, and 40%
of the general, selling, and administrative expenses.

a. What is McDonald’s contribution margin? Round to the nearest million.
b. What is McDonald’s contribution margin ratio? Round to one decimal place.
c. How much would income from operations increase if same-store sales in-

creased by $500 million for the coming year, with no change in the con-
tribution margin ratio or fixed costs?

For the current year ending March 31, Jwork Company expects fixed costs of
$440,000, a unit variable cost of $50, and a unit selling price of $75.

a. Compute the anticipated break-even sales (units).
b. Compute the sales (units) required to realize income from operations of

$90,000.

Anheuser-Busch Companies, Inc., reported the following operating information for
a recent year (in millions):

Net sales $15,717.1
Cost of goods sold $10,165.0
Marketing and distribution 2,832.5

$12,997.5
Income from operations $ 2,719.6*

*Before special items

In addition, Anheuser-Busch sold 125 million barrels of beer during the year.
Assume that variable costs were 75% of the cost of goods sold and 40% of mar-
keting and distribution expenses. Assume that the remaining costs are fixed. For
the following year, assume that Anheuser-Busch expects pricing, variable costs
per barrel, and fixed costs to remain constant, except that new distribution and
general office facilities are expected to increase fixed costs by $150 million.

Rounding to the nearest cent:

a. Compute the break-even sales (barrels) for the current year.
b. Compute the anticipated break-even sales (barrels) for the following year.

Currently, the unit selling price of a product is $280, the unit variable cost is
$230, and the total fixed costs are $525,000. A proposal is being evaluated to
increase the unit selling price to $300.

a. Compute the current break-even sales (units).
b. Compute the anticipated break-even sales (units), assuming that the unit

selling price is increased and all costs remain constant.

E11-10
Contribution margin and
contribution margin ratio

Obj 2

✓ b. 34.9%

E11-11
Break-even sales and sales to
realize income from operations

Obj 3

✓ b. 21,200 units

E11-12
Break-even sales

Obj 3

✓ a. 76,149,219 barrels

E11-13
Break-even sales

Obj 3

✓ a. 10,500 units
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The Dash Club of Tampa, Florida, collected recipes from members and pub-
lished a cookbook entitled Life of the Party. The book will sell for $25 per copy.
The chairwoman of the cookbook development committee estimated that the
club needed to sell 10,000 books to break even on its $90,000 investment. What
is the variable cost per unit assumed in the Dash Club’s analysis?

Media outlets such as ESPN and Fox Sports often have Web sites that provide in-
depth coverage of news and events. Portions of these Web sites are restricted to
members who pay a monthly subscription to gain access to exclusive news and
commentary. These Web sites typically offer a free trial period to introduce
viewers to the Web site. Assume that during a recent fiscal year, ESPN.com spent
$1,800,000 on a promotional campaign for its Web site, offering two free months
of service for new subscribers. In addition, assume the following information:

Number of months an average new customer stays with the
service (including the two free months) 25 months

Revenue per month per customer subscription $10.00
Variable cost per month per customer subscription $ 2.00

Determine the number of new customer accounts needed to break even on the
cost of the promotional campaign. In forming your answer, (1) treat the cost of
the promotional campaign as a fixed cost, and (2) treat the revenue less variable
cost per account for the subscription period as the unit contribution margin.

Sprint Nextel is one of the largest digital wireless service providers in the United
States. In a recent year, it had approximately 41.5 million direct subscribers
(accounts) that generated revenue of $40,146 million. Costs and expenses for
the year were as follows (in millions):

Cost of revenue $17,191
Selling, general, and administrative expenses 12,673
Depreciation 5,711

Assume that 75% of the cost of revenue and 35% of the selling, general, and
administrative expenses are variable to the number of direct subscribers
(accounts).

a. What is Sprint Nextel’s break-even number of accounts, using the data and
assumptions above? Round units to one decimal place (in millions).

b. How much revenue per account would be sufficient for Sprint Nextel to break
even if the number of accounts remained constant?

For the coming year, Paladin Inc. anticipates fixed costs of $120,000, a unit
variable cost of $60, and a unit selling price of $90. The maximum sales within
the relevant range are $900,000.

a. Construct a cost-volume-profit chart.
b. Estimate the break-even sales (dollars) by using the cost-volume-profit chart

constructed in part (a).
c. What is the main advantage of presenting the cost-volume-profit analysis in

graphic form rather than equation form?

E11-14
Break-even analysis

Obj 3

E11-15
Break-even analysis

Obj 3

E11-16
Break-even analysis

Obj 3
S P R E A D S H E E T

✓

E11-17
Cost-volume-profit chart

Obj 4

✓ b. $360,000
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Using the data for Paladin Inc. in Exercise 11-17, (a) determine the maximum
possible operating loss, (b) compute the maximum possible income from op-
erations, (c) construct a profit-volume chart, and (d) estimate the break-even
sales (units) by using the profit-volume chart constructed in part (c).

Name the following chart, and identify the items represented by the letters (a)
through (f).

Name the following chart, and identify the items represented by the letters (a)
through (f).

Sales and
Costs

$200,000

$150,000

$100,000

$50,000

0

Units of Sales

40,00030,000 60,00050,000 80,00070,000 100,00090,00020,00010,000

a

c

f
e

d
b

$150,000

$100,000

$50,000

0

$(50,000)

$(100,000)

$(150,000)

Operating Profit
(Loss)

a Units of Sales

40,00030,000 60,00050,000 80,00070,000 100,00090,00020,00010,000

f

d

c

e

b

E11-18
Profit-volume chart

Obj 4

✓ b. $180,000

E11-19
Break-even chart

Obj 4

E11-20
Break-even chart

Obj 4
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New Wave Technology Inc. manufactures and sells two products, MP3 players
and satellite radios. The fixed costs are $300,000, and the sales mix is 40% MP3
players and 60% satellite radios. The unit selling price and the unit variable cost
for each product are as follows:

Products Unit Selling Price Unit Variable Cost

MP3 players $ 60.00 $45.00
Satellite radios 100.00 60.00

a. Compute the break-even sales (units) for the overall product, E.
b. How many units of each product, MP3 players and satellite radios, would be

sold at the break-even point?

Southwest Blue Airways provides air transportation services between Seattle and
San Diego. A single Seattle to San Diego round-trip flight has the following
operating statistics:

Fuel $7,000
Flight crew salaries 5,400
Airplane depreciation 2,600
Variable cost per passenger—business class 50
Variable cost per passenger—economy class 40
Round-trip ticket price—business class 550
Round-trip ticket price—economy class 290

It is assumed that the fuel, crew salaries, and airplane depreciation are fixed,
regardless of the number of seats sold for the round-trip flight.

a. Compute the break-even number of seats sold on a single round-trip flight for
the overall product. Assume that the overall product is 20% business class and
80% economy class tickets.

b. How many business class and economy class seats would be sold at the break-
even point?

a. If Fama Company, with a break-even point at $360,000 of sales, has actual
sales of $480,000, what is the margin of safety expressed (1) in dollars and
(2) as a percentage of sales?

b. If the margin of safety for Watkins Company was 25%, fixed costs were
$1,200,000 and variable costs were 75% of sales, what was the amount of ac-
tual sales (dollars)? (Hint: Determine the break-even in sales dollars first.)

At a recent staff meeting, the management of Guthold Gaming Technologies,
Inc., was considering discontinuing the Evegi line of electronic games from the
product line. The chief financial analyst reported the following current monthly
data for the Evegi:

Units of sales 85,000
Break-even units 100,000
Margin of safety in units 7,000

For what reason would you question the validity of these data?

E11-21
Sales mix and break-even
sales

Obj 5

✓ a. 10,000 units

E11-22
Break-even sales and sales
mix for a service company

Obj 5

✓ a. 50 seats

E11-23
Margin of safety

Obj 5

✓ a. (2) 25%

E11-24
Break-even and margin of
safety relationships

Obj 5
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Varner Inc. and King Inc. have the following operating data:

Varner King

Sales $300,000 $600,000
Variable costs 120,000 360,000
Contribution margin $180,000 $240,000
Fixed costs 120,000 80,000
Income from operations $ 60,000 $160,000

a. Compute the operating leverage for Varner Inc. and King Inc.
b. How much would income from operations increase for each company if the

sales of each increased by 20%?
c. Why is there a difference in the increase in income from operations for the

two companies? Explain.

Problems

West Coast Apparel Co. manufactures a variety of clothing types for distribution
to several major retail chains. The following costs are incurred in the production
and sale of blue jeans:

a. Salary of production vice president
b. Property taxes on property, plant, and equipment
c. Electricity costs of $0.12 per kilowatt-hour
d. Salesperson’s salary, $30,000 plus 2% of the total sales
e. Consulting fee of $100,000 paid to industry specialist for marketing advice
f. Shipping boxes used to ship orders
g. Dye
h. Thread
i. Salary of designers
j. Brass buttons
k. Janitorial supplies, $2,000 per month
l. Legal fees paid to attorneys in defense of the company in a patent infringe-

ment suit, $40,000 plus $150 per hour
m.Straight-line depreciation on sewing machines
n. Insurance premiums on property, plant, and equipment, $50,000 per year

plus $4 per $20,000 of insured value over $10,000,000
o. Hourly wages of machine operators
p. Fabric
q. Rental costs of warehouse, $4,000 per month plus $3 per square foot of stor-

age used
r. Rent on experimental equipment, $40,000 per year
s. Leather for patches identifying the brand on individual pieces of apparel
t. Supplies

Instructions
Classify the preceding costs as either fixed, variable, or mixed. Use the following
tabular headings and place an “X” in the appropriate column. Identify each cost
by letter in the cost column.

Cost Fixed Cost Variable Cost Mixed Cost

E11-25
Operating leverage

Obj 5

✓ a. Varner, 3.00

P11-1
Classify costs

Obj 1
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Battonkill Company, operating at full capacity, sold 112,800 units at a price of
$150 per unit during 2010. Its income statement for 2010 is as follows:

Sales $16,920,000
Cost of goods sold 6,000,000
Gross profit $10,920,000
Expenses:

Selling expenses $3,000,000
Administrative expenses 1,800,000

Total expenses 4,800,000
Income from operations $ 6,120,000

The division of costs between fixed and variable is as follows:

Fixed Variable

Cost of sales 40% 60%
Selling expenses 50% 50%
Administrative expenses 70% 30%

Management is considering a plant expansion program that will permit an
increase of $1,500,000 in yearly sales. The expansion will increase fixed costs by
$200,000, but will not affect the relationship between sales and variable costs.

Instructions
1. Determine for 2010 the total fixed costs and the total variable costs.
2. Determine for 2010 (a) the unit variable cost and (b) the unit contribution

margin.
3. Compute the break-even sales (units) for 2010.
4. Compute the break-even sales (units) under the proposed program.
5. Determine the amount of sales (units) that would be necessary under the

proposed program to realize the $6,120,000 of income from operations that
was earned in 2010.

6. Determine the maximum income from operations possible with the ex-
panded plant.

7. If the proposal is accepted and sales remain at the 2010 level, what will the
income or loss from operations be for 2011?

8. Based on the data given, would you recommend accepting the proposal?
Explain.

For the coming year, Tolstoy Company anticipates a unit selling price of $100, a
unit variable cost of $30, and fixed costs of $2,100,000.

Instructions
1. Compute the anticipated break-even sales (units).
2. Compute the sales (units) required to realize income from operations of

$350,000.
3. Construct a cost-volume-profit chart, assuming maximum sales of 50,000 units

within the relevant range.
4. Determine the probable income (loss) from operations if sales total 40,000

units.

P11-2
Break-even sales under
present and proposed
conditions

Objs 2, 3

✓ 2. (a) $50.00

P11-3
Break-even sales and
cost-volume-profit chart

Objs 3, 4

✓ 1. 30,000 units
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Last year, Douthett Inc. had sales of $2,400,000, based on a unit selling price of
$600. The variable cost per unit was $440, and fixed costs were $544,000. The
maximum sales within Douthett’s relevant range are 5,000 units. Douthett is
considering a proposal to spend an additional $80,000 on billboard advertising
during the current year in an attempt to increase sales and utilize unused
capacity.

Instructions
1. Construct a cost-volume-profit chart indicating the break-even sales for last

year. Verify your answer, using the break-even equation.
2. Using the cost-volume-profit chart prepared in part (1), determine (a) the

income from operations for last year and (b) the maximum income from
operations that could have been realized during the year. Verify your answers
arithmetically.

3. Construct a cost-volume-profit chart indicating the break-even sales for the
current year, assuming that a noncancelable contract is signed for the addi-
tional billboard advertising. No changes are expected in the unit selling price
or other costs. Verify your answer, using the break-even equation.

4. Using the cost-volume-profit chart prepared in part (3), determine (a) the
income from operations if sales total 4,000 units and (b) the maximum in-
come from operations that could be realized during the year. Verify your
answers arithmetically.

Data related to the expected sales of snowboards and skis for Winter Sports Inc.
for the current year, which is typical of recent years, are as follows:

Products Unit Selling Price Unit Variable Cost Sales Mix

Snowboards $250.00 $170.00 40%
Skis 340.00 160.00 60%

The estimated fixed costs for the current year are $420,000.

Instructions
1. Determine the estimated units of sales of the overall product necessary to

reach the break-even point for the current year.
2. Based on the break-even sales (units) in part (1), determine the unit sales of

both snowboards and skis for the current year.
3. Assume that the sales mix was 60% snowboards and 40% skis. Compare the

break-even point with that in part (1). Why is it so different?

Soldner Health Care Products Inc. expects to maintain the same inventories at
the end of 2010 as at the beginning of the year. The total of all production costs
for the year is therefore assumed to be equal to the cost of goods sold. With this
in mind, the various department heads were asked to submit estimates of the
costs for their departments during 2010. A summary report of these estimates is
as follows:

P11-4
Break-even sales and
cost-volume-profit chart

Objs 3, 4

✓ 1. 3,400 units

P11-5
Sales mix and break-even
sales

Obj 5

✓ 1. 3,000 units

P11-6
Contribution margin, break-
even sales, cost-volume-profit
chart, margin of safety, and
operating leverage

Objs 2, 3, 4, 5
S P R E A D S H E E T

✓ 2. 50%
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Estimated
Fixed Cost

Estimated Variable Cost
(per unit sold)

Production costs:
Direct materials — $18.00
Direct labor — 12.00
Factory overhead $318,000 9.00

Selling expenses:
Sales salaries and commissions 65,500 4.00
Advertising 22,500 —
Travel 5,000 —
Miscellaneous selling expense 5,500 3.50

Administrative expenses:
Office and officers’salaries 65,000 —
Supplies 8,000 1.50
Miscellaneous administrative expense 10,500 2.00
Total $500,000 $50.00

It is expected that 20,000 units will be sold at a price of $100 a unit. Maximum
sales within the relevant range are 25,000 units.

Instructions
1. Prepare an estimated income statement for 2010.

2. What is the expected contribution margin ratio?

3. Determine the break-even sales in units.

4. Construct a cost-volume-profit chart indicating the break-even sales.

5. What is the expected margin of safety in dollars and as a percentage of sales?

6. Determine the operating leverage.

Activities

Jeff Zengel is a financial consultant to Rae Properties Inc., a real estate syndicate.
Rae Properties Inc. finances and develops commercial real estate (office build-
ings). The completed projects are then sold as limited partnership interests to
individual investors. The syndicate makes a profit on the sale of these partner-
ship interests. Jeff provides financial information for the offering prospectus,
which is a document that provides the financial and legal details of the limited
partnership offerings. In one of the projects, the bank has financed the con-
struction of a commercial office building at a rate of 8% for the first four years,
after which time the rate jumps to 12% for the remaining 21 years of the mort-
gage. The interest costs are one of the major ongoing costs of a real estate pro-
ject. Jeff has reported prominently in the prospectus that the break-even occu-
pancy for the first four years is 60%. This is the amount of office space that must
be leased to cover the interest and general upkeep costs over the first four years.
The 60% break even is very low and thus communicates a low risk to potential
investors. Jeff uses the 60% break-even rate as a major marketing tool in selling
the limited partnership interests. Buried in the fine print of the prospectus is
additional information that would allow an astute investor to determine that the
break-even occupancy will jump to 90% after the fourth year because of the

A11-1
Ethics and professional
conduct in business

E T H I C S
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contracted increase in the mortgage interest rate. Jeff believes prospective in-
vestors are adequately informed as to the risk of the investment.

Comment on the ethical considerations of this situation.

“For a student, a grade of 65 percent is nothing to write home about. But for the
airline … [industry], filling 65 percent of the seats … is the difference between
profit and loss.

The [economy] might be just strong enough to sustain all the carriers on a
cash basis, but not strong enough to bring any significant profitability to the
industry.… For the airlines …, the emphasis will be on trying to consolidate
routes and raise ticket prices…”

The airline industry is notorious for boom and bust cycles. Why is airline
profitability very sensitive to these cycles? Do you think that during a down cycle
the strategy to consolidate routes and raise ticket prices is reasonable? What
would make this strategy succeed or fail? Why?

Source: Edwin McDowell, “Empty Seats, Empty Beds, Empty Pockets,” The New York Times, January 6, 1992, p. C3.

Techno Games Inc. has finished a new video game, Mountain Bike Challenge.
Management is now considering its marketing strategies. The following in-
formation is available:

Anticipated sales price per unit $40
Variable cost per unit* $20
Anticipated volume 400,000
Production costs $6,000,000
Anticipated advertising $2,000,000

*The cost of the video game, packaging, and copying costs.

Two managers, David Hunter and Jamie Berry, had the following discussion of
ways to increase the profitability of this new offering:

David: I think we need to think of some way to increase our profitability. Do you
have any ideas?

Jamie: Well, I think the best strategy would be to become aggressive on price.

David: How aggressive?

Jamie: If we drop the price to $28 per unit and maintain our advertising budget
at $2,000,000, I think we will generate sales of 1,500,000 units.

David: I think that’s the wrong way to go. You’re giving too much up on price.
Instead, I think we need to follow an aggressive advertising strategy.

Jamie: How aggressive?

David: If we increase our advertising to a total of $6,000,000, we should be able to
increase sales volume to 1,300,000 units without any change in price.

Jamie: I don’t think that’s reasonable. We’ll never cover the increased advertising
costs.

Which strategy is best: Do nothing? Follow the advice of Jamie Berry? Or fol-
low David Hunter’s strategy?

A11-2
Break-even sales, contribution
margin

A11-3
Break-even analysis
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The owner of Banner-Tech, a printing company, is planning direct labor needs
for the upcoming year. The owner has provided you with the following in-
formation for next year’s plans:

One Color Two Color Three Color Four Color Total

Number of banners 99 125 176 200 600

Each color on the banner must be printed one at a time. Thus, for example,
a four-color banner will need to be run through the printing operation four
separate times. The total production volume last year was 300 banners, as shown
below.

One Color Two Color Three Color Total

Number of banners 76 103 121 300

As you can see, the four-color banner is a new product offering for the up-
coming year. The owner believes that the expected 300-unit increase in volume
from last year means that direct labor expenses should increase by 100% (300/
300). What do you think?

Sales volume has been dropping at La Cross Publishing Company. During this
time, however, the Shipping Department manager has been under severe fi-
nancial constraints. The manager knows that most of the Shipping Department’s
effort is related to pulling inventory from the warehouse for each order and
performing the paperwork. The paperwork involves preparing shipping docu-
ments for each order. Thus, the pulling and paperwork effort associated with
each sales order is essentially the same, regardless of the size of the order. The
Shipping Department manager has discussed the financial situation with senior
management. Senior management has responded by pointing out that sales
volume has been dropping, so that the amount of work in the Shipping
Department should be dropping. Thus, senior management told the Shipping
Department manager that costs should be decreasing in the department.

The Shipping Department manager prepared the following information:

Month
Sales

Volume
Number of

Customer Orders
Sales Volume

per Order

January $168,000 700 240
February 165,600 720 230
March 160,600 730 220
April 150,000 750 200
May 149,150 785 190
June 148,000 800 185
July 147,600 820 180
August 147,000 840 175

Given this information, how would you respond to senior management?

A11-4
Variable costs and activity
bases in decision making

A11-5
Variable costs and activity
bases in decision making
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Break-even analysis is one of the most fundamental tools for managing any kind
of business unit. Consider the management of your school. In a group, brain-
storm some applications of break-even analysis at your school. Identify three
areas where break-even analysis might be used. For each area, identify the rev-
enues, variable costs, and fixed costs that would be used in the calculation.

Answers to Self-Examination Questions

1. B Variable costs vary in total in direct
proportion to changes in the level of
activity (answer B). Costs that vary on a
per-unit basis as the level of activity
changes (answer A) or remain constant in
total dollar amount as the level of activity
changes (answer C), or both (answer D),
are fixed costs.

2. D The contribution margin ratio indicates
the percentage of each sales dollar
available to cover the fixed costs and
provide income from operations and is
determined as follows:

Contribution Margin
Ratio

¼ Sales � Varriable Costs
Sales

Contribution Margin
Ratio

¼ $500,000 � $200,000
$500,000

¼ 60%

3. D The break-even sales of 40,000 units
(answer D) is computed as follows:

Break-Even Sales
(units)

¼ Fixed Costs
Unit Contribution Margin

Break-Even Sales
(units)

¼ $160,000
$4

¼ 40,000 units

4. D Sales of 45,000 units are required to realize
income from operations of $20,000,
computed as follows:

Sales (units) ¼ Fixed Costs þ Target Profit
Unit Contribution Margin

Sales (units) ¼ $160,000 þ $20,000
$4

¼ 45,000 units

5. C The operating leverage is 1.8, computed as
follows:

Operating Leverage ¼ Contribution Margin
Income from Operations

Operating Leverage ¼ $360,000
$200,000

¼ 1:8

A11-6
Break-even analysis

G R O U P
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Differential Analysis
and Product Pricing 12

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Prepare differential analysis reports for a
variety of managerial decisions.

Obj 2 Determine the selling price of a product,
using the total cost, product cost, and

variable cost concepts.

Obj 3 Compute the relative profitability of
products in bottleneck production

processes.

M any of the decisions that you make depend
on comparing the estimated costs of alter-
natives. The payoff from such comparisons
is described in the following report from a

University of Michigan study.

Richard Nisbett and two colleagues quizzed Michigan
faculty members and university seniors on such
questions as how often they walk out on a bad movie,
refuse to finish a bad meal, or abandon a research
project. They believe that people who cut their losses
this way are following sound economic rules: calcu-
lating the net benefits of alternative courses of action,
writing off past costs that can’t be recovered, and
weighing the opportunity to use future time and effort
more profitably elsewhere.

Dr. Nisbett concedes that for many Americans,
cost-benefit rules often appear to conflict with such
traditional principles as “never give up” and “waste
not, want not.”

Managers must also apply cost-benefit rules in making
decisions affecting their business. RealNetworks, Inc.,
the Internet-based music and game company, like most
companies must choose between alternatives. Examples
of decisions faced by RealNetworks include whether it
should expand or discontinue services, such as its recent
decision to Mac-enable its digital music service, Rhapsodyâ,
and whether to accept business at special prices, such as
special pricing on its Helix Media Delivery Systemâ.

In this chapter, differential analysis, which reports the
effects of decisions on total revenues and costs, is dis-
cussed. Practical approaches to setting product prices are
also described and illustrated. Finally, how production
bottlenecks influence product mix and pricing decisions is
discussed.

Source: Alan L. Otten, “Economic Perspective Produces Steady Yields,” from People
Patterns, The Wall Street Journal, March 31, 1992, p. B1.



Differential Analysis
Managerial decision making involves choosing between alternative courses
of action. Although the managerial decision-making process varies by the
type of decision, it normally involves the following steps:

The objective (Step 1) for most decisions is to maximize the company’s
profits. The alternative courses of action (Step 2) could include actions
such as discontinuing an unprofitable segment, replacing equipment, or
offering a product at a special price to an exporter. The relevant information
(Step 3) varies by decision, but oftentimes includes estimates and data that
are not available in the accounting records. Making decisions (Step 4) is the
most important function of managers. Once the decision is made, the results
of the decision (Step 5) should be reviewed, analyzed, and assessed in terms
of the initial objective of the decision.

Accounting facilitates the preceding process by:

1. Gathering relevant information for managerial decisions

2. Reporting this information to management

3. Providing management feedback on the results of the decisions

For managerial decisions, estimated future revenues and costs are rel-
evant. Costs that have been incurred in the past are not relevant to the de-
cision. These costs are called sunk costs.

Differential revenue is the amount of increase or decrease in revenue that
is expected from a course of action as compared to an alternative. To illus-
trate, assume that equipment can be used to manufacture digital clocks or
calculators. The differential revenue from making and selling digital clocks
is $25,000, determined as follows:

Product
Estimated
Revenue

Digital clocks $175,000
Calculators 150,000

Differential revenue $ 25,000

Differential cost is the amount of increase or decrease in cost that is ex-
pected from a course of action as compared to an alternative. For example,

Step 2. Identify the alternative

courses of action.

Step 4. Make a decision.
Step 1. Identify the objective

of the decision.

Step 5. Review, analyze, and

assess the results of

the decision.

Step 3. Gather relevant

information.

Obj 1 Prepare differential
analysis reports for a
variety of managerial
decisions.

The management of Delta
Air Lines decided to dis-
continue its low-fare Song
Airline subsidiary after as-
sessing its profitability.

Have you ever walked out
on a bad movie? The cost
of the ticket is a sunk cost
and, thus, irrelevant to the
decision to walk out early.
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if increasing advertising expenses from $100,000 to $150,000 is being con-
sidered, the differential cost is $50,000.

Differential income (or loss) is the difference between the differential
revenue and the differential costs. Differential income indicates that a decision
is expected to be profitable, while a differential loss indicates the opposite.

Differential analysis, sometimes called incremental analysis, focuses on the
effect of alternative courses of action on revenues and costs. An example of a
reporting format for differential analysis is shown in Exhibit 1.

In this chapter, differential analysis is illustrated for the following decisions:

1. Leasing or selling equipment

2. Discontinuing an unprofitable segment

3. Manufacturing or purchasing a needed part

4. Replacing fixed assets

5. Processing further or selling a product

6. Accepting additional business at a special price

Lease or Sell
Management may lease or sell a piece of equipment that is no
longer needed. This may occur when a company changes its
manufacturing process and can no longer use the equipment in
the manufacturing process. In making a decision, differential
analysis can be used.

To illustrate, assume that Marcus Company is considering
leasing or disposing of the following equipment:

Cost of equipment $200,000
Less accumulated depreciation 120,000
Book value $ 80,000

Lease Option:
Total revenue for five-year lease $160,000
Total estimated repair, insurance, and

property tax expenses during life of lease 35,000
Residual value at end of fifth year of lease 0

Sell Option:
Sales price $100,000
Commission on sales 6%

Differential AnalysisE X H I B I T 1

Differential revenue from alternatives:
Revenue from alternative A $XXX
Revenue from alternative B XXX

Differential revenue $ XXX
Differential cost of alternatives:

Cost of alternative A $XXX
Cost of alternative B XXX

Differential cost XXX
Net differential income or loss from alternatives $XXX

or

Broker

Marcus Company

Potamkin 
Company

$ $
$ $
$ $
$ $

$ $

Sell 
Equipment 

to

Lease 
Equipment 

to
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Exhibit 2 shows the differential analysis of whether to lease or sell the
equipment.

Exhibit 2 includes only the differential revenues and differential costs
associated with the lease or sell decision. The $80,000 book value ($200,000 –
$120,000) of the equipment is a sunk cost and is not considered in the dif-
ferential analysis shown in Exhibit 2. In other words, the $80,000 does not
affect the decision to lease or sell the equipment.

The differential analysis shown in Exhibit 2 is verified by the more tradi-
tional analysis shown in Exhibit 3.

To simplify, the following factors were not considered in Exhibits 2 and 3:

1. Differential revenue from investing funds

2. Differential income tax

Differential revenue (interest) could arise from investing the cash created
by the two alternatives. Differential income tax could arise from differences
in the timing of the income from the two alternatives and differences in the
amount that is taxed. These factors are discussed in Chapter 15.

Differential Analysis Report—Lease or SellE X H I B I T 2

Proposal to Lease or Sell Equipment
June 22, 2010

Differential revenue from alternatives:
Revenue from lease $160,000
Revenue from sale 100,000
Differential revenue from lease $60,000

Differential cost of alternatives:
Repair/insurance, and property: tax expenses from lease $ 35,000
Commission expense on sale ($100,000 � 6%) 6,000
Differential cost of lease 29,000

Net differential income from the lease alternative $31,000

Traditional AnalysisE X H I B I T 3

Lease or Sell

Lease alternative:
Revenue from lease $160,000
Depreciation expense for remaining five years $80,000
Repair, insurance, and property tax expenses 35,000 115,000

Net gain $45,000
Sell alternative:

Sales price $100,000
Book, value of equipment $80,000
Commission expense 6,000 86,000

Net gain 14,000
Net differential income from the lease alternative $31,000

Many companies that
manufacture expensive
equipment give customers
the choice of leasing the
equipment. For example,
construction equipment
from Caterpillar can either
be purchased outright or
leased through Caterpillar’s
financial services
subsidiary.
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Discontinue a Segment or Product
A product, department, branch, territory, or other segment of a business
may be generating losses. As a result, management may consider dis-
continuing (eliminating) the product or segment. In such cases, it may be
erroneously assumed that the total company income will increase by elim-
inating the operating loss.

Discontinuing the product or segment usually eliminates all of the pro-
duct’s or segment’s variable costs. Such costs include direct materials, direct
labor, variable factory overhead, and sales commissions. However, fixed costs
such as depreciation, insurance, and property taxes may not be eliminated.
Thus, it is possible for total company income to decrease rather than in-
crease if the unprofitable product or segment is discontinued.

To illustrate, the income statement for Battle Creek Cereal Co. is shown in
Exhibit 4. As shown in Exhibit 4, Bran Flakes incurred an operating loss of
$11,000. Because Bran Flakes has incurred annual losses for several years,
management is considering discontinuing it.

If Bran Flakes is discontinued, what would be the total annual operating
income of Battle Creek Cereal? The first impression is that total annual op-
erating income would be $80,000, as shown below.

Corn Flakes Toasted Oats
Total

Company
Income from operations $40,000 $40,000 $80,000

However, the differential analysis report in Exhibit 5 indicates that dis-
continuing Bran Flakes actually decreases operating income by $15,000. This
is because discontinuing Bran Flakes has no effect on fixed costs and
expenses.

Income (Loss) by ProductE X H I B I T 4

BATTLE CREEK CEREAL CO.
Condensed Income Statement

For the Year Ended August 31, 2010
Corn

Flakes
Toasted

Oats
Bran

Flakes
Total

Company

Sales $500,000 $400,000 $100,000 $1,000,000
Cost of goods sold:

Variable costs $220,000 $200,000 $ 60,000 $ 480,000
Fixed costs 120,000 80,000 20,000 220,000
Total cost of goods sold $340,000 $280,000 $ 80,000 $ 700,000

Gross profit $160,000 $120,000 $ 20,000 $ 300,000
Operating expenses:

Variable expenses $ 95,000 $ 60,000 $ 25,000 $ 180,000
Fixed expenses 25,000 20,000 6,000 51,000
Total operating expenses $120,000 $ 80,000 $ 31,000 $ 231,000

Income (loss) from operations $ 40,000 $ 40,000 $ (11,000) $ 69,000
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The differential analysis in Exhibit 5 is supported by the traditional
analysis in Exhibit 6, which indicates that income from operations would
decrease from $69,000 to $54,000.

Exhibits 5 and 6 consider only the short-term (one-year) effects of
discontinuing Bran Flakes. When discontinuing a product or segment,
long-term effects should also be considered. For example, discontinuing
Bran Flakes could decrease sales of other products. This might be the case if
customers upset with the discontinuance of Bran Flakes quit buying other
products from the company. Finally, employee morale and productivity
might suffer if employees have to be laid off or relocated.

Make or Buy
Companies often manufacture products made up of components that are
assembled into a final product. For example, an automobile manufacturer
assembles tires, radios, motors, interior seats, transmissions, and other parts

Traditional AnalysisE X H I B I T 6

Proposal to Discontinue Bran Flakes
September 29, 2010

Bran Flakes,
Toasted Oats, and

Corn Flakes
Discontinue
Bran Flakes*

Toasted Oats and
Corn Flakes

Sales $1,000,000 $ 100,000 $900,000
Cost of goods sold:

Variable costs $ 480,000 $ 60,000 $420,000
Fixed costs 220,000 — 220,000

Total cost of goods sold $ 700,000 $ 60,000 $640,000
Gross profit $ 300,000 $ 40,000 $260,000
Operating expenses:

Variable expenses $ 180,000 $ 25,000 $155,000
Fixed expenses 51,000 — 51,000

Total operating expenses $ 231,000 $ 25,000 $206,000
Income (loss) from operations $ 69,000 $ 15,000 $ 54,000

*Fixed costs are assumed to remain unchanged with the discontinuance of Bran Flakes.

Differential Analysis Report—Discontinue an Unprofitable
SegmentE X H I B I T 5

Proposal to Discontinue Bran Flakes
September 29, 2010

Differential revenue from annual sales of Bran Flakes:
Revenue from sales $100,000

Differential cost of annual sales of Bran Flakes:
Variable cost of good sold $60,000
Variable operating expenses 25,000 85,000

Annual differential income from sales of Bran Flakes $ 15,000

Ford Motor Co. purchases
spark plugs, GPS units,
nuts, and bolts from
suppliers.
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into a finished automobile. In such cases, the manufacturer
must decide whether to make a part or purchase it from a
supplier.

Differential analysis can be used to decide whether to make
or buy a part. The analysis is similar whether management is
considering making a part that is currently being purchased or
purchasing a part that is currently being made.

To illustrate, assume that an automobile manufacturer has
been purchasing instrument panels for $240 a unit. The factory
is currently operating at 80% of capacity, and no major in-
crease in production is expected in the near future. The cost
per unit of manufacturing an instrument panel internally is
estimated as follows:

Direct materials $ 80
Direct labor 80
Variable factory overhead 52
Fixed factory overhead 68
Total cost per unit $280

If the make price of $280 is simply compared with the buy
price of $240, the decision is to buy the instrument panel.
However, if unused capacity could be used in manufacturing
the part, there would be no increase in the total fixed factory
overhead costs. Thus, only the variable factory overhead costs would be
incurred.

The differential report for this make or buy decision is shown in Exhibit 7.

As shown in Exhibit 7, there is a cost savings from manufacturing the
instrument panel of $28 per panel. However, other factors should also be
considered. For example, productive capacity used to make the instrument
panel would not be available for other production. The decision may also
affect the future business relationship with the instrument panel supplier.
For example, if the supplier provides other parts, the company’s decision to
make instrument panels might jeopardize the timely delivery of other parts.

Replace Equipment
The usefulness of a fixed asset may decrease before it is worn out. For ex-
ample, old equipment may no longer be as efficient as new equipment.

Differential Analysis Report—Make or BuyE X H I B I T 7

Proposal to Manufacture Instrument Panels
February 15, 2010

Purchase price of an instrument panel $240
Differential cost to manufacture:

Direct materials $80
Direct labor 80
Variable factory overhead 52 212

Cost savings from manufacturing an instrument panel $ 28
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Differential analysis can be used for decisions to replace fixed
assets such as equipment and machinery. The analysis normally
focuses on the costs of continuing to use the old equipment versus
replacing the equipment. The book value of the old equipment is a
sunk cost and, thus, is irrelevant.

To illustrate, assume that a business is considering replacing the
following machine:

Old Machine
Book value $100,000
Estimated annual variable manufacturing costs 225,000
Estimated selling price 25,000
Estimated remaining useful life 5 years

New Machine
Cost of new machine $250,000
Estimated annual variable manufacturing costs 150,000
Estimated residual value 0
Estimated useful life 5 years

The differential report for the decision to replace the old
machine is shown in Exhibit 8.

As shown in Exhibit 8, there is an annual decrease in cost of $30,000
($150,000 � 5 years) from replacing the old machine. Thus, the decision
should be to purchase the new machine and sell the old machine.

Other factors are often important in equipment replacement decisions.
For example, differences between the remaining useful life of the old
equipment and the estimated life of the new equipment could exist. In ad-
dition, the new equipment might improve the overall quality of the product
and, thus, increase sales.

The time value of money and other uses for the cash needed to purchase
the new equipment could also affect the decision to replace equipment.1 The
revenue that is forgone from an alternative use of an asset, such as cash, is
called an opportunity cost. Although the opportunity cost is not recorded in
the accounting records, it is useful in analyzing alternative courses of action.

To illustrate, assume that in the preceding illustration the cash outlay of
$250,000 for the new machine, less the $25,000 proceeds from the sale of the

Differential Analysis Report—Replace MachineE X H I B I T 8

Proposal to Replace Machine
November 28, 2010

Annual variable costs—present machine $225,000
Annual variable costs—new machine 150,000
Annual differential decrease in cost $ 75,000
Number of years applicable � 5
Total differential decrease in cost $375,000
Proceeds from sale of present machine 25,000 $400,000
Cost of new machine 250,000
Net differential decrease in cost, five-year total $150,000

Annual net differential decrease in cost—new machine $ 30,000

Estimated annual reduction 
of costs of $75,000

1 The time value of money in purchasing equipment (capital assets) is discussed in Chapter 15.
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old machine, could be invested to yield a 15% return. Thus, the annual
opportunity cost related to the purchase of the new machine is $33,750
(15% � $225,000). Since the opportunity cost of $33,750 exceeds the annual
cost savings of $30,000, the old machine should not be replaced.

Process or Sell
During manufacturing, a product nor-
mally progresses through various stages
or processes. In some cases, a product
can be sold at an intermediate stage of
production, or it can be processed fur-
ther and then sold.

Differential analysis can be used to
decide whether to sell a product at an
intermediate stage or to process it
further. In doing so, the differential
revenues and costs from further pro-
cessing are compared. The costs of
producing the intermediate product do
not change, regardless of whether the
intermediate product is sold or pro-
cessed further. These costs are sunk
costs and are irrelevant to the decision.

To illustrate, assume that a business produces kerosene as follows:
Kerosene:

Batch size 4,000 gallons
Cost of producing kerosene $2,400 per batch
Selling price $2.50 per gallon

The kerosene can be processed further to yield gasoline as follows:
Gasoline:

Input batch size 4,000 gallons
Less evaporation (20%) 800 (4,000 � 20%)
Output batch size 3,200 gallons

Additional processing costs $650 per batch
Selling price $3.50 per gallon

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Related-Party Deals

The make-or-buy decision can be complicated if the
purchase (buy) is being made by a related party. A re-
lated party is one in which there is direct or indirect
control of one party over another or the presence of a
family member in a transaction. Such dependence or
familiarity may interfere with the appropriateness of the
business transaction. One investor has said, “Related
parties are akin to steroids used by athletes. If you’re an
athlete and you can cut the mustard, you don’t need
steroids to make yourself stronger or faster. By the

same token, if you’re a good company, you don’t need
related parties or deals that don’t make sense.” While
related-party transactions are legal, GAAP (FASB
Statement No. 56) and the Sarbanes-Oxley Act require
that they must be disclosed under the presumption that
such transactions are less than arm’s length.

Source: Herb Greenberg, “Poor Relations: The Problem with Related-Party
Transactions,” Fortune Advisor (February 5, 2001), p. 198.

Sell as Kerosene

Oil

Sell as Gasoline

Differential Analysis and Product Pricing 471



The differential report for the decision to process the kerosene further is
shown in Exhibit 9.

The initial cost of producing the kerosene of $2,400 is not considered in
deciding whether to process kerosene further. This initial cost will be in-
curred, regardless of whether gasoline is produced and, thus, is a sunk cost.

As shown in Exhibit 9, there is additional income from further processing
the kerosene into gasoline of $550 per batch. Therefore, the decision should
be to process the kerosene further.

Accept Business at a Special Price
A company may be offered the opportunity to sell its products at prices other
than normal prices. For example, an exporter may offer to sell a company’s
products overseas at special discount prices.

Differential analysis can be used to decide whether to accept additional
business at a special price. The differential revenue from accepting the
additional business is compared to the differential costs of producing and
delivering the product to the customer.

The differential costs of accepting additional business depend on whether
the company is operating at full capacity.

1. If the company is operating at full capacity, any additional production in-
creases fixed and variable manufacturing costs. Selling and administrative
expenses may also increase because of the additional business.

2. If the company is operating below full capacity, any additional production
does not increase fixed manufacturing costs. In this case, the differential

costs of the additional production are the variable man-
ufacturing costs. Selling and administrative expenses
may also increase because of the additional business.

To illustrate, assume that B-Ball Inc. manufactures
basketballs as follows:

Monthly productive capacity 12,500 basketballs
Current monthly sales 10,000 basketballs
Normal (domestic) selling price $30.00 per basketball
Manufacturing costs:

Variable costs $12.50 per basketball
Fixed costs 7.50

Total $20.00 per basketball

Differential Analysis Report—Process or SellE X H I B I T 9

Proposal to Process Kerosene Further
October 1, 2010

Differential revenue from further processing per batch:
Revenue from sale of gasoline [(4,000 gallons – 800 gallons

evaporation) � $3.50] $11,200
Revenue from sale of kerosene (4,000 gallons � $2.50) 10,000

Differential revenue $1,200
Differential cost per batch:

Additional cost of producing gasoline 650
Differential income from further processing gasoline per batch $ 550

Order for 5,000 
basketballs at $18 each

The Internet is forcing
many companies to
respond to “dynamic”
pricing. For example, in
Priceline.com Inc.’s “name
your price” format, custom-
ers tell the company what
they are willing to pay and
then the company must
decide if it is willing to sell
at that price.
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B-Ball Inc. has received an offer from an exporter for 5,000 basketballs at
$18 each. Production can be spread over three months without interfering
with normal production or incurring overtime costs. Pricing policies in the
domestic market will not be affected.

Comparing the special offer sales price of $18 with the manufacturing cost
of $20 per basketball indicates that the offer should be rejected. However, as
shown in Exhibit 10, differential analysis indicates that the offer should be
accepted.

Proposals to sell products at special prices often require additional con-
siderations. For example, special prices in one geographic area may result in
price reductions in other areas with the result that total company sales de-
crease. Manufacturers must also conform to the Robinson-Patman Act,
which prohibits price discrimination within the United States unless price
differences can be justified by different costs.

Setting Normal Product Selling Prices
The normal selling price is the target selling price to be achieved in the long
term. The normal selling price must be set high enough to cover all costs
and expenses (fixed and variable) and provide a reasonable profit. Other-
wise, the business will not survive.

In contrast, in deciding whether to accept additional business at a special
price, only differential costs are considered. Any price above the differential
costs will increase profits in the short term. However, in the long term,
products are sold at normal prices rather than special prices.

Managers can use one of two market methods to determine selling price:

1. Demand-based concept

2. Competition-based concept

The demand-based concept sets the price according to the demand for
the product. If there is high demand for the product, then the price is set
high. Likewise, if there is a low demand for the product, then the price is
set low.

The competition-based concept sets the price according to the price of-
fered by competitors. For example, if a competitor reduces the price, then
management adjusts the price to meet the competition. The market-based
pricing approaches are discussed in greater detail in marketing courses.

Differential Analysis Report—Sell at Special PriceE X H I B I T 10

Proposal to Sell Basketballs to Exporter
March 10, 2010

Differential revenue from accepting offer:
Revenue from sale of 5,000 additional units at $18 $90,000

Differential cost of accepting offer:
Variable costs of 5,000 additional units at $12.50 62,500

Differential income from accepting offer $27,500

Obj 2 Determine the selling
price of a product, using the
total cost, product cost, and
variable cost concepts.

Hotels and motels use the
demand-based concept in
setting room rates. Room
rates are set low during
off-season travel periods
(low demand) and high for
peak-season travel periods
(high demand) such as
holidays.
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Managers can also use one of three cost-plus methods to determine the
selling price:

1. Total cost concept

2. Product cost concept

3. Variable cost concept

Cost-plus methods determine the normal selling price by estimating a cost
amount per unit and adding a markup, as shown below.

Normal Selling Price ¼ Cost Amount per Unit þ Markup

The cost amount per unit depends on the cost concept used. Manage-
ment determines the markup based on the desired profit for the product.
The markup should be sufficient to earn the desired profit plus cover any
costs and expenses that are not included in the cost amount.

Total Cost Concept
Under the total cost concept, manufacturing cost plus the selling and ad-
ministrative expenses are included in the total cost per unit. The markup per
unit is then computed and added to total cost per unit to determine the
normal selling price.

The total cost concept is applied using the following steps:

Step 1. Estimate the total manufacturing cost as shown below.

Manufacturing costs:
Direct materials $XXX
Direct labor XXX
Factory overhead XXX

Total manufacturing cost $XXX

Step 2. Estimate the total selling and administrative expenses.
Step 3. Estimate the total cost as shown below.

Total manufacturing costs $XXX
Selling and administrative expenses XXX

Total cost $XXX

Step 4. Divide the total cost by the number of units expected to be produced
and sold to determine the total cost per unit, as shown below.

Total Cost per Unit ¼ Total Cost
Estimated Units Produced and Sold

Step 5. Compute the markup percentage as follows:

Markup Percentage ¼ Desired Profit
Total Cost

The desired profit is normally computed based on a rate of return on
assets as follows:

Desired Profit ¼ Desired Rate of Return � Total Assets

Electronic stores such
as Best Buy use the
competition-based concept.
If a buyer demonstrates that
a lower price is available
from Target or another
competitor, Best Buy will
often match the price.
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Step 6. Determine the markup per unit by multiplying the mark-
up percentage times the total cost per unit as follows:

Markup per Unit ¼ Markup Percentage � Total Cost per Unit

Step 7. Determine the normal selling price by adding the
markup per unit to the total cost per unit as follows:

Total cost per unit $XXX
Markup per unit XXX

Normal selling price per unit $XXX

To illustrate, assume the following data for 100,000
calculators that Digital Solutions Inc. expects to produce and
sell during the current year:

Manufacturing costs:
Direct materials ($3.00 � 100,000) $ 300,000
Direct labor ($10.00 � 100,000) 1,000,000

Factory overhead:
Variable costs ($1.50 � 100,000) $150,000
Fixed costs 50,000 200,000

Total manufacturing cost $1,500,000

Selling and administrative expenses:
Variable expenses ($1.50 � 100,000) $150,000
Fixed costs 20,000

Total selling and administrative expenses 170,000
Total cost $1,670,000

Desired rate of return 20%
Total assets $800,000

Using the total cost concept, the normal selling price of $18.30 is de-
termined as follows:

Step 1. Total manufacturing cost: $1,500,000
Step 2. Total selling and administrative expenses: $170,000
Step 3. Total cost: $1,670,000
Step 4. Total cost per unit: $16.70

Total Cost per Unit ¼ Total Cost
Estimated Units Produced and Sold

¼ $1,670,000
100,000 units

¼ $16.70 per unit

Step 5. Markup percentage: 9.6% (rounded)

Desired Profit ¼ Desired Rate of Return � Total Assets

¼ 20% � $800,000 ¼ $160,000

Markup Percentage ¼ Desired Profit
Total Cost

¼ $160,000
$1,670,000

¼ 9:6%ðroundedÞ

Step 6. Markup per unit: $1.60

Markup per Unit ¼ Markup Percentage � Total Cost per Unit

Markup per Unit ¼ 9:6% � $16:70 ¼ $1.60 per unit
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Step 7. Normal selling price: $18.30

Total cost per unit $16.70
Markup per unit 1.60

Normal selling price per unit $18.30

The ability of the selling price of $18.30 to generate the desired profit of
$160,000 is illustrated by the income statement shown below.

Digital Solutions Inc.
Income Statement

For the Year Ended December 31, 2010

Sales (100,000 units � $18.30) $1,830,000
Expenses:

Variable (100,000 units � $16.00) $1,600,000
Fixed ($50,000 + $20,000) 70,000 1,670,000

Income from operations $ 160,000

The total cost concept is often used by contractors who sell
products to government agencies. This is because in many cases
government contractors are required by law to be reimbursed for
their products on a total-cost-plus-profit basis.

Product Cost Concept
Under the product cost concept, only the costs of manufacturing
the product, termed the product costs, are included in the cost
amount per unit to which the markup is added. Estimated selling
expenses, administrative expenses, and desired profit are included
in the markup. The markup per unit is then computed and added to
the product cost per unit to determine the normal selling price.

The product cost concept is applied using the following steps:

Step 1. Estimate the total product costs as follows:

Product costs:
Direct materials $XXX
Direct labor XXX
Factory overhead XXX

Total product cost $XXX

Step 2. Estimate the total selling and administrative expenses.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Price Fixing

Federal law prevents companies competing in similar
markets from sharing cost and price information, or
what is commonly termed “price fixing.” For example,
the Federal Trade Commission brought a suit against
the major record labels and music retailers for

conspiring to set CD prices at a minimum level, or MAP
(minimum advertised price), In settling the suit, the
major labels ceased their MAP policies and provided
$143 million in cash and CDs for consumers.
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Step 3. Divide the total product cost by the number of units expected to be
produced and sold to determine the total product cost per unit, as
shown below.

Product Cost per Unit ¼ Total Product Cost
Estimated Units Produced and Sold

Step 4. Compute the markup percentage as follows:

Markup Percentage ¼
Desired Profit þ Total Selling and

Administrative Expenses
Total Product Cost

The numerator of the markup percentage is the desired profit plus the
total selling and administrative expenses. These expenses must be included
in the markup percentage, since they are not included in the cost amount to
which the markup is added.

As illustrated for the total cost concept, the desired profit is normally
computed based on a rate of return on assets as follows:

Desired Profit ¼ Desired Rate of Return � Total Assets

Step 5. Determine the markup per unit by multiplying the markup percen-
tage times the product cost per unit as follows:

Markup per Unit ¼ Markup Percentage � Product Cost per Unit

Step 6. Determine the normal selling price by adding the markup per unit to
the product cost per unit as follows:

Product cost per unit $XXX
Markup per unit XXX

Normal selling price per unit $XXX

To illustrate, assume the same data for the production and sale of 100,000
calculators by Digital Solutions Inc. as in the preceding example. The normal
selling price of $18.30 is determined under the product cost concept as follows:

Step 1. Total product cost: $1,500,000
Step 2. Total selling and administrative expenses: $170,000
Step 3. Total product cost per unit: $15.00

Total Cost per Unit ¼ Total Product Cost
Estimated Units Produced and Sold

Total Cost per Unit ¼ $1,500,000
100,000 units

¼ $15.00 per unit

Step 4. Markup percentage: 22%

Desired Profit ¼ Desired Rate of Return � Total Assets

Desired Profit ¼ 20% � $800,000 ¼ $160,000

Markup Percentage ¼
Desired Profit þ Total Selling and

Administrative Expenses
Total Product Cost

Markup Percentage ¼ $160,000 þ $170,000
$1,500,000

¼ $330,000
$1,500,000

¼ 22%
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Step 5. Markup per unit: $3.30

Markup per Unit ¼ Markup Percentage � Product Cost per Unit

Markup per Unit ¼ 22% � $15:00 ¼ $3.30 per unit

Step 6. Normal selling price: $18.30

Total product cost per unit $15.00
Markup per unit 3.30

Normal selling price per unit $18.30

Variable Cost Concept
Under the variable cost concept, only variable costs are included in the cost
amount per unit to which the markup is added. All variable manufacturing
costs, as well as variable selling and administrative expenses, are included in
the cost amount. Fixed manufacturing costs, fixed selling and administrative
expenses, and desired profit are included in the markup. The markup per
unit is then added to the variable cost per unit to determine the normal sell-
ing price.

The variable cost concept is applied using the following steps:

Step 1. Estimate the total variable product cost as follows:

Variable product costs:
Direct materials $XXX
Direct labor XXX
Variable factory overhead XXX

Total variable product cost $XXX

Step 2. Estimate the total variable selling and administrative expenses.
Step 3. Determine the total variable cost as follows:

Total variable product cost $XXX
Total variable selling and administrative expenses XXX

Total variable cost $XXX

Step 4. Compute the variable cost per unit as follows:

Variable Cost per Unit ¼ Total Variable Cost
Estimated Units Produced and Sold

Step 5. Compute the markup percentage as follows:

Markup Percentage ¼ Desired Profit þ Total Fixed Costs and Expenses
Total Variable Cost

The numerator of the markup percentage is the desired profit plus the
total fixed costs (fixed factory overhead) and expenses (selling and admin-
istrative). These fixed costs and expenses must be included in the markup
percentage, since they are not included in the cost amount to which the
markup is added.

As illustrated for the total and product cost concepts, the desired profit is
normally computed based on a rate of return on assets as follows:

Desired Profit ¼ Desired Rate of Return � Total Assets
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Step 6. Determine the markup per unit by multiplying the
markup percentage times the variable cost per unit as
follows:

Markup per Unit ¼ Markup Percentage � Variable Cost per Unit

Step 7. Determine the normal selling price by adding the
markup per unit to the variable cost per unit as
follows:

Variable cost per unit $XXX
Markup per unit XXX

Normal selling price per unit $XXX

To illustrate, assume the same data for the production and
sale of 100,000 calculators by Digital Solutions Inc. as in the
preceding example. The normal selling price of $18.30 is
determined under the variable cost concept as follows:

Step 1. Total variable product cost: $1,450,000

Variable product costs:
Direct materials ($3 � 100,000) $ 300,000
Direct labor ($10 � 100,000) 1,000,000
Variable factory overhead ($1.50 � 100,000) 150,000

Total variable product cost $1,450,000

Step 2. Total variable selling and administrative expenses:
$150,000 ($1.50 � 100,000)

Step 3. Total variable cost: $1,600,000 ($1,450,000 + $150,000)
Step 4. Variable cost per unit: $16.00

Variable Cost per Unit ¼ Total Variable Cost
Estimated Units Produced and Sold

Variable Cost per Unit ¼ $1,600,000
100,000 units

¼ $16 per unit

Step 5. Markup percentage: 14.4% (rounded)

Desired Profit ¼ Desired Rate of Return � Total Assets

Desired Profit ¼ 20% � $800,000 ¼ $160,000

Markup Percentage ¼ Desired Profit þ Total Fixed Costs and Expenses
Total Variable Cost

Markup Percentage ¼ $160,000 þ $50,000 þ $20,000
$1,600,000

¼ $230,000
$1,600,000

Markup Percentage ¼ 14.4%ðroundedÞ
Step 6. Markup per unit: $2.30

Markup per Unit ¼ Markup Percentage � Variable Cost per Unit

Markup per Unit ¼ 14:4% � $16:00 ¼ $2.30 per unit
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Step 7. Normal selling price: $18.30

Total variable cost per unit $16.00
Markup per unit 2.30

Normal selling price per unit $18.30

Choosing a Cost-Plus Approach Cost Concept
All three cost-plus concepts produced the same selling price ($18.30)
for Digital Solutions Inc. The three cost-plus concepts are summarized in
Exhibit 11.

Estimated, rather than actual, costs and expenses may be used with any of
the three cost-plus concepts. Management should be careful, however, when
using estimated or standard costs in applying the cost-plus approach. Spe-
cifically, estimates should be based on normal (attainable) operating levels
and not theoretical (ideal) levels of performance. In product pricing, the
use of estimates based on ideal- or maximum-capacity operating levels could
lead to setting product prices too low. In such cases, the costs of such factors
as normal spoilage or normal periods of idle time might not be considered.

The decision-making needs of management are also an important factor
in selecting a cost concept for product pricing. For example, managers who
often make special pricing decisions are more likely to use the variable cost
concept. In contrast, a government defense contractor would be more likely
to use the total cost concept.

Activity-Based Costing
As illustrated, costs are important in setting product prices and decision
making. Inaccurate costs may lead to incorrect decisions and prices. To
more accurately measure the costs and expenses, some companies use

Cost-Plus Approach to Setting Normal Selling PricesE X H I B I T 11

Normal Selling Price ¼ Cost Amount per Unit þ Markup

Cost Amount per Unit ¼ Cost Amount
Estimated Units Produced and Sold

Markup ¼ Cost Amount per Unit � Markup Percentage

Cost-Plus Concept Cost Amount Markup Percentages

Total cost Manufacturing (product) costs:
Desired Profit

Total Cost
Direct materials
Direct labor
Factory overhead

Selling and administrative expenses

Product cost Manufacturing (product) costs:
Desired Profit þ Total Selling and

Administrative Expenses
Total Product Cost

Direct materials
Direct labor
Factory overhead

Variable cost Variable manufacturing (product) costs:
Desired Profit þ Total Fixed Costs

and Expenses
Total Variable Cost

Direct materials
Direct labor
Variable factory overhead

Variable selling and administrative expenses
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activity-based costing. Activity-based costing (ABC) identifies and traces costs
and expenses to activities and then to specific products.

Activity-based costing is particularly useful when manufacturing opera-
tions involve large amounts of factory overhead. In such cases, traditional
overhead allocation bases such as units produced, direct labor hours, direct
labor costs, or machine hours may yield inaccurate cost allocations. This, in
turn, may result in distorted product costs and product prices.2

Target Costing
Target costing is a method of setting prices that combines market-based
pricing with a cost-reduction emphasis. Under target costing, a future selling
price is anticipated, using the demand-based or the competition-based con-
cepts. The target cost is then determined by subtracting a desired profit from
the expected selling price, as shown below.

Target Cost ¼ Expected Selling Price � Desired Profit

Target costing tries to reduce costs as shown in Exhibit 12. The bar at the
left in Exhibit 12 shows the actual cost and profit that can be earned during
the current period. The bar at the right shows that the market price is ex-
pected to decline in the future. The target cost is estimated as the difference
between the expected market price and the desired profit.

The target cost is normally less than the current cost. Thus, managers
must try to reduce costs from the design and manufacture of the product.

Target Cost ConceptE X H I B I T 12

$ 

Future 

Required cost 
reduction 

Expected Market Price 

Target 
Cost 

Desired 
Profit 

Present 

Actual 
Cost 

Current Market Price

Profit 

“Drift”  

2 Activity-based costing for a service business is discussed and illustrated in Chapter 10.
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The planned cost reduction is sometimes referred to as the cost “drift.” Costs
can be reduced in a variety of ways such as the following:

1. Simplifying the design

2. Reducing the cost of direct materials

3. Reducing the direct labor costs

4. Eliminating waste

Target costing is especially useful in highly competitive markets such as
the market for personal computers. Such markets require continual product
cost reductions to remain competitive.

Production Bottlenecks, Pricing,
and Profits
A production bottleneck (or constraint) is a point in the manufacturing
process where the demand for the company’s product exceeds the ability to

produce the product. The theory of constraints (TOC) is a
manufacturing strategy that focuses on reducing the influence
of bottlenecks on production processes.

Production Bottlenecks and Profits
When a company has a production bottleneck in its production
process, it should attempt to maximize its profits, subject to the
production bottleneck. In doing so, the unit contribution margin
of each product per production bottleneck constraint is used.

To illustrate, assume that PrideCraft Tool Company makes
three types of wrenches: small, medium, and large. All three
products are processed through a heat treatment operation,
which hardens the steel tools. PrideCraft Tool’s heat treatment
process is operating at full capacity and is a production bottle-

neck. The product unit contribution margin and the number of hours of heat
treatment used by each type of wrench are as follows:

Small
Wrench

Medium
Wrench

Large
Wrench

Unit selling price $130 $140 $160
Unit variable cost 40 40 40
Unit contribution margin $ 90 $100 $120

Heat treatment hours per unit 1 hr. 4 hrs. 8 hrs.

The large wrench appears to be the most profitable product because its
unit contribution margin of $120 is the greatest. However, the unit con-
tribution margin can be misleading in a production bottleneck operation.

In a production bottleneck operation, the best measure of profitability is
the unit contribution margin per production bottleneck constraint. For Pri-
deCraft Tool, the production bottleneck constraint is heat treatment process
hours. Therefore, the unit contribution margin per bottleneck constraint is
expressed as follows:

Unit Contribution
Margin per Production

Bottleneck Hour
¼ Unit Contribution Margin

Heat Treatment Hours per Unit

Bottleneck

The sand in the hourglass can   
 pass only as fast as the
 narrowest point 
 in the hourglass
 will allow.

Obj 3 Compute the relative
profitability of products in
bottleneck production
processes.
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The unit contribution per production bottleneck hour for each of the
wrenches produced by PrideCraft Tool is computed below.

Small Wrenches

Unit Contribution Margin per Production
Bottleneck Hour

¼ $90
1 hr.

¼ $90 per hr.

Medium Wrenches

Unit Contribution Margin per Production
Bottleneck Hour

¼ $100
4 hrs.

¼ $25 per hr.

Large Wrenches

Unit Contribution Margin per Production
Bottleneck Hour

¼ $120
8 hrs.

¼ $15 per hr.

The small wrench produces the highest unit contribution margin per
production bottleneck hour (heat treatment) of $90 per hour. In. contrast,
the large wrench has the largest contribution margin per unit of $120, but
has the smallest unit contribution margin per production bottleneck hour of
$15 per hour. Thus, the small wrench is the most profitable product per
production bottleneck hour.

Production Bottlenecks and Pricing
When a company has a production bottleneck, the unit contribution margin
per bottleneck hour is a measure of each product’s profitability. This mea-
sure can be used to adjust product prices to reflect the product’s use of the
bottleneck.

To illustrate, the large wrench produced by PrideCraft Tool Company
uses eight bottleneck hours, but produces a contribution margin per unit of
only $120. As a result, the large wrench is the least profitable of the wrenches
per bottleneck hour ($15 per hour).

PrideCraft Tool Company can improve the profitability of producing
large wrenches by any combination of the following:

1. Increase the selling price of the large wrenches.

2. Decrease the variable cost per unit of the large wrenches.

3. Decrease the heat treatment hours required for the large wrenches.

Assume that the variable cost per unit and the heat treatment hours for
the large wrench cannot be decreased. In this case, PrideCraft Tool might be
able to increase the selling price of the large wrenches.

The price of the large wrench that would make it as profitable as the small
wrench is determined as follows:3

Unit Contribution Margin
per Bottleneck

Hour for Small Wrench
¼

Revised Price of
Large Wrench

−
Unit Variable Cost
for Large Wrench

Bottleneck Hours per Unit
for Large Wrench

3 Assuming that the selling price of the large wrench cannot be increased, the same approach (equation) could
be used to determine the decrease in variable cost per unit or decrease in bottleneck hours that is required to
make the large wrench as profitable as the small wrench.
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$90 ¼ Revised Price of Large Wrench � $40
8

$720 ¼ Revised Price of Large Wrench � $40

$760 ¼ Revised Price of Large Wrench

If the large wrench’s price is increased to $760, it would provide the same
unit contribution margin per bottleneck hour as the small wrench, as shown
below.

Unit Contribution Margin per
Bottleneck Hour

¼ Unit Contribution Margin
Heat Treatment Hours per Unit

Unit Contribution Margin per
Bottleneck Hour

¼ $760− $40
8 hrs.

¼ $90 per hr:

At a price of $760, Pride Craft Tool Company would be indifferent be-
tween producing and selling the small wrench or the large wrench. This
assumes that there is unlimited demand for the products. If the market were
unwilling to purchase the large wrench at a price of $760, then the company
should produce and sell the small wrenches.

How Businesses Make Money

What Is a Product?

A product is often thought of in terms beyond just its physical attributes. For example, why a customer buys a
product usually impacts how a business markets the product. Other considerations, such as warranty needs,
servicing needs, and perceived quality, also affect business strategies.

Consider the four different types of products listed below. For these products, the frequency of purchase, the
profit per unit, and the number of retailers differ. As a result, the sales and marketing approach for each product
differs.

Product
Type of
Product

Frequency of
Purchase

Profit per
Unit

Number of
Retailers

Sales/Marketing
Approach

Snickersâ Convenience Often Low Many Mass advertising
Sonyâ TV Shopping Occasional Moderate Many Mass advertising;

personal selling
Diamond ring Specialty Seldom High Few Personal selling
Prearranged funeral Unsought Rare High Few Aggressive selling

Key Points

1. Prepare differential analysis reports for a
variety of managerial decisions.
Differential analysis reports for leasing or sell-
ing, discontinuing a segment or product, mak-
ing or buying, replacing equipment, processing
or selling, and accepting business at a special
price are illustrated in the text. Each analysis
focuses on the differential revenues and/or
costs of the alternative courses of action.

2. Determine the selling price of a product, using
the total cost, product cost, and variable cost
concepts.
The three cost concepts commonly used in
applying the cost-plus approach to product
pricing are summarized in Exhibit 11.

Activity-based costing can be used to provide
more accurate cost information in applying
cost-plus concepts when indirect costs are
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insignificant. Target costing combines market-
based methods with a cost-reduction emphasis.

3. Compute the relative profitability of products in
bottleneck production processes.
The profitability of a product in a bottleneck
production environment may not be accu-
rately shown in the contribution margin pro-
duct report. Instead, the best measure of

profitability is determined by dividing the
contribution margin per unit by the bottle-
neck hours per unit. The resulting measure
indicates the product’s profitability per hour
of bottleneck use. This information can be
used to support product pricing decisions.

Key Terms

Activity-based costing (ABC) An accounting
framework based on determining the cost of ac-
tivities and allocating these costs to products
using activity rates.

Bottleneck A condition that occurs when pro-
duct demand exceeds product capacity.

Differential analysis The area of accounting
concerned with the effect of alternative courses
of action on revenues and costs.

Differential cost The amount of increase or de-
crease in cost expected from a particular course
of action compared with an alternative.

Differential income (or loss) The difference be-
tween differential revenue and differential cost.

Differential revenue The amount of increase or
decrease in revenue expected from a particular
course of action as compared with an alternative.

Markup An amount that is added to a “cost”
amount to determine product price.

Opportunity cost The amount of income for-
gone from an alternative to a proposed use of
cash or its equivalent.

Product cost concept A concept used in applying
the cost-plus approach to product pricing in
which only the costs of manufacturing the pro-
duct, termed the product costs, are included in the
cost amount to which the markup is added.

Sunk cost A cost that is not affected by sub-
sequent decisions.

Target costing A concept used to design and
manufacture a product at a cost that will deliver a
target profit for a given market-determined price.

Theory of constraints (TOC) A manufacturing
strategy that attempts to remove the influence of
bottlenecks (constraints) on a process.

Total cost concept A concept used in applying the
cost-plus approach to product pricing in which all
the costs of manufacturing the product plus the
selling and administrative expenses are included
in the cost amount to which the markup is added.

Variable cost concept Often referred to as vari-
able costing, a method of reporting variable and
fixed costs that includes only the variable manu-
facturing costs in the cost of the product.

Illustrative Problem

Inez Company recently began production of a new product, M, which required
the investment of $1,600,000 in assets. The costs of producing and selling 80,000
units of Product M are estimated as follows:

Variable costs:
Direct materials $ 10.00 per unit
Direct labor 6.00
Factory overhead 4.00
Selling and administrative expenses 5.00

Total $ 25.00 per unit
Fixed costs:

Factory overhead $800,000
Selling and administrative expenses 400,000
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Inez Company is currently considering establishing a selling price for
Product M. The president of Inez Company has decided to use the cost-plus
approach to product pricing and has indicated that Product M must earn a
10% rate of return on invested assets.

Instructions
1. Determine the amount of desired profit from the production and sale of

Product M.

2. Assuming that the total cost concept is used, determine (a) the cost amount
per unit, (b) the markup percentage, and (c) the selling price of Product M.

3. Assuming that the product cost concept is used, determine (a) the cost amount
per unit, (b) the markup percentage, and (c) the selling price of Product M.

4. Assuming that the variable cost concept is used, determine (a) the cost amount
per unit, (b) the markup percentage, and (c) the selling price of Product M.

5. Assume that for the current year, the selling price of Product M was $42 per
unit. To date, 60,000 units have been produced and sold, and analysis of the
domestic market indicates that 15,000 additional units are expected to be sold
during the remainder of the year. Recently, Inez Company received an offer
from Wong Inc. for 4,000 units of Product M at $28 each. Wong Inc. will
market the units in Korea under its own brand name, and no additional
selling and administrative expenses associated with the sale will be incurred
by Inez Company. The additional business is not expected to affect the do-
mestic sales of Product M, and the additional units could be produced during
the current year, using existing capacity. (a) Prepare a differential analysis
report of the proposed sale to Wong Inc. (b) Based on the differential analysis
report in (a), should the proposal be accepted?

Solution
1. $160,000 ($1,600,000 � 10%)

2. a. Total costs:

Variable ($25 � 80,000 units) $2,000,000
Fixed ($800,000 + $400,000) 1,200,000
Total $3,200,000

Cost amount per unit: $3,200,000 � 80,000 units = $40.00

b. Markup Percentage ¼ Desired Profit
Total Costs

Markup Percentage ¼ $160,000
$3,200,000

¼ 5%

c. Cost amount per unit $40.00
Markup ($40 � 5%) 2.00
Selling price $42.00

3. a. Total manufacturing costs:

Variable ($20 � 80,000 units) $1,600,000
Fixed factory overhead 800,000
Total $2,400,000

Cost amount per unit: $2,400,000 � 80,000 units = $30.00
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b. Markup Percentage ¼
Desired
Profit

þ Total Selling and
Administrative Expenses

Total Manufacturing Costs

Markup Percentage ¼ $160,000 þ $400,000 þ ð$5 � 80,000 unitsÞ
$2,400,000

Markup Percentage ¼ $160,000 þ $400,000 þ $400,000
$2,400,000

Markup Percentage ¼ $960,000
$2,400,000

¼ 40%

c. Cost amount per unit $30.00
Markup ($30 � 40%) 12.00
Selling price $42.00

4. a. Variable cost amount per unit: $25

Total variable costs: $25 � 80,000 units = $2,000,000

b. Markup Percentage ¼ Desired Profit þ Total Fixed Costs
Total Variable Costs

Markup Percentage ¼ $160,000 þ $800,000 þ $400,000
$2,000,000

Markup Percentage ¼ $1,360,000
$2,000,000

¼ 68%

c. Cost amount per unit $25.00
Markup ($25 � 68%) 17.00
Selling price $42.00

5. a. Proposal to Sell to Wong Inc.

Differential revenue from accepting offer:
Revenue from sale of 4,000 additional units at $28 $112,000

Differential cost from accepting offer:
Variable production costs of 4,000 additional units at $20 80,000

Differential income from accepting offer $ 32,000

b. The proposal should be accepted.

Self-Examination Questions (Answers appear at the end of chapter)

1. Marlo Company is considering discontinuing
a product. The costs of the product consist of
$20,000 fixed costs and $15,000 variable
costs. The variable operating expenses re-
lated to the product total $4,000. What is the
differential cost?
A. $19,000
B. $15,000
C. $35,000
D. $39,000

2. Victor Company is considering disposing of
equipment that was originally purchased for
$200,000 and has $150,000 of accumulated
depreciation to date. The same equipment
would cost $310,000 to replace. What is the
sunk cost?
A. $50,000
B. $150,000
C. $200,000
D. $310,000
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3. Henry Company is considering spending
$100,000 for a new grinding machine. This
amount could be invested to yield a 12% re-
turn. What is the opportunity cost?
A. $112,000
B. $88,000
C. $12,000
D. $100,000

4. For which cost concept used in applying
the cost-plus approach to product pricing
are fixed manufacturing costs, fixed selling
and administrative expenses, and desired
profit allowed for in determining the
markup?
A. Total cost
B. Product cost
C. Variable cost
D. Standard cost

5. Mendosa Company produces three products.
All the products use a furnace operation,
which is a production bottleneck. The fol-
lowing information is available:

Product 1 Product 2 Product 3

Unit volume—March 1,000 1,500 1,000
Per-unit information:

Sales price $35 $33 $29
Variable cost 15 15 15
Unit contribution

margin $20 $18 $14

Furnace hours 4 3 2

From a profitability perspective, which product
should be emphasized in April’s advertising
campaign?

A. Product 1

B. Product 2

C. Product 3

D. All three

Class Discussion Questions

1. Explain the meaning of (a) differential rev-
enue, (b) differential cost, and (c) differ-
ential income.

2. It was reported that Exabyte Corporation, a fast
growing Colorado marketer of backup tape
drives, has decided to purchase key compo-
nents of its product from others. For ex-
ample, Sony Corporation of America provides
Exabyte with mechanical decks, and
Solectron Corporation provides circuit boards.
A former chief executive officer of Exabyte
stated, “If we’d tried to build our own plants,
we could never have grown that fast or maybe
survived.” The decision to purchase key pro-
duct components is an example of what type
of decision illustrated in this chapter?

3. A company could sell a building for $250,000
or lease it for $2,500 per month. What would
need to be considered in determining if the
lease option would be preferred?

4. A chemical company has a commodity-grade
and premium-grade product. Why might the
company elect to process the commodity-
grade product further to the premium-grade
product?

5. A company accepts incremental business at a
special price that exceeds the variable cost.
What other issues must the company consider
in deciding whether to accept the business?

6. A company fabricates a component at a cost
of $6.00. A supplier offers to supply the same
component for $5.50. Under what circum-
stances is it reasonable to purchase from the
supplier?

7. Many fast-food restaurant chains, such as
McDonald’s, will occasionally discontinue res-
taurants in their system. What are some
financial considerations in deciding to elim-
inate a store?

8. In the long run, the normal selling price must
be set high enough to cover what factors?

9. Why might the use of ideal standards in apply-
ing the cost-plus approach to product pricing
lead to setting product prices that are too low?

10. Although the cost-plus approach to product
pricing may be used by management as a
general guideline, what are some examples
of other factors that managers should also
consider in setting product prices?
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11. What method of determining product cost
may be appropriate in settings where the
manufacturing process is complex?

12. How does the target cost concept differ from
cost-plus approaches?

13. Under what circumstances is it appropriate to
use the target cost concept?

14. What is a production bottleneck?

15. What is the appropriate measure of a pro-
duct’s value when a firm is operating under
production bottlenecks?

Exercises

Inman Construction Company is considering selling excess machinery with a
book value of $280,000 (original cost of $400,000 less accumulated depre-
ciation of $120,000) for $292,000, less a 5% brokerage commission. Alter-
natively, the machinery can be leased for a total of $312,000 for five years,
after which it is expected to have no residual value. During the period of the
lease, Inman Construction Company’s costs of repairs, insurance, and
property tax expenses are expected to be $36,000.

a. Prepare a differential analysis report, dated January 3, 2010, for the lease
or sell decision.

b. On the basis of the data presented, would it be advisable to lease or sell
the machinery? Explain.

A condensed income statement by product line for British Beverage Inc.
indicated the following for Royal Cola for the past year:

Sales $254,000
Cost of goods sold 122,000
Gross profit $132,000
Operating expenses 156,000
Loss from operations $ (24,000)

It is estimated that 16% of the cost of goods sold represents fixed factory
overhead costs and that 20% of the operating expenses are fixed. Since
Royal Cola is only one of many products, the fixed costs will not be materially
affected if the product is discontinued.

a. Prepare a differential analysis report, dated March 3, 2010, for the pro-
posed discontinuance of Royal Cola.

b. Should Royal Cola be retained? Explain.

The condensed product-line income statement for Suffolk China Ware
Company for the month of December is as follows:

Suffolk China Ware Company
Product-Line Income Statement

For the Month Ended December 31, 2010

Bowls Plates Cups
Sales $54,000 $68,500 $24,500
Cost of goods sold 22,400 31,700 11,900
Gross profit $31,600 $36,800 $12,600
Selling and administrative expenses 28,300 25,300 20,400
Income from operations $ 3,300 $11,500 $ (7,800)

E12-1
Lease or sell decision

Obj 1
S P R E A D S H E E T

✓ a. Differential revenue
from lease, $20,000

E12-2
Differential analysis report for a
discontinued product

Obj 1

✓ a. Differential variable
costs, $227,280

E12-3
Differential analysis report for a
discontinued product

Obj 1
S P R E A D S H E E T

✓ a. Differential income:
bowls, $17,980
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Fixed costs are 15% of the cost of goods sold and 40% of the selling and
administrative expenses. Suffolk China Ware assumes that fixed costs would
not be materially affected if the Cups line were discontinued.

a. Prepare a differential analysis report for all three products for December,
2010.

b. Should the Cups line be retained? Explain.

The Charles Schwab Corporation is one of the more innovative brokerage and
financial service companies in the United States. The company provided
information about its major business segments as follows (in millions) for
2007:

Individual
Investor

Institutional
Investor

Corporate and
Retirement Services

Revenues $3,352 $1,121 $506
Income from operations 1,237 482 139
Depreciation 98 25 15

a. How do you believe Schwab defines the difference between the “In-
dividual Investor” and “Institutional Investor” segments?

b. Provide a specific example of a variable and fixed cost in the “Individual
Investor” segment.

c. Estimate the contribution margin for each segment.
d. If Schwab decided to sell its “Institutional Investor” accounts to another

company, estimate how much operating income would decline.

On the basis of the following data, the general manager of Sole Mates Inc.
decided to discontinue Children’s Shoes because it reduced income from
operations by $28,000. What is the flaw in this decision?

Sole Mates Inc.
Product-Line Income Statement

For the Year Ended August 31,2010

Children’s
Shoes

Men’s
Shoes

Women’s
Shoes Total

Sales $170,000 $300,000 $500,000 $970,000
Costs of goods sold:

Variable costs $100,000 $150,000 $220,000 $470,000
Fixed costs 50,000 60,000 120,000 230,000
Total cost of goods sold $150,000 $210,000 $340,000 $700,000

Gross profit $ 20,000 $ 90,000 $160,000 $270,000
Selling and administrative expenses:

Variable selling and admin. expenses $ 30,000 $ 45,000 $ 95,000 $170,000
Fixed selling and admin. expenses 18,000 20,000 25,000 63,000
Total selling and admin. expenses $ 48,000 $ 65,000 $120,000 $233,000

Income (loss) from operations $(28,000) $ 25,000 $ 40,000 $ 37,000

Companion Computer Company has been purchasing carrying cases for its
portable computers at a delivered cost of $68 per unit. The company, which
is currently operating below full capacity, charges factory overhead to

E12-4
Segment analysis, Charles
Schwab Corporation

Obj 1

E12-5
Decision to discontinue a
product

Obj 1

E12-6
Make-or-buy decision

Obj 1
S P R E A D S H E E T

✓ a. Cost savings from
making, $6.20 per case
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production at the rate of 40% of direct labor cost. The fully absorbed unit costs
to produce comparable carrying cases are expected to be as follows:

Direct materials $25.00
Direct labor 32.00
Factory overhead (40% of direct labor) 12.80
Total cost per unit $69.80

If Companion Computer Company manufactures the carrying cases, fixed
factory overhead costs will not increase and variable factory overhead costs as-
sociated with the cases are expected to be 15% of the direct labor costs.

a. Prepare a differential analysis report, dated October 11, 2010, for the make-
or-buy decision.

b. On the basis of the data presented, would it be advisable to make the carrying
cases or to continue buying them? Explain.

The Theater Arts Guild of Chicago (TAG-C) employs five people in its Publica-
tion Department. These people lay out pages for pamphlets, brochures, and
other publications for the TAG-C productions. The pages are delivered to an
outside company for printing. The company is considering an outside publica-
tion service for the layout work. The outside service is quoting a price of $15 per
layout page. The budget for the Publication Department for 2010 is as follows:

Salaries $220,000
Benefits 35,000
Supplies 30,000
Office expenses 25,000
Office depreciation 30,000
Computer depreciation 22,000

Total $362,000

The department expects to lay out 20,000 pages for 2010. The computers used
by the department have an estimated residual value of $7,000. The Publication
Department office space would be used for future administrative needs, if the
department’s function were purchased from the outside.

a. Prepare a differential analysis report, dated December 15, 2009, for the make-
or-buy decision, considering the 2010 differential revenues and costs.

b. On the basis of your analysis in part (a), should the page layout work be
purchased from an outside company?

c. What additional considerations might factor into the decision making?

A company is considering replacing an old piece of machinery, which cost
$600,000 and has $350,000 of accumulated depreciation to date, with a new
machine that costs $450,000. The old equipment could be sold for $72,000. The
annual variable production costs associated with the old machine are estimated
to be $165,000 for eight years. The annual variable production costs for the new
machine are estimated to be $112,750 for eight years.

a. Determine the total and annualized differential income or loss anticipated
from replacing the old machine.

b. What is the sunk cost in this situation?

E12-7
Make-or-buy decision

Obj 1
S P R E A D S H E E T

E12-8
Machine replacement
decision

Obj 1
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Singapore Digital Components Company assembles circuit boards by using a
manually operated machine to insert electronic components. The original cost
of the machine is $60,000, the accumulated depreciation is $24,000, its remain-
ing useful life is five years, and its residual value is negligible. On February 20,
2010, a proposal was made to replace the present manufacturing procedure with
a fully automatic machine that will cost $111,000. The automatic machine has an
estimated useful life of five years and no significant residual value. For use in
evaluating the proposal, the accountant accumulated the following annual data
on present and proposed operations:

Present
Operations

Proposed
Operations

Sales $290,000 $290,000

Direct materials $ 86,000 $ 86,000
Direct labor 40,000 —
Power and maintenance 8,000 30,000
Taxes, insurance, etc. 4,000 7,000
Selling and administrative expenses 65,000 65,000
Total expenses $203,000 $188,000

a. Prepare a differential analysis report for the proposal to replace the machine.
Include in the analysis both the net differential change in costs anticipated
over the five years and the net annual differential change in costs anticipated.

b. Based only on the data presented, should the proposal be accepted?
c. What are some of the other factors that should be considered before a final

decision is made?

Bunyon Lumber Company incurs a cost of $490 per hundred board feet in
processing certain “rough-cut” lumber, which it sells for $635 per hundred board
feet. An alternative is to produce a “finished cut” at a total processing cost of
$565 per hundred board feet, which can be sold for $840 per hundred board
feet. What is the amount of (a) the differential revenue, (b) differential cost, and
(c) differential income for processing rough-cut lumber into finished cut?

Seattle Roast Coffee Company produces Columbian coffee in batches of 8,000
pounds. The standard quantity of materials required in the process is 8,000
pounds, which cost $5.00 per pound. Columbian coffee can be sold without
further processing for $10.80 per pound. Columbian coffee can also be pro-
cessed further to yield Decaf Columbian, which can be sold for $12.50 per
pound. The processing into Decaf Columbian requires additional processing
costs of $10,500 per batch. The additional processing will also cause a 5% loss of
product due to evaporation.

a. Prepare a differential analysis report for the decision to sell or process
further.

b. Should Seattle Roast sell Columbian coffee or process further and sell Decaf
Columbian?

c. Determine the price of Decaf Columbian that would cause neither an ad-
vantage nor disadvantage for processing further and selling Decaf Columbian.

E12-9
Differential analysis report for
machine replacement

Obj 1
S P R E A D S H E E T

✓ a. Annual differential
increase in costs,
$7,200

E12-10
Sell or process further

Obj 1

✓ a. $205

E12-11
Sell or process further

Obj 1
S P R E A D S H E E T
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Down Home Jeans Co. has an annual plant capacity of 65,000 units, and current
production is 45,000 units. Monthly fixed costs are $40,000, and variable costs
are $22 per unit. The present selling price is $35 per unit. On March 18, 2010,
the company received an offer from Fields Company for 18,000 units of the
product at $29 each. Fields Company will market the units in a foreign country
under its own brand name. The additional business is not expected to affect the
domestic selling price or quantity of sales of Down Home Jeans Co.

a. Prepare a differential analysis report for the proposed sale to Fields Company.
b. Briefly explain the reason why accepting this additional business will increase

operating income.
c. What is the minimum price per unit that would produce a contribution

margin?

Power Serve Company expects to operate at 85% of productive capacity during
April. The total manufacturing costs for April for the production of 30,000 bat-
teries are budgeted as follows:

Direct materials $285,000
Direct labor 104,000
Variable factory overhead 31,000
Fixed factory overhead 58,000
Total manufacturing costs $478,000

The company has an opportunity to submit a bid for 2,000 batteries to be
delivered by April 30 to a government agency. If the contract is obtained, it is
anticipated that the additional activity will not interfere with normal production
during April or increase the selling or administrative expenses. What is the unit
cost below which Power Serve Company should not go in bidding on the gov-
ernment contract?

Roadworthy Tire and Rubber Company has capacity to produce 170,000 tires.
Roadworthy presently produces and sells 130,000 tires for the North American
market at a price of $90 per tire. Roadworthy is evaluating a special order from a
European automobile company, Euro Motors. Euro is offering to buy 25,000
tires for $75 per tire. Roadworthy’s accounting system indicates that the total
cost per tire is as follows:

Direct materials $32
Direct labor 8
Factory overhead (60% variable) 25
Selling and administrative expenses (35% variable) 20
Total $85

Roadworthy pays a selling commission equal to 5% of the selling price on
North American orders, which is included in the variable portion of the selling
and administrative expenses. However, this special order would not have a sales
commission. If the order was accepted, the tires would be shipped overseas for
an additional shipping cost of $6.00 per tire. In addition, Euro has made the
order conditional on receiving European safety certification. Roadworthy esti-
mates that this certification would cost $125,000.

E12-12
Decision on accepting
additional business

Obj 1

✓ a. Differential
income, $126,000

E12-13
Accepting business
at a special price

Obj 1

E12-14
Decision on accepting
additional business

Obj 1
S P R E A D S H E E T

✓ a. Differential
revenue, $1,875,000
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a. Prepare a differential analysis report dated May 4, 2010, for the proposed sale
to Euro Motors.

b. What is the minimum price per unit that would be financially acceptable to
Roadworthy?

MyPhone Inc. uses the total cost concept of applying the cost-plus approach to
product pricing. The costs of producing and selling 5,000 units of cellular
phones are as follows:

Variable costs: Fixed costs:
Direct materials $125 per unit Factory overhead $215,000
Direct labor 45 Selling and adm. exp. 75,000
Factory overhead 40
Selling and adm. exp. 30
Total $240 per unit

MyPhone desires a profit equal to a 25% rate of return on invested assets of
$400,000.

a. Determine the amount of desired profit from the production and sale of
cellular phones.

b. Determine the total costs and the cost amount per unit for the production
and sale of 5,000 units of cellular phones.

c. Determine the total cost markup percentage (rounded to two decimal places)
for cellular phones.

d. Determine the selling price of cellular phones. Round to the nearest dollar.

Based on the data presented in Exercise 12-15, assume that MyPhone Inc. uses
the product cost concept of applying the cost-plus approach to product pricing.

a. Determine the total manufacturing costs and the cost amount per unit for the
production and sale of 5,000 units of cellular phones.

b. Determine the product cost markup percentage (rounded to two decimal
places) for cellular phones.

c. Determine the selling price of cellular phones. Round to the nearest dollar.

Based on the data presented in Exercise 12-15, assume that MyPhone Inc. uses
the variable cost concept of applying the cost-plus approach to product pricing.

a. Determine the variable costs and the cost amount per unit for the production
and sale of 5,000 units of cellular phones.

b. Determine the variable cost markup percentage (rounded to two decimal
places) for cellular phones.

c. Determine the selling price of cellular phones. Round to the nearest dollar.

Toyota Motor Corporation uses target costing. Assume that Toyota marketing
personnel estimate that the competitive selling price for the Camry in the up-
coming model year will need to be $22,000. Assume further that the Camry’s
total unit cost for the upcoming model year is estimated to be $18,100 and that
Toyota requires a 20% profit margin on selling price (which is equivalent to a
25% markup on total cost).

a. What price will Toyota establish for the Camry for the upcoming model year?
b. What impact will target costing have on Toyota, given the assumed

information?

E12-15
Total cost concept of product
costing

Obj 2

✓ d. $318

E12-16
Product cost concept
of product pricing

Obj 2

✓ b. 25.69%

E12-17
Variable cost concept
of product pricing

Obj 2

✓ b. 32.5%

E12-18
Target costing

Obj 2
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Laser Cast, Inc., manufactures color laser printers. Model A200 presently sells for
$400 and has a total product cost of $320, as follows:

Direct materials $230
Direct labor 60
Factory overhead 30
Total $320

It is estimated that the competitive selling price for color laser printers of this
type will drop to $380 next year. Laser Cast has established a target cost to
maintain its historical markup percentage on product cost. Engineers have
provided the following cost reduction ideas:

1. Purchase a plastic printer cover with snap-on assembly. This will reduce the
amount of direct labor by nine minutes per unit.

2. Add an inspection step that will add six minutes per unit of direct labor but
reduce the materials cost by $8 per unit.

3. Decrease the cycle time of the injection molding machine from four minutes
to three minutes per part. Thirty percent of the direct labor and 42% of the
factory overhead is related to running injection molding machines.

The direct labor rate is $25 per hour.

a. Determine the target cost for Model A200 assuming that the historical
markup on product cost is maintained.

b. Determine the required cost reduction.
c. Evaluate the three engineering improvements to determine if the required

cost reduction (drift) can be achieved.

Armstrong Alloys Inc. has three grades of metal product, Type 5, Type 10, and
Type 20 Financial data for the three grades are as follows:

Type 5 Type 10 Type 20

Revenues $36,000 $40,000 $22,000
Variable cost $22,500 $20,000 $15,000
Fixed cost 6,000 6,000 6,000
Total cost $28,500 $26,000 $21,000
Income from operations $ 7,500 $14,000 $ 1,000
Number of units � 5,000 � 5,000 � 5,000
Income from operations per unit $ 1.50 $ 2.80 $ 0.20

Armstrong’s operations require all three grades to be melted in a furnace
before being formed. The furnace runs 24 hours a day, 7 days a week, and is a
production bottleneck. The furnace hours required per unit of each product are
as follows:

Type 5: 5 hours
Type 10: 10 hours
Type 20: 5 hours

The Marketing Department is considering a new marketing and sales cam-
paign. Which product should be emphasized in the marketing and sales
campaign in order to maximize profitability?

E12-19
Target costing

Obj 2

✓ b. $16

E12-20
Product decisions under
bottlenecked operations

Obj 3

Differential Analysis and Product Pricing 495



Ohio Glass Company manufactures three types of safety plate glass: large, me-
dium, and small. All three products have high demand. Thus, Ohio Glass is able
to sell all the safety glass that it can make. The production process includes an
autoclave operation, which is a pressurized heat treatment. The autoclave is a
production bottleneck. Total fixed costs are $74,000. In addition, the following
information is available about the three products:

Large Medium Small

Unit selling price $120 $100 $90
Unit variable cost 96 85 75
Unit contribution margin $ 24 $ 15 $15

Autoclave hours per unit 4 2 1
Total process hours per unit 8 6 3
Budgeted units of production 3,000 3,000 3,000

a. Determine the contribution margin by glass type and the total company
income from operations for the budgeted units of production.

b. Prepare an analysis showing which product is the most profitable per bottle-
neck hour.

Based on the data presented in Exercise 12-21, assume that Ohio Glass wanted to
price all products so that they produced the same profit potential as the highest
profit product. Thus, determine the prices for each of the products so that they
would produce a profit equal to the highest profit product.

Problems

On March 1, Midway Distribution Company is considering leasing a building
and buying the necessary equipment to operate a public warehouse. Alter-
natively, the company could use the funds to invest in $750,000 of 7% U.S.
Treasury bonds that mature in 14 years. The bonds could be purchased at face
value. The following data have been assembled:

Cost of equipment $750,000
Life of equipment 14 years
Estimated residual value of equipment $76,000
Yearly costs to operate the warehouse,

excluding depreciation of equipment $195,000
Yearly expected revenues—years 1–7 $330,000
Yearly expected revenues—years 8–14 $280,000

Instructions
1. Prepare a report as of March 1, 2010, presenting a differential analysis of the

proposed operation of the warehouse for the 14 years as compared with
present conditions.

2. Based on the results disclosed by the differential analysis, should the proposal
be accepted?

3. If the proposal is accepted, what is the total estimated income from opera-
tions of the warehouse for the 14 years?

E12-21
Product decisions under
bottlenecked operations

Obj 3

✓ a. Total income from
operations, $88,000

E12-22
Product pricing under
bottlenecked operations

Obj 3

✓ Medium, $115

P12-1
Differential analysis report
involving opportunity costs

Obj 1
S P R E A D S H E E T
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Flint Tooling Company is considering replacing a machine that has been used in
its factory for two years. Relevant data associated with the operations of the old
machine and the new machine, neither of which has any estimated residual
value, are as follows:

Old Machine

Cost of machine, eight-year life $48,000
Annual depreciation (straight-line) 6,000
Annual manufacturing costs, excluding depreciation 14,500
Annual nonmanufacturing operating expenses 2,900
Annual revenue 29,600
Current estimated selling price of the machine 18,000

New Machine

Cost of machine, six-year life $58,500
Annual depreciation (straight-line) 9,750
Estimated annual manufacturing costs,

exclusive of depreciation
5,200

Annual nonmanufacturing operating expenses and revenue are not expected
to be affected by purchase of the new machine.

Instructions
1. Prepare a differential analysis report as of May 22, 2010, comparing opera-

tions utilizing the new machine with operations using the present equipment.
The analysis should indicate the differential income that would result over
the six-year period if the new machine is acquired.

2. List other factors that should be considered before a final decision is reached.

Glide Shoe Company is planning a one-month campaign for May to promote
sales of one of its two shoe products. A total of $125,000 has been budgeted for
advertising, contests, redeemable coupons, and other promotional activities.
The following data have been assembled for their possible usefulness in deciding
which of the products to select for the campaign.

Tennis Shoe Walking Shoe

Unit selling price $110 $100
Unit production costs:

Direct materials $ 20 $ 22
Direct labor 8 9
Variable factory overhead 5 6
Fixed factory overhead 12 10
Total unit production costs $ 45 $ 47

Unit variable selling expenses 7 5
Unit fixed selling expenses 16 12

Total unit costs $ 68 $ 64
Operating income per unit $ 42 $ 36

P12-2
Differential analysis report for
machine replacement proposal

Obj 1
S P R E A D S H E E T

P12-3
Differential analysis report for
sales promotion proposal

Obj 1
S P R E A D S H E E T

✓ Differential income,
tennis shoe, $225,000
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No increase in facilities would be necessary to produce and sell the increased
output. It is anticipated that 5,000 additional units of tennis shoes or 6,000 ad-
ditional units of walking shoes could be sold without changing the unit selling
price of either product.

Instructions
1. Prepare a differential analysis report as of May 13, 2010, presenting the ad-

ditional revenue and additional costs anticipated from the promotion of
tennis shoes and walking shoes.

2. The sales manager had tentatively decided to promote walking shoes, esti-
mating that operating income would be increased by $91,000 ($36 operating
income per unit for 6,000 units, less promotion expenses of $125,000). The
manager also believed that the selection of tennis shoes would increase op-
erating income by $85,000 ($42 operating income per unit for 5,000 units,
less promotion expenses of $125,000). State briefly your reasons for sup-
porting or opposing the tentative decision.

The management of Allegheny Valley Aluminum Co. is considering whether to
process aluminum ingot further into rolled aluminum. Rolled aluminum can be
sold for $1,600 per ton, and ingot can be sold without further processing for
$950 per ton. Ingot is produced in batches of 66 tons by smelting 400 tons of
bauxite, which costs $450 per ton. Rolled aluminum will require additional
processing costs of $425 per ton of ingot, and 1.2 tons of ingot will produce 1 ton
of rolled aluminum (due to trim losses).

Instructions
1. Prepare a report as of December 20, 2010, presenting a differential analysis

associated with the further processing of aluminum ingot to produce rolled
aluminum.

2. Briefly report your recommendations.

Night Watch Company recently began production of a new product, the halogen
light, which required the investment of $500,000 in assets. The costs of produ-
cing and selling 12,000 halogen lights are estimated as follows:

Variable costs per unit: Fixed costs:
Direct materials $22 Factory overhead $120,000
Direct labor 12 Selling and administrative

expenses 60,000Factory overhead 6
Selling and administrative

expenses 4
Total $44

Night Watch Company is currently considering establishing a selling price for
the halogen light. The president of Night Watch Company has decided to use
the cost-plus approach to product pricing and has indicated that the halogen
light must earn a 12% rate of return on invested assets.

P12-4
Differential analysis report for
further processing

Obj 1

✓ 1. Differential
revenue, $25,300

P12-5
Product pricing using the cost-
plus approach concepts;
differential analysis report for
accepting additional business

Objs 1, 2

✓ 3. b. Markup
percentage, 28%
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Instructions
1. Determine the amount of desired profit from the production and sale of the

halogen light.
2. Assuming that the total cost concept is used, determine (a) the cost amount

per unit, (b) the markup percentage (rounded to two decimal places), and
(c) the selling price of the halogen light (rounded to nearest whole dollar).

3. Assuming that the product cost concept is used, determine (a) the cost
amount per unit, (b) the markup percentage, and (c) the selling price of the
halogen light.

4. Assuming that the variable cost concept is used, determine (a) the cost
amount per unit, (b) the markup percentage (rounded to two decimal pla-
ces), and (c) the selling price of the halogen light (rounded to nearest whole
dollar).

5. Comment on any additional considerations that could influence establishing
the selling price for the halogen light.

6. Assume that as of September 1, 2010, 7,000 units of halogen light have been
produced and sold during the current year. Analysis of the domestic market
indicates that 3,000 additional units of the halogen light are expected to be
sold during the remainder of the year at the normal product price de-
termined under the total cost concept. On September 5, Night Watch Com-
pany received an offer from Forever Glow Inc. for 2,000 units of the halogen
light at $45 each. Forever Glow Inc. will market the units in Japan under its
own brand name, and no selling and administrative expenses associated with
the sale will be incurred by Night Watch Company. The additional business is
not expected to affect the domestic sales of the halogen light, and the addi-
tional units could be produced using existing capacity.
a. Prepare a differential analysis report of the proposed sale to Forever Glow

Inc.
b. Based on the differential analysis report in part (a), should the proposal be

accepted?

Delaware Bay Chemical Company produces three products: ethylene, butane,
and ester. Each of these products has high demand in the market, and Delaware
Bay Chemical is able to sell as much as it can produce of all three. The reaction
operation is a bottleneck in the process and is running at 100% of capacity.
Delaware Bay wants to improve chemical operation profitability. The variable
conversion cost is $7 per process hour. The fixed cost is $550,000. In addition,
the cost analyst was able to determine the following information about the three
products:

Ethylene Butane Ester

Budgeted units produced 9,000 9,000 9,000
Total process hours per unit 3 3 2
Reactor hours per unit 1.0 0.8 0.5
Unit selling price $165 $128 $115
Direct materials cost per unit $110 $75 $85

The reaction operation is part of the total process for each of these three
products. Thus, for example, 1.0 of the 3 hours required to process ethylene are
associated with the reactor.

P12-6
Product pricing and profit
analysis with bottleneck
operations

Objs 1, 3
S P R E A D S H E E T

✓ 1. Ethylene, $34
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Instructions
1. Determine the unit contribution margin for each product.

2. Provide an analysis to determine the relative product profitabilities, assuming
that the reactor is a bottleneck.

3. Assume that management wishes to improve profitability by increasing prices
on selected products. At what price would ethylene and ester need to be
offered in order to produce the same relative profitability as butane?

Activities

Lucinda Lopez is a cost accountant for Northern Apparel Inc. Marcus Murry,
vice president of marketing, has asked Lucinda to meet with representatives of
Northern Apparel’s major competitor to discuss product cost data. Marcus in-
dicates that the sharing of these data will enable Northern to determine a fair
and equitable price for its products.

Would it be ethical for Lucinda to attend the meeting and share the relevant
cost data?

A manager of Fairways and Greens Sporting Goods Company is considering ac-
cepting an order from an overseas customer. This customer has requested an
order for 20,000 dozen golf balls at a price of $24 per dozen. The variable cost to
manufacture a dozen golf balls is $18 per dozen. The full cost is $26 per dozen.
Fairways and Greens has a normal selling price of $34 per dozen. Fairways and
Greens’ plant has just enough excess capacity on the second shift to make the
overseas order.

What are some considerations in accepting or rejecting this order?

If you are not familiar with Priceline.com Inc., go to its Web site. Assume that an
individual “names a price” of $70 on Priceline.com for a room in Dallas, Texas,
on August 24. Assume that August 24 is a Saturday, with low expected room
demand in Dallas at a Marriott International, Inc., hotel, so there is excess room
capacity. The fully allocated cost per room per day is assumed from hotel records
as follows:

Housekeeping labor cost* $ 34
Hotel depreciation expense 42
Cost of room supplies (soap, paper, etc.) 6
Laundry labor and material cost* 10
Cost of desk staff 5
Utility cost (mostly air conditioning) 4

Total cost per room per day $101

*Both housekeeping and laundry staff include many part-time
workers, so that the workload is variable to demand.

Should Marriott accept the customer bid for a night in Dallas on August 24 at
a price of $70?

A12-1
Product pricing
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The following conversation took place between Cam Hudson, vice president of
marketing, and Alan Attawry, controller of Digi-Comp Computer Company:

Cam: I am really excited about our new computer coming out. I think it will be a
real market success.

Alan: I’m really glad you think so. I know that our success will be determined by
our price. If our price is too high, our competitors will be the ones with the
market success.

Cam: Don’t worry about it. We’ll just mark our product cost up by 25% and it will
all work out. I know we’ll make money at those markups. By the way, what does
the estimated product cost look like?

Alan: Well, there’s the rub. The product cost looks as if it’s going to come in at
around $1,200. With a 25% markup, that will give us a selling price of $1,500.

Cam: I see your concern. That’s a little high. Our research indicates that com-
puter prices are dropping and that this type of computer should be selling for
around $1,250 when we release it to the market.

Alan: I’m not sure what to do.

Cam: Let me see if I can help. How much of the $1,200 is fixed cost?

Alan: About $200.

Cam: There you go. The fixed cost is sunk. We don’t need to consider it in our
pricing decision. If we reduce the product cost by $200, the new price with a 25%
markup would be right at $1,250. Boy, I was really worried for a minute there.
I knew something wasn’t right.

a. If you were Alan, how would you respond to Cam’s solution to the pricing
problem?

b. How might target costing be used to help solve this pricing dilemma?

Many businesses are offering their products and services over the Internet. Some
of these companies and their Internet addresses are listed below.

Company Name Internet Address (URL) Product

Delta Air Lines http://www.delta.com Airline tickets
Amazon.com http://www.amazon.com Books
Dell Inc. http://www.dell.com Personal computers

a. In groups of three, assign each person in your group to one of the Internet
sites listed above. For each site, determine the following:

1. A product (or service) description.

2. A product price.

3. A list of costs that are required to produce and sell the product selected in
part (1) as listed in the annual report on SEC Form 10-K.

4. Whether the costs identified in part (3) are fixed costs or variable costs.

b. Which of the three products do you believe has the largest markup on vari-
able cost?

A12-4
Cost-plus and target costing
concepts

A12-5
Pricing decisions and markup
on variable costs
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Answers to Self-Examination Questions

1. A Differential cost is the amount of increase
or decrease in cost that is expected from a
particular course of action compared with
an alternative. For Marlo Company, the
differential cost is $19,000 (answer A).
This is the total of the variable product
costs ($15,000) and the variable operating
expenses ($4,000), which would not be
incurred if the product is discontinued.

2. A A sunk cost is not affected by later
decisions. For Victor Company, the sunk
cost is the $50,000 (answer A) book value
of the equipment, which is equal to the
original cost of $200,000 (answer C) less
the accumulated depreciation of $150,000
(answer B).

3. C The amount of income that could have
been earned from the best available
alternative to a proposed use of cash is the
opportunity cost. For Henry Company, the
opportunity cost is 12% of $100,000, or
$12,000 (answer C).

4. C Under the variable cost concept of product
pricing (answer C), fixed manufacturing
costs, fixed administrative and selling
expenses, and desired profit are allowed

for in determining the markup. Only
desired profit is allowed for in the markup
under the total cost concept (answer A).
Under the product cost concept (answer
B), total selling and administrative
expenses and desired profit are allowed for
in determining the markup. Standard cost
(answer D) can be used under any of the
cost-plus approaches to product pricing.

5. C Product 3 has the highest unit
contribution margin per bottleneck hour
($14/2 = $7). Product 1 (answer A) has the
largest unit contribution margin, but the
lowest unit contribution per bottleneck
hour ($20/4 = $5), so it is the least
profitable product in the constrained
environment. Product 2 (answer B) has the
highest total profitability in March (1,500
units � $18), but this does not suggest that
it has the highest profit potential. Product
2’s unit contribution per bottleneck hour
($18/3 = $6) is between Products 1 and 3.
Answer D is not true, since the products all
have different profit potential in terms of
unit contribution margin per bottleneck
hour.
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Budgeting and Standard
Cost Systems 13

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Describe budgeting, its objectives,
its impact on human behavior, and

types of budget systems.

Obj 2 Describe the master budget for
a manufacturing company.

Obj 3 Describe the types of standards and how
they are established.

Obj 4 Describe and illustrate how standards
are used in budgeting.

Obj 5 Compute and interpret direct materials
and direct labor variances.

Obj 6 Describe and provide examples of
nonfinancial performance

measures.

Y ou may have financial goals for your life. To
achieve these goals, it is necessary to plan for
future expenses. For example, you may consider
taking a part-time job to save money for school

expenses for the coming school year. How much money
would you need to earn and save in order to pay these
expenses? One way to find an answer to this question
would be to prepare a budget. A budget would show an
estimate of your expenses associated with school, such
as tuition, fees, and books. In addition, you would have
expenses for day-to-day living, such as rent, food, and
clothing. You might also have expenses for travel and
entertainment. Once the school year begins, you can use
the budget as a tool for guiding your spending priorities
during the year.

The budget is used in businesses in much the same way
as it can be used in personal life. For example, The North

Face sponsors mountain climbing expeditions throughout
the year for professional and amateur climbers. These
events require budgeting to plan trip expenses, much like
you might use a budget to plan a vacation.

Budgeting is also used by The North Face to plan the
manufacturing costs associated with its outdoor clothing
and equipment production. For example, budgets would
be used to determine the number of coats to be produced,
number of people to be employed, and amount of material
to be purchased. The budget provides the company with a
“game plan” for the year. In this chapter, you will see how
budgets can be used for financial planning and control. This
chapter concludes by describing and illustrating standard
cost accounting systems.



Nature and Objectives of Budgeting
Budgets play an important role for organizations of all sizes and forms. For
example, budgets are used in managing the operations of government
agencies, churches, hospitals, and other nonprofit organizations. Individuals
and families also use budgeting in managing their financial affairs. This
chapter describes and illustrates budgeting for a manufacturing company.

Objectives of Budgeting
Budgeting involves (1) establishing specific goals, (2) executing plans to
achieve the goals, and (3) periodically comparing actual results with the
goals. In doing so, budgeting affects the following managerial functions:

1. Planning

2. Directing

3. Controlling

The relationships of these activities are illustrated in Exhibit 1.

Planning involves setting goals as a guide for making decisions. Budgeting
supports the planning process by requiring all departments and other
organizational units to establish their goals for the future. These goals help
motivate employees. In addition, the budgeting process often identifies
areas where operations can be improved or inefficiencies eliminated.

Directing involves decisions and actions to achieve budgeted goals. Bud-
geting aids in coordinating management’s decisions and actions to achieve
the company’s budgeted goals. A budgetary unit of a company is called a
responsibility center. Each responsibility center is led by a manager who has
the authority and responsibility for achieving the center’s budgeted goals.

Controlling involves comparing actual performance against the budgeted
goals. Such comparisons provide feedback to managers and employees
about their performance. If necessary, responsibility centers can use such
feedback to adjust their activities in the future.

Planning, Directing, and ControllingE X H I B I T 1

Planned

Actual
Results

Planned

Obj 1 Describe budgeting,
its objectives, its impact on
human behavior, and types
of budget systems.

A budget is like a road map.
It charts a future course for
a company in financial
terms and thus aids the
company in navigating
through the year to reach
its destination.
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Human Behavior and Budgeting
Human behavior problems can arise in the budgeting process in the fol-
lowing situations:

1. Budgeted goals are set too tight, which are very hard or impossible to
achieve.

2. Budgeted goals are set too loose, which are very easy to achieve.

3. Budgeted goals conflict with the objectives of the company and
employees.

These behavior problems are illustrated in Exhibit 2.

Setting Budget Goals Too Tightly
Employees and managers may become discouraged if budgeted goals are set
too high. That is, if budgeted goals are viewed as unrealistic or unachievable,
the budget may have a negative effect on the ability of the company to
achieve its goals.

Reasonable, attainable goals are more likely to motivate employees and
managers. For this reason, it is important that employees and managers be
involved in the budgeting process. Involving employees in the budgeting
process provides employees with a sense of control and thus more of a
commitment in meeting budgeted goals. Finally, involving employees and
managers also encourages cooperation across departments and responsi-
bility centers. Such cooperation increases awareness of each department’s
importance to the overall goals of the company.

Setting Budget Goals Too Loosely
Although it is desirable to establish attainable goals, it is undesirable to plan
lower goals than may be possible. Such budget “padding” is termed
budgetary slack. Managers may plan slack in the budget in order to provide a

Human Behavior Problems in BudgetingE X H I B I T 2

Budget Goals Too Tight Budget Goals Too Loose Conflicting Budget Goals
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“cushion” for unexpected events or improve the appearance of operations.
Budgetary slack can be reduced by properly training employees and man-
agers in the importance of realistic, attainable budgets.

Slack budgets may cause a “spend it or lose it” mentality. This often occurs at
the end of the budget period when actual spending is less than the budget.
Employees and managers may spend the remaining budget on unnecessary
purchases in order to avoid having their budget reduced for the next period.

Setting Conflicting Budget Goals
Goal conflict occurs when the employees’ or managers’ self-interest differs
from the company’s objectives or goals. Goal conflict may also occur among
responsibility centers such as departments.

To illustrate, assume that the sales department manager is given an
increased sales goal and as a result accepts customers who are poor credit risks.
This, in turn, causes bad debt expense to increase and profitability to decline.
Likewise, a manufacturing department manager may be told to reduce costs.
As a result, the manufacturing department manager might use lower-cost
direct materials, which are also of lower quality. As a result, customer com-
plaints and returns might increase significantly, which would adversely affect
the company’s profitability.

Budgeting Systems
Budgeting systems vary among companies and industries. For example, the
budget system used by Ford Motor Company differs from that used by Delta Air
Lines. However, the basic budgeting concepts discussed in this section apply
to all types of businesses and organizations.

The budgetary period for operating activities normally includes the fiscal
year of a company. A year is short enough that future operations can be
estimated fairly accurately, yet long enough that the future can be viewed in
a broad context. However, for control purposes, annual budgets are usually
subdivided into shorter time periods, such as quarters of the year, months,
or weeks.

A variation of fiscal-year budgeting, called continuous budgeting, main-
tains a 12-month projection into the future. The 12-month budget is

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Budget Games

The budgeting system is designed to plan and control a
business. However, it is common for the budget to be
“gamed” by its participants. For example, managers may
pad their budgets with excess resources. In this way, the
managers have additional resources for unexpected
events during the period. If the budget is being used to
establish the incentive plan, then sales managers have
incentives to understate the sales potential of a territory
in order to ensure hitting their quotas. Other times,
managers engage in “land grabbing,” which occurs

when they overstate the sales potential of a territory in
order to guarantee access to resources. If managers
believe that unspent resources will not roll over to future
periods, then they may be encouraged to “spend it or
lose it,” causing wasteful expenditures. These types of
problems can be partially overcome by separating the
budget into planning and incentive components. This is
why many organizations have two budget processes,
one for resource planning and another, more challen-
ging budget, for motivating managers.

Western Digital
Corporation, a computer
hard drive manufacturer,
introduced a new Web-
based B&P (budget and
planning) system to perform
a continuous rolling budget.
According to the financial
executives at the company,
“We’re never [again]
comparing results to old
operating plans that were
set months ago.”

506 Chapter 13



continually revised by replacing the data for the month just ended with the
budget data for the same month in the next year. A continuous budget is
illustrated in Exhibit 3.

Developing an annual budget usually begins several months prior to the
end of the current year. This responsibility is normally assigned to a budget
committee. Such a committee often consists of the budget director, the
controller, the treasurer, the production manager, and the sales manager.
The budget process is monitored and summarized by the Accounting
Department, which reports to the committee.

There are several methods of developing budget estimates. One method,
termed zero-based budgeting, requires managers to estimate sales, produc-
tion, and other operating data as though operations are being started for the
first time. This approach has the benefit of taking a fresh view of operations
each year. A more common approach is to start with last year’s budget and
revise it for actual results and expected changes for the coming year. Two
major budgets using this approach are the static budget and the flexible
budget.

Static Budget
A static budget shows the expected results of a responsibility center for only
one activity level. Once the budget has been determined, it is not changed,
even if the activity changes. Static budgeting is used by many service com-
panies and for some functions of manufacturing companies, such as pur-
chasing, engineering, and accounting.

To illustrate, the static budget for the Assembly Department of Colter
Manufacturing Company is shown in Exhibit 4. A disadvantage of static
budgets is that they do not adjust for changes in activity levels. For example,
assume that the Assembly Department of Colter Manufacturing spent
$70,800 for the year ended July 31, 2010. Thus, the Assembly Department
spent $10,800 ($70,800 – $60,000), or 18% ($10,800/$60,000) more than
budgeted. Is this good news or bad news?

The first reaction is that this is bad news and the Assembly Department
was inefficient in spending more than budgeted. However, assume that the
Assembly Department’s budget was based on plans to assemble 8,000 units

Continuous BudgetingE X H I B I T 3
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during the year. If 10,000 units were actually assembled, the additional
$10,800 spent in excess of budget might be good news. That is, the Assembly
Department assembled 25% (2,000 units/8,000 units) more than planned
for only 18% more cost.

Flexible Budget
Unlike static budgets, flexible budgets show the expected results of a re-
sponsibility center for several activity levels. A flexible budget is, in effect, a
series of static budgets for different levels of activity.

To illustrate, a flexible budget for the Assembly Department of Colter
Manufacturing Company is shown in Exhibit 5.

A flexible budget is constructed as follows:

Step 1. Identify the relevant activity levels. The relevant levels of activity
could be expressed in units, machine hours, direct labor hours, or
some other activity base. In Exhibit 5, the levels of activity are 8,000,
9,000, and 10,000 units of production.

Static BudgetE X H I B I T 4

Direct labor
Electric power
Supervisor salaries
 Total department costs

1
2
3
4
5
6
7
8

Colter Manufacturing Company
Assembly Department Budget

For the Year Ending July 31, 2010
$40,000

5,000
15,000

$60,000

A B

Flexible BudgetE X H I B I T 5

Units of production
Variable cost:
   Direct labor ($5 per unit)
   Electric power ($0.50 per unit)
  Total variable cost
Fixed cost:
 Electric power
 Supervisor salaries
  Total fixed cost
Total department costs

1
2
3
4
5
6
7
8
9

10
11
12
13
14

Colter Manufacturing Company
Assembly Department Budget

For the Year Ending July 31, 2010
Level 1 Level 2 Level 3

Step 1

Step 2

Step 3

8,000

$40,000
4,000

$44,000

$  1,000
15,000

$16,000
$60,000

9,000

$45,000
4,500

$49,500

$  1,000
15,000

$16,000
$65,500

10,000

$50,000
5,000

$55,000

$  1,000
15,000

$16,000
$71,000

A B C D
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Step 2. Identify the fixed and variable cost components of the costs being
budgeted. In Exhibit 5, the electric power cost is separated into its fixed
cost ($1,000 per year) and variable cost ($0.50 per unit). The direct
labor is a variable cost, and the supervisor salaries are all fixed costs.

Step 3. Prepare the budget for each activity level by multiplying the variable cost
per unit by the activity level and then adding the monthly fixed cost.

With a flexible budget, actual costs can be compared to the budgeted
costs for actual activity. To illustrate, assume that the Assembly Department
spent $70,800 to produce 10,000 units. Exhibit 5 indicates that the Assembly
Department was under budget by $200 ($71,000 – $70,800).

Under the static budget in Exhibit 4, the Assembly Department was
$10,800 over budget. This comparison is illustrated in Exhibit 6.

The flexible budget for the Assembly Department is much more accurate
and useful than the static budget. This is because the flexible budget adjusts
for changes in the level of activity.

Computerized Budgeting Systems
In developing budgets, companies use a variety of computerized approaches.
Two of the most popular computerized approaches use:

1. Spreadsheet software such as Microsoft Excel

2. Integrated budget and planning (B&P) software systems

Integrated computerized budget and planning systems speed up and re-
duce the cost of preparing the budget. This is especially true when large
quantities of data need to be processed.

B&P software systems are also useful in continuous budgeting. For ex-
ample, the latest B&P systems use the Web (Intranet) to link thousands of
employees together during the budget process. Employees can input budget
data onto Web pages that are integrated and summarized throughout the
company. In this way, a company can quickly and consistently integrate to-
p-level strategies and goals to lower-level operational goals. These latest B&P

Static and Flexible BudgetsE X H I B I T 6

Over Budget

10,000 
Units

Flexible Budget

8,000 
Units

9,000 
Units

Static 
Budget

$60,000 $70,800 $70,800$60,000 $65,500 $71,000

$10,800

$200
Under Budget

Actual
Results

Actual
Results

10,000 
Units

Many hospitals use flexible
budgeting to plan the
number of nurses for
patient floors. These
budgets use a measure
termed “relative value
units,” which is a measure
of nursing effort. The more
patients and the more
severe their illnesses, the
higher the total relative
value units, and thus the
higher the staffing budget.

One survey reported that
67% of the companies
relied on spreadsheets for
budgeting and planning.
Source: Tim Reason,
“Budgeting in the Real
World,” CFO
Magazine, July 1, 2005.
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software systems are moving companies closer to the real-time budget,
wherein the budget is being “rolled” every day.1

Companies may also use computer simulation models to analyze the im-
pact of various assumptions and operating alternatives on the budget. For
example, the budget can be revised to show the impact of a proposed change
in indirect labor wage rates. Likewise, the budgetary effect of a proposed
product line can be determined.

Master Budget
The master budget is an integrated set of operating, investing, and financing
budgets for a period of time. Most companies prepare the master budget on
a yearly basis.

For a manufacturing company, the master budget consists of the follow-
ing integrated budgets:

Operating Budgets

Financing Budget

Investing Budget

Capital expenditures budget

Cash budget

Budgeted Income Statement

Budgeted Balance Sheet

Sales budget
Cost of goods sold budget:
  Production budget
  Direct materials purchases budget
  Direct labor cost budget
  Factory overhead cost budget
Selling and administrative expenses budget

Sales budget
Cost of goods sold budget:
  Production budget
  Direct materials purchases budget
  Direct labor cost budget
  Factory overhead cost budget
Selling and administrative expenses budget

How Businesses Make Money

Build versus Harvest

Budgeting systems are not “one size fits all” solutions but must adapt to the underlying business conditions. For
example, a business can adopt either a build strategy or a harvest strategy. A build strategy is one where the
business is designing, launching, and growing new products and markets. Build strategies often require short-
term profit sacrifice in order to grow market share. Apple Inc’s. iPhoneâ is an example of a product managed
under a build strategy. A harvest strategy is often employed for business units with mature products enjoying high
market share in low-growth industries. H.J. Heinz Company’s Ketchupâ and P&G’s Ivory soap are examples of
such products. A build strategy often has greater uncertainty, unpredictability, and change than a harvest strategy.
The difference between these strategies implies different budgeting approaches.

The build strategy should employ a budget approach that is flexible to the uncertainty of the business. Thus,
budgets should adapt to changing conditions by allowing periodic revisions and flexible targets. The budget serves
as a short-term planning tool to guide management in executing an uncertain and evolving product market strategy.

In a harvest strategy, the business is often much more stable and is managed to maximize profitability and
cash flow. Because cost control is much more important in this strategy, the budget is used to restrict the actions
of managers.

Fujitsu, a Japanese
technology company, used
B&P to reduce its
budgeting process from
6–8 weeks down to
10–15 days.

1 Janet Kersnar, “Rolling Along,” CFO Europe, September 14, 2004.

Obj 2 Describe the master
budget for a manufacturing
company.
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As shown on the previous page, the master budget is an integrated set of
budgets that tie together a company’s operating, financing, and investing
activities into an integrated plan for the coming year.

The master budget begins with preparing the operating budgets, which
form the budgeted income statement. The income statement budgets are
normally prepared in the following order beginning with the sales budget:

1. Sales budget

2. Production budget

3. Direct materials purchases budget

4. Direct labor cost budget

5. Factory overhead cost budget

6. Cost of goods sold budget

7. Selling and administrative expenses budget

8. Budgeted income statement

After the budgeted income statement is prepared, the budgeted balance
sheet is prepared. Two major budgets comprising the budgeted balance
sheet are the cash budget and the capital expenditures budget.

Exhibit 7 shows the relationships among the income statement budgets.

Income Statement BudgetsE X H I B I T 7

Direct Materials
Purchases

Budget

Factory
Overhead Cost

Budget

Budgeted
Income

Statement

Selling & Admin.
Expenses
Budget

Cost of Goods
Sold Budget

Direct Labor
Cost Budget

Production
Budget

Sales
Budget
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Income Statement Budgets
The integrated budgets that support the income statement budget are de-
scribed and illustrated in this section. Elite Accessories Inc., a small manu-
facturing company, is used as a basis for illustration.

Sales Budget
The sales budget begins by estimating the quantity of sales. As a starting
point, the prior year’s sales quantities are often used. These sales quantities
are then revised for such factors as the following:

1. Backlog of unfilled sales orders from the prior period

2. Planned advertising and promotion

3. Productive capacity

4. Projected pricing changes

5. Findings of market research studies

6. Expected industry and general economic conditions

Once sales quantities are estimated, the expected sales revenue can be
determined by multiplying the volume by the expected unit sales price.

To illustrate, Elite Accessories Inc. manufactures wallets and handbags
that are sold in two regions, the East and West Regions. Elite Accessories
estimates the following sales quantities and prices for 2010:

East Region West Region Unit Selling Price

Wallets 287,000 241,000 $12
Handbags 156,400 123,600 25

Exhibit 8 illustrates the sales budget for Elite Accessories based on the
preceding data.

Sales BudgetE X H I B I T 8

Wallet:
 East
 West
  Total

Handbag:
 East
 West
  Total

Total revenue from sales

Product and Region

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16

Elite Accessories Inc.
Sales Budget

For the Year Ending December 31, 2010
Unit Sales
Volume

Unit Selling
Price Total Sales

287,000
241,000
528,000

156,400
123,600
280,000

$12.00
12.00

$25.00
25.00

$  3,444,000
2,892,000

$  6,336,000

$  3,910,000
3,090,000

$  7,000,000

$13,336,000

A B C D
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Production Budget
The production budget should be integrated with the sales budget to ensure
that production and sales are kept in balance during the year. The produc-
tion budget estimates the number of units to be manufactured to meet
budgeted sales and desired inventory levels.

The budgeted units to be produced are determined as follows:

Expected units to be sold XXX units
Plus desired units in ending inventory þ XXX
Less estimated units in beginning inventory � XXX

Total units to be produced XXX units

Elite Accessories Inc. expects the following inventories of wallets and
handbags:

Estimated Inventory
January 1, 2010

Desired Inventory
December 31, 2010

Wallets 88,000 80,000
Handbags 48,000 60,000

Exhibit 9 illustrates the production budget for Elite Accessories Inc.

Direct Materials Purchases Budget
The direct materials purchases budget should be integrated with the pro-
duction budget to ensure that production is not interrupted during the year.
The direct materials purchases budget estimates the quantities of direct
materials to be purchased to support budgeted production and desired
inventory levels.

The direct materials to be purchased are determined as follows:

Materials required for production XXX
Plus desired ending materials inventory þ XXX
Less estimated beginning materials inventory � XXX

Direct materials to be purchased XXX

Production BudgetE X H I B I T 9

Expected units to be sold (from Exhibit 8)
Plus desired ending inventory, December 31, 2010
 Total
Less estimated beginning inventory, January 1, 2010
 Total units to be produced

1
2
3
4
5
6
7
8
9

10

Elite Accessories Inc.
Production Budget

For the Year Ending December 31, 2010

Wallet Handbag
Units

528,000
80,000

608,000
88,000

520,000

280,000
60,000

340,000
48,000

292,000

A B C
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Elite Accessories Inc. uses leather and lining in producing wallets and
handbags. The quantity of direct materials expected to be used for each unit
of product is as follows:

Wallet Handbag

Leather: 0.30 sq. yd. per unit Leather: 1.25 sq. yds. per unit
Lining: 0.10 sq. yd. per unit Lining: 0.50 sq. yd. per unit

Elite Accessories Inc. expects the following direct materials inventories of
leather and lining:

Estimated
Direct Materials Inventory

January 1, 2010

Desired
Direct Materials Inventory

December 31, 2010
Leather 18,000 sq. yds. 20,000 sq. yds.
Lining 15,000 sq. yds. 12,000 sq. yds.

The estimated price per square yard of leather and lining during 2010 is
shown below.

Price per Square Yard

Leather $4.50
Lining 1.20

Exhibit 10 illustrates the direct materials purchases budget for Elite
Accessories Inc.

The timing of the direct materials purchases should be coordinated be-
tween the Purchasing and Production Departments so that production is not
interrupted.

Direct Materials Purchases BudgetE X H I B I T 10

Square yards required for production:
 Wallet (Note A)
 Handbag (Note B)
Plus desired inventory, December 31, 2010
 Total
Less estimated inventory, January 1, 2010
 Total square yards to be purchased
Unit price (per square yard)
Total direct materials to be purchased

Note A:

Note B:

Leather: 520,000 units � 0.30 sq. yd. per unit � 156,000 sq. yds.
Lining: 520,000 units � 0.10 sq. yd. per unit � 52,000 sq. yds.

Leather: 292,000 units � 1.25 sq. yds. per unit � 365,000 sq. yds.
Lining: 292,000 units � 0.50 sq. yd. per unit � 146,000 sq. yds.

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

Elite Accessories Inc.
Direct Materials Purchases Budget

For the Year Ending December 31, 2010
Direct Materials

Leather Lining Total

156,000
365,000

20,000
541,000

18,000
523,000

�     $4.50
$2,353,500

52,000
146,000

12,000
210,000

15,000
195,000
�  $1.20

$234,000 $2,587,500

A B C D E
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Direct Labor Cost Budget
The direct labor cost budget estimates the direct labor hours and related
cost needed to support budgeted production.

Elite Accessories Inc. estimates that the following direct labor hours are
needed to produce a wallet and handbag:

Wallet Handbag

Cutting Department: 0.10 hr. per unit Cutting Department: 0.15 hr. per unit
Sewing Department: 0.25 hr. per unit Sewing Department: 0.40 hr. per unit

The estimated direct labor hourly rates for the Cutting and Sewing
departments during 2010 are shown below.

Hourly Rate

Cutting Department $12
Sewing Department 15

Exhibit 11 illustrates the direct labor cost budget for Elite Accessories Inc.

As shown in Exhibit 11, for Elite Accessories Inc. to produce 520,000
wallets, 52,000 hours (520,000 units � 0.10 hr. per unit) of labor are re-
quired in the Cutting Department. Likewise, to produce 292,000 handbags,
43,800 hours (292,000 units � 0.15 hour per unit) of labor are required in
the Cutting Department. Thus, the estimated total direct labor cost for the
Cutting Department is $1,149,600 [(52,000 hrs. + 43,800 hrs.) � $12 per hr.)].
In a similar manner, the direct labor hours and cost for the Sewing Depart-
ment are determined.

The direct labor needs should be coordinated between the Production
and Personnel Departments so that there will be enough labor available for
production.

Direct Labor Cost BudgetE X H I B I T 11

Hours required for production:
 Wallet (Note A)
 Handbag (Note B)
 Total
Hourly rate
Total direct labor cost

Note A:

Note B:

Cutting Department: 520,000 units � 0.10 hr. per unit � 52,000 hrs.
Sewing Department: 520,000 units � 0.25 hr. per unit � 130,000 hrs.

Cutting Department: 292,000 units � 0.15 hr. per unit � 43,800 hrs.
Sewing Department: 292,000 units � 0.40 hr. per unit � 116,800 hrs.

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16

Elite Accessories Inc.
Direct Labor Cost Budget

For the Year Ending December 31, 2010
Cutting Sewing Total

52,000
43,800
95,800

 �   $12.00
$1,149,600

130,000
116,800
246,800

�   $15.00
$3,702,000 $4,851,600

A B C D E
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Factory Overhead Cost Budget
The factory overhead cost budget estimates the cost for each item of factory
overhead needed to support budgeted production. Exhibit 12 illustrates the
factory overhead cost budget for Elite Accessories Inc.

The factory overhead cost budget shown in Exhibit 12 may be supported
by departmental schedules. Such schedules normally separate factory over-
head costs into fixed and variable costs to better enable department
managers to monitor and evaluate costs during the year.

The factory overhead cost budget should be integrated with the produc-
tion budget to ensure that production is not interrupted during the year.

Cost of Goods Sold Budget
The cost of goods sold budget is prepared by integrating the following
budgets:

1. Direct materials purchases budget (Exhibit 10)

2. Direct labor cost budget (Exhibit 11)

3. Factory overhead cost budget (Exhibit 12)

In addition, the estimated and desired inventories for direct materials,
work in process, and finished goods must be integrated into the cost of
goods sold budget.

Elite Accessories Inc. expects the following direct materials, work in pro-
cess, and finished goods inventories:

Estimated
Inventory Jan. 1, 2010

Desired
Inventory Dec. 31, 2010

Direct materials:
Leather $ 81,000 (18,000 sq. yds. � $4.50) $ 90,000 (20,000 sq. yds. � $4.50)
Lining 18,000 (15,000 sq. yds. � $1.20) 14,400 (12,000 sq. yds. � $1.20)

Total direct
materials $ 99,000 $ 104,400

Work in process: $ 214,400 $ 220,000
Finished goods: $1,095,600 $1,565,000

Factory Overhead Cost BudgetE X H I B I T 12

Indirect factory wages
Supervisor salaries
Power and light
Depreciation of plant and equipment
Indirect materials
Maintenance
Insurance and property taxes
Total factory overhead cost

1
2
3
4
5
6
7
8
9

10
11

Elite Accessories Inc.
Factory Overhead Cost Budget

For the Year Ending December 31, 2010
$   732,800

360,000
306,000
288,000
182,800
140,280

79,200
$2,089,080

A B
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Exhibit 13 illustrates the cost of goods sold budget for Elite Accessories
Inc. It indicates that total manufacturing costs of $9,522,780 are budgeted to
be incurred in 2010. Of this total, $2,582,100 is budgeted for direct materi-
als, $4,851,600 is budgeted for direct labor, and $2,089,080 is budgeted for
factory overhead. After considering work in process inventories, the total
budgeted cost of goods manufactured and transferred to finished goods
during 2010 is $9,517,180. Based on expected sales, the budgeted cost of
goods sold is $9,047,780.

Selling and Administrative Expenses Budget
The sales budget is often used as the starting point for the selling and ad-
ministrative expenses budget. For example, a budgeted increase in sales may
require more advertising expenses.

Exhibit 14 illustrates the selling and administrative expenses budget for
Elite Accessories Inc. The selling and administrative expenses budget shown
in Exhibit 14 is normally supported by departmental schedules. For ex-
ample, an advertising expense schedule for the Marketing Department
could include the advertising media to be used (newspaper, direct mail,
television), quantities (column inches, number of pieces, minutes), the cost
per unit, and related costs per unit.

Cost of Goods Sold BudgetE X H I B I T 13

Finished goods inventory, January 1, 2010
Work in process inventory, January 1, 2010
Direct materials:
 Direct materials inventory,
  January 1, 2010 
 Direct materials purchases (from Exhibit 10)
 Cost of direct materials available for use
 Less direct materials inventory,
  December 31, 2010
 Cost of direct materials placed in production
Direct labor (from Exhibit 11)
Factory overhead (from Exhibit 12)
Total manufacturing costs
Total work in process during period
Less work in process inventory,
 December 31, 2010
Cost of goods manufactured
Cost of finished goods available for sale
Less finished goods inventory,
 December 31, 2010
Cost of goods sold

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

Elite Accessories Inc.
Cost of Goods Sold Budget

For the Year Ending December 31, 2010

$     99,000
2,587,500

$2,686,500

104,400
$2,582,100

4,851,600
2,089,080

$   214,400

9,522,780
$9,737,180

220,000

$  1,095,600

9,517,180
$10,612,780

1,565,000
$  9,047,780

A B C D E F

Factory overhead
cost budget

Direct materials 
purchases
budget

Direct labor
cost budget
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Budgeted Income Statement
The budgeted income statement is prepared by integrating the following
budgets:

1. Sales budget (Exhibit 8)

2. Cost of goods sold budget (Exhibit 13)

3. Selling and administrative expenses budget (Exhibit 14)

In addition, estimates of other income, other expense, and income tax are
also integrated into the budgeted income statement.

Exhibit 15 illustrates the budgeted income statement for Elite Accessories
Inc. This budget summarizes the budgeted operating activities of the com-
pany. In doing so, the budgeted income statement allows management to
assess the effects of estimated sales, costs, and expenses on profits for the year.

Balance Sheet Budgets
While the income statement budgets reflect the operating activities of the
company, the balance sheet budgets reflect the financing and investing ac-
tivities. In this section, the following balance sheet budgets are described
and illustrated:

1. Cash budget (financing activity)

2. Capital expenditures budget (investing activity)

Cash Budget
The cash budget estimates the expected receipts (inflows) and payments
(outflows) of cash for a period of time. The cash budget is integrated with
the various operating budgets. In addition, the capital expenditures budget,
dividends, and equity or long-term debt financing plans of the company
affect the cash budget.

Selling and Administrative Expenses BudgetE X H I B I T 14

$1,190,000

695,000
$1,885,000

Selling expenses:
 Sales salaries expense
 Advertising expense
 Travel expense
  Total selling expenses
Administrative expenses:
 Officers’ salaries expense
 Office salaries expense
 Office rent expense
 Office supplies expense
 Miscellaneous administrative expenses
  Total administrative expenses
Total selling and administrative expenses

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16

Elite Accessories Inc.
Selling and Administrative Expenses Budget

For the Year Ending December 31, 2010

$715,000
360,000
115,000

$360,000
258,000

34,500
17,500
25,000

A B C
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To illustrate, a monthly cash budget for January, February, and March
2010 for Elite Accessories Inc. is prepared. The preparation of the cash
budget begins by estimating cash receipts.

Estimated Cash Receipts The primary source of estimated cash receipts is
from cash sales and collections on account. In addition, cash receipts may be
obtained from plans to issue equity or debt financing as well as other sources
such as interest revenue.

To estimate cash receipts from cash sales and collections on account, a
schedule of collections from sales is prepared. To illustrate, the following data for
Elite Accessories Inc. are used:

January February March

Sales:
Budgeted sales $1,080,000 $1,240,000 $970,000
Percent of cash sales 10% 10% 10%

Accounts receivable, January 1, 2010 $ 370,000
Receipts from sales on account:

From prior month’s sales on account 40%
From current month’s sales on account 60

100%

Using the preceding data, the schedule of collections from sales is pre-
pared, as shown in Exhibit 16. Cash sales are determined by multiplying the
percent of cash sales by the monthly budgeted sales. The cash receipts from
sales on account are determined by adding the cash received from the prior
month’s sales on account (40%) and the cash received from the current

Budgeted Income StatementE X H I B I T 15

Revenue from sales (from Exhibit 8)
Cost of goods sold (from Exhibit 13)

Gross profit
Selling and administrative expenses:
 Selling expenses (from Exhibit 14)

 Administrative expenses (from Exhibit 14)
  Total selling and administrative expenses
Income from operations
Other income:
 Interest revenue
Other expenses:
 Interest expense
Income before income tax
Income tax
Net income

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

Elite Accessories Inc.
Budgeted Income Statement

For the Year Ending December 31, 2010
$13,336,000

9,047,780

$  4,288,220

1,885,000
$  2,403,220

8,000
$  2,411,220

600,000
$  1,811,220

$1,190,000

695,000

$     98,000

90,000

A B C

Selling and
administrative
expenses budget

Sales budget
Cost of goods sold
budget
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month’s sales on account (60%). To simplify, it is assumed that all accounts
receivable are collected.

Estimated Cash Payments Estimated cash payments must be budgeted
for operating costs and expenses such as manufacturing costs, selling ex-
penses, and administrative expenses. In addition, estimated cash payments
may be planned for capital expenditures, dividends, interest payments, or
long-term debt payments.

To estimate cash payments for manufacturing costs, a schedule of payments
for manufacturing costs is prepared. To illustrate, the following data for Elite
Accessories Inc. are used:

January February March

Manufacturing Costs:
Budgeted manufacturing costs $840,000 $780,000 $812,000
Depreciation on machines included

in manufacturing costs 24,000 24,000 24,000
Accounts Payable:

Accounts payable, January 1, 1010 $190,000
Payments of manufacturing costs on account:

From prior month’s manufacturing costs 25%
From current month’s manufacturing costs 75

100%

Schedule of Collections from SalesE X H I B I T 16

Receipts from cash sales:
 Cash sales (10% � current month’s sales—
 Note A)

Receipts from sales on account:
 Collections from prior month’s sales (40% of
 previous month’s credit sales—Note B)
 Collections from current month’s sales (60%
 of current month’s credit sales—Note C)
Total receipts from sales on account

Note A:

Note B:

Note C:

$108,000 � $1,080,000 � 10%
$124,000 � $1,240,000 � 10%
$  97,000 � $  970,000 � 10%

$370,000, given as January 1, 2010, Accounts Receivable balance
$388,800 � $1,080,000 � 90% � 40%
$446,400 � $1,240,000 � 90% � 40%

$583,200 � $1,080,000 � 90% � 60%
$669,600 � $1,240,000 � 90% � 60%
$523,800 � $   970,000 � 90% � 60%

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

Elite Accessories Inc.
Schedule of Collections from Sales

For the Three Months Ending March 31, 2010
January February March

$108,000

$370,000

583,200
$953,200

$   124,000

$   388,800

669,600
$1,058,400

$  97,000

$446,400

523,800
$970,200

A B C D E
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Using the preceding data, the schedule of payments for manufacturing
costs is prepared, as shown in Exhibit 17. The cash payments are determined
by adding the cash paid on costs incurred from the prior month (25%) to
the cash paid on costs incurred in the current month (75%). The $24,000 of
depreciation is excluded from all computations, since depreciation does not
require a cash payment.

Completing the Cash Budget Assume the additional data for Elite Ac-
cessories Inc. shown below.

Cash balance on January 1, 2010 $280,000
Quarterly taxes paid on March 31, 2010 150,000
Quarterly interest expense paid on January 10, 2010 22,500
Quarterly interest revenue received on March 21, 2010 24,500
Sewing equipment purchased in February 2010 274,000
Selling and administrative expenses (paid in month incurred):

January February March

$160,000 $165,000 $145,000

Using the preceding data, the cash budget is prepared, as shown in
Exhibit 18. Elite Accessories Inc. has estimated that a minimum cash balance of
$340,000 is required at the end of each month to support its operations. This
minimum cash balance is compared to the estimated ending cash balance
for each month. In this way, any expected cash excess or deficiency is
determined.

Exhibit 18 indicates that Elite Accessories expects a cash excess at the
end of January of $16,700. This excess could be invested in temporary
income-producing securities such as U.S. Treasury bills or notes. In contrast,

Schedule of Payments for Manufacturing CostsE X H I B I T 17

Payments of prior month’s manufacturing costs
{[25% � previous month’s manufacturing costs
(less depreciation)]—Note A}
Payments of current month’s manufacturing costs
{[75% � current month’s manufacturing costs
(less depreciation)]—Note B}
Total payments

Note A:

Note B:

$190,000, given as January 1, 2010, Accounts Payable balance
$204,000 � ($840,000 � $24,000) � 25%
$189,000 � ($780,000 � $24,000) � 25%

$612,000 � ($840,000 � $24,000) � 75%
$567,000 � ($780,000 � $24,000) � 75%
$591,000 � ($812,000 � $24,000) � 75%

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19

Elite Accessories Inc.
Schedule of Payments for Manufacturing Costs
For the Three Months Ending March 31, 2010

January February March

$190,000

612,000
$802,000

$204,000

567,000
$771,000

$189,000

591,000
$780,000

A B C D E
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the estimated cash deficiency at the end of February of $10,900 might
require Elite Accessories to borrow cash from its bank.

Capital Expenditures Budget
The capital expenditures budget summarizes plans for acquiring fixed assets.
Such expenditures are necessary as machinery and other fixed assets wear
out or become obsolete. In addition, purchasing additional fixed assets may
be necessary to meet increasing demand for the company’s product.

To illustrate, a five-year capital expenditures budget for Elite Accessories
Inc. is shown in Exhibit 19.

Cash BudgetE X H I B I T 18

Estimated cash receipts from:
 Cash sales (from Exhibit 16)
 Collections of accounts receivable 
  (from Exhibit 16)
 Interest revenue
  Total cash receipts
Estimated cash payments for:
 Manufacturing costs (from Exhibit 17)
Selling and administrative expenses
Capital additions
Interest expense
Income taxes
 Total cash payments
Cash increase (decrease)
Cash balance at beginning of month
Cash balance at end of month
Minimum cash balance
Excess (deficiency)

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22

Elite Accessories Inc.
Cash Budget

For the Three Months Ending March 31, 2010
January February March

$   108,000

953,200

$1,061,200

$   802,000
160,000

22,500

$   984,500
$     76,700

280,000
$   356,700

340,000
$     16,700

$   124,000

1,058,400

$1,182,400

$   771,000
165,000
274,000

$1,210,000
$    (27,600

356,700
$   329,100

340,000
$    (10,900

$     97,000

970,200
24,500

$1,091,700

$   780,000
145,000

150,000
$1,075,000
$     16,700

329,100
$   345,800

340,000
$       5,800

A B C D

Schedule of
collections 
from sales

Schedule of cash
payments for
manufacturing
costs

)

)

Capital Expenditures BudgetE X H I B I T 19

Machinery—Cutting Department
Machinery—Sewing Department
Office equipment
Total

1
2
3
4
5
6
7
8

Elite Accessories Inc.
Capital Expenditures Budget

For the Five Years Ending December 31, 2014
2010Item 2011

$400,000
274,000

$674,000

$260,000
90,000

$350,000

2012

$560,000

$560,000

2013
$280,000

200,000

$480,000

2014
$360,000

60,000
$420,000

A B C D FE
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As shown in Exhibit 19, capital expenditures budgets are often prepared
for five to ten years into the future. This is necessary since fixed assets often
must be ordered years in advance. Likewise, it could take years to construct
new buildings or other production facilities.

The capital expenditures budget should be integrated with the operating
and financing budgets. For example, depreciation of new manufacturing
equipment affects the factory overhead cost budget. The plans for financing
the capital expenditures also affect the cash budget.

Budgeted Balance Sheet
The budgeted balance sheet is prepared based on the operating, financing,
and investing budgets of the master budget. The budgeted balance sheet is
dated as of the end of the budget period and is similar to a normal balance
sheet except that estimated amounts are used. For this reason, a budgeted
balance sheet for Elite Accessories Inc. is not illustrated.

Standards
Standards are performance goals. Manufacturing companies normally use
standard cost for each of the three following product costs:

1. Direct materials

2. Direct labor

3. Factory overhead

Accounting systems that use standards for product costs are called stan-
dard cost systems. Standard cost systems enable management to determine
the following:

1. How much a product should cost (standard cost)

2. How much it does cost (actual cost)

When actual costs are compared with standard costs, the exceptions or
cost variances are reported. This reporting by the principle of exceptions allows
management to focus on correcting the cost variances.

Setting Standards
The standard-setting process normally requires the joint efforts of accountants,
engineers, and other management personnel. The accountant converts the
results of judgments and process studies into dollars and cents. Engineers with
the aid of operation managers identify the materials, labor, and machine
requirements needed to produce the product. For example, engineers esti-
mate direct materials by studying the product specifications and estimating
normal spoilage. Time and motion studies may be used to determine the
direct labor required for each manufacturing operation. Engineering studies
may also be used to determine standards for factory overhead, such as the
amount of power needed to operate machinery.

Setting standards often begins with analyzing past operations. However,
caution must be used when relying on past cost data. For example,
inefficiencies may be contained within past costs. In addition, changes in
technology, machinery, or production methods may make past costs irrele-
vant for future operations.

Obj 3 Describe the types of
standards and how they are
established.

Drivers for United Parcel
Service (UPS) are
expected to drive a
standard distance per day.
Salespersons for The
Limited are expected to
meet sales standards.

Standards may be
integrated into
computerized
manufacturing
operations so that
variances are
automatically detected and
reported and operations
are adjusted during
manufacturing.
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Types of Standards
Standards imply an acceptable level of production efficiency. One of the
major objectives in setting standards is to motivate employees to achieve
efficient operations.

Tight, unrealistic standards may have a negative impact on performance.
This is because employees may become frustrated with an inability to meet
the standards and may give up trying to do their best. Standards that can be
achieved only under perfect operating conditions, such as no idle time, no
machine breakdowns, and no materials spoilage, are called ideal standards
or theoretical standards.

Standards that are too loose might not motivate employees to perform at
their best. This is because the standard level of performance can be reached
too easily. As a result, operating performance may be lower than what could
be achieved.

Currently attainable standards, sometimes called normal standards, are
standards that can be attained with reasonable effort. Such standards, which
are used by most companies, allow for normal production difficulties and
mistakes. For example, currently attainable standards allow for normal
materials spoilage and machine breakdowns. When reasonable standards are
used, employees focus more on cost and are more likely to put forth their
best efforts.

An example from the game of golf illustrates the distinction between ideal
and normal standards. In golf, “par” is an ideal standard for most players.
Each player’s USGA (United States Golf Association) handicap is the player’s
normal standard. The motivation of average players is to beat their handi-
caps because beating par is unrealistic for most players.

The difference between currently attainable and ideal standards is illus-
trated below.

Currently attainable
(person best)

Ideal
(world record)

Reviewing and Revising Standards
Standard costs should be periodically reviewed to ensure that they reflect
current operating conditions. Standards should not be revised, however, just
because they differ from actual costs. For example, the direct labor standard
would not be revised just because employees are unable to meet properly set
standards. On the other hand, standards should be revised when prices,
product designs, labor rates, or manufacturing methods change.

Kaizen costing uses ideal
standards to motivate
changes and improvement.
Kaizen is a Japanese term
meaning “continuous
improvement.”
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Criticisms of Standard Costs
Some criticisms of using standard costs for performance evaluation include
the following:

1. Standards limit operating improvements by discouraging improvement
beyond the standard.

2. Standards are too difficult to maintain in a dynamic manufacturing en-
vironment, resulting in “stale standards.”

3. Standards can cause employees to lose sight of the larger objectives of
the organization by focusing only on efficiency improvement.

4. Standards can cause employees to unduly focus on their own operations
to the possible harm of other operations that rely on them.

Regardless of these criticisms, standards are widely used. In addition,
standard costs are only one part of the performance evaluation system used
by most companies. As discussed in this chapter, other nonfinancial perfor-
mance measures are often used to supplement standard costs, with the result
that many of the preceding criticisms are overcome.

Budgetary Performance Evaluation
As discussed earlier in this chapter, the master budget assists a company in
planning, directing, and controlling performance. The control function, or
budgetary performance evaluation, compares the actual performance
against the budget.

To illustrate, Western Rider Inc., a manufacturer of blue jeans, uses
standard costs in its budgets. The standards for direct materials, direct labor,
and factory overhead are separated into the following two components.

1. Standard price

2. Standard quantity

The standard cost per unit for direct materials, direct labor, and factory
overhead is computed as follows:

Standard Cost per Unit ¼ Standard Price � Standard Quantity

Western Rider’s standard costs per unit for its XL jeans are shown in
Exhibit 20.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Company Reputation: The Best of the Best

Harris Interactive annually ranks American corporations
in terms of reputation. The ranking is based on how re-
spondents rate corporations on 20 attributes in six major
areas. The six areas are emotional appeal, products and
services, financial performance, workplace environment,
social responsibility, and vision and leadership. What are

the five highest-ranked companies in its 2008 survey?
The five highest (best) ranked companies were Johnson
& Johnson, Google, Sony Corporation, The Coca-
Cola Company, and Kraft Foods Inc.

Source: Harris Interactive, 2009.

Aluminum beverage cans
were redesigned to taper
slightly at the top of the
can, which reduces the
amount of aluminum
required per can. As a
result, beverage can
manufacturers reduced the
standard amount of
aluminum per can.

Obj 4 Describe and
illustrate how standards are
used in budgeting.
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As shown in Exhibit 20, the standard cost per pair of XL jeans is $19.50,
which consists of $7.50 for direct materials, $7.20 for direct labor, and $4.80
for factory overhead.

The standard price and standard quantity are separated for each product
cost. For example, Exhibit 20 indicates that for each pair of XL jeans, the
standard price for direct materials is $5.00 per square yard and the standard
quantity is 1.5 square yards. The standard price and quantity are separated
because the department responsible for their control is normally different.
For example, the direct materials price per square yard is controlled by the
Purchasing Department, and the direct materials quantity per pair is con-
trolled by the Production Department.

As illustrated earlier in this chapter, the master budget is prepared based
on planned sales and production. The budgeted costs for materials purchases,
direct labor, and factory overhead are determined by multiplying their stan-
dard costs per unit by the planned level of production. Budgeted (standard)
costs are then compared to actual costs during the year for control purposes.

Budget Performance Report
The report that summarizes actual costs, standard costs, and the differences
for the units produced is called a budget performance report. To illustrate,
assume that Western Rider produced the following pairs of jeans during
June:

XL jeans produced and sold 5,000 pairs

Actual costs incurred in June:
Direct materials $ 40,150
Direct labor 38,500
Factory overhead 22,400

Total costs incurred $101,050

Exhibit 21 illustrates the budget performance report for June for Western
Rider Inc. The report summarizes the actual costs, standard costs, and the
differences for each product cost. The differences between actual and stan-
dard costs are called cost variances. A favorable cost variance occurs when
the actual cost is less than the standard cost. An unfavorable cost variance
occurs when the actual cost exceeds the standard cost.

The budget performance report shown in Exhibit 21 is based on the ac-
tual units produced in June of 5,000 XL jeans. Even though 6,000 XL jeans
might have been planned for production, the budget performance report is
based on actual production.

Standards Cost for XL JeansE X H I B I T 20

Manufacturing Costs Standard Price �

Standard
Quantity
per Pair =

Standard
Cost per Pair
of XL Jeans

Direct materials $5.00 per sq. yd. 1.5 sq. yds. $ 7.50
Direct labor $9.00 per hr. 0.80 hr. per pair 7.20
Factory overhead $6.00 per hr. 0.80 hr. per pair 4.80

Total standard cost per pair $19.50
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Manufacturing Cost Variances
The total manufacturing cost variance is the difference between total stan-
dard costs and total actual cost for the units produced. As shown in Exhibit
21, the total manufacturing cost unfavorable variance and the variance for
each product cost are as follows:

Cost Variance
(Favorable)
Unfavorable

Direct materials $ 2,650
Direct labor 2,500
Factory overhead (1,600)

Total manufacturing variance $ 3,550

For control purposes, each product cost variance is separated into two
additional variances as shown in Exhibit 22. The total direct materials var-
iance is separated into a price and quantity variance. This is because standard
and actual direct materials costs are computed as follows:

Actual Direct Materials Cost = Actual Price � Actual Quantity
– Standard Direct Materials Cost = – Standard Price � – Standard Quantity

Direct Materials Cost Variance = Price Difference � Quantity Difference

Thus, the actual and standard direct materials costs may differ because of
either a price difference (variance) or a quantity difference (variance).

Likewise, the total direct labor variance is separated into a rate and a time
variance. This is because standard and actual direct labor costs are computed
as follows:

Actual Direct Labor Cost = Actual Rate � Actual Time
– Standard Direct Labor Cost = – Standard Rate � – Standard Time

Direct Labor Cost Variance = Rate Difference � Time Difference

Budget Performance ReportE X H I B I T 21

WESTERN RIDER INC.
Budget Performance Report

For the Month Ended June 30,2010

Manufacturing Costs Actual Costs

Standard Cost at
Actual Volume
(5,000 pairs of

XL Jeans)*

Cost
Variance—
(Favorable)
Unfavorable

Direct materials $ 40,150 $37,500 $ 2,650
Direct labor 38,500 36,000 2,500
Factory overhead 22,400 24,000 (1,600)

Total manufacturing costs $101,050 $97,500 $ 3,550

* 5,000 pairs � $7.50 per pair = $37,500
5,000 pairs � $7.20 per pair = $36,000
5,000 pairs � $4.80 per pair = $24,000
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Therefore, the actual and standard direct labor costs may differ because
of either a rate difference (variance) or a time difference (variance).

The total factory overhead variance is separated into a controllable and
volume variance. Because factory overhead has fixed and variable cost ele-
ments, it is more complex to analyze than direct materials and direct labor,
which are variable costs. The controllable variance is similar to a price or rate
variance, and the volume variance is similar to the quantity or time variance.

In the next section, the price and quantity variances for direct materials
and the rate and time variances for direct labor are described and illustrated.
The controllable and volume variances for factory overhead are described
and illustrated in the appendix to this chapter.

Direct Materials and Direct
Labor Variances
As indicated in the prior section, the total direct materials and direct labor
variances are separated into the following variances for analysis and control
purposes:

Total Direct Materials Cost Variance Direct Materials Price Variance 
Direct Materials Quantity Variance

Total Direct Labor Cost Variance Direct Labor Rate Variance 
Direct Labor Time Variance

{

{
As a basis for illustration, the variances for Western Rider Inc.’s June op-

erations shown in Exhibit 21 are used.

Direct Materials Variances
During June, Western Rider reported an unfavorable total direct materials
cost variance of $2,650 for the production of 5,000 XL style jeans, as shown

Manufacturing Cost VariancesE X H I B I T 22

Direct Labor Time Variance

Direct Labor Rate Variance

Direct Materials Quantity Variance

Fixed Factory Overhead Volume Variance

Variable Factory Overhead Controllable Variance

Direct Materials Price Variance

Direct
Labor

Cost Variance

Direct
Materials

Cost Variance

Factory
Overhead

Cost Variance

Total
Manufacturing

Cost
Variance

Obj 5 Compute and
interpret direct materials
and direct labor variances.
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in Exhibit 21. This variance was based on the following actual and standard
costs:

Actual costs $40,150
Standard costs 37,500

Total direct materials cost variance $ 2,650

The actual costs incurred of $40,150 consist of the following:

Actual Direct Materials Cost ¼ Actual Price � Actual Quantity
Actual Direct Materials Cost ¼ ð$5.50 per sq. yd.Þ � ð7,300 sq. yds.Þ
Actual Direct Materials Cost ¼ $40,150

The standard costs of $37,500 consist of the following:

Standard Direct Materials Cost ¼ Standard Price � Standard Quantity
Standard Direct Materials Cost ¼ ð$5.00 per sq. yd.Þ � ð7,500 sq. yds.Þ
Standard Direct Materials Cost ¼ $37,500

The standard price of $5.00 per square yard is taken from Exhibit 20. In
addition, Exhibit 20 indicates that 1.5 square yards is the standard for pro-
ducing one pair of XL jeans. Thus, 7,500 (5,000 � 1.5) square yards is the
standard for producing 5,000 pairs of XL jeans.

Comparing the actual and standard cost computations shown above in-
dicates that the total direct materials unfavorable cost variance of $2,650 is
caused by the following:

1. A price per square yard of $0.50 ($5.50 – $5.00) more than standard

2. A quantity usage of 200 square yards (7,300 sq. yds. – 7,500 sq. yds.) less
than standard

The impact of these differences from standard is reported and analyzed as
a direct materials price variance and direct materials quantity variance.

Direct Materials Price Variance
The direct materials price variance is computed as follows:

Direct Materials Price Variance¼ ðActual Price � Standard PriceÞ
� Actual Quantity

If the actual price per unit exceeds the standard price per unit, the var-
iance is unfavorable. This positive amount (unfavorable variance) can be
thought of as increasing costs. If the actual price per unit is less than the
standard price per unit, the variance is favorable. This negative amount
(favorable variance) can be thought of as decreasing costs.

To illustrate, the direct materials price variance for Western Rider Inc. is
computed as follows:2

Direct Materials Price Variance¼ ðActual Price � Standard PriceÞ
� Actual Quantity

Direct Materials Price Variance ¼ ð$5:50 � $5:00Þ � 7,300 sq. yds.
Direct Materials Price Variance ¼ $3,650 Unfavorable Variance

2 To simplify, it is assumed that there is no change in the beginning and ending materials inventories. Thus, the
amount of materials budgeted for production equals the amount purchased.

Most restaurants use
standards to control the
amount of food served to
customers. For example,
Darden Restaurants, Inc.,
the operator of the Red
Lobster chain, establishes
standards for the number
of shrimp, scallops, or
clams on a seafood plate.
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As shown on the previous page, Western Rider has an unfavorable direct
materials price variance of $3,650 for June.

Direct Materials Quantity Variance
The direct materials quantity variance is computed as follows:

Direct Materials Quantity Variance¼ ðActual Quantity�Standard QuantityÞ
� Standard Price

If the actual quantity for the units produced exceeds the standard quan-
tity, the variance is unfavorable. This positive amount (unfavorable variance)
can be thought of as increasing costs. If the actual quantity for the units
produced is less than the standard quantity, the variance is favorable. This
negative amount (favorable variance) can be thought of as decreasing costs.

To illustrate, the direct materials quantity variance for Western Rider Inc.
is computed as follows:

Direct Materials Quantity Variance¼ ðActual Quantity�Standard QuantityÞ
� Standard Price

Direct Materials Quantity Variance ¼ ð7,300 sq. yds. � 7,500 sq. yds.Þ � $5:00

Direct Materials Quantity Variance ¼ $1,000 Favorable Variance

As shown above, Western Rider has a favorable direct materials quantity
variance of $1,000 for June.

Direct Materials Variance Relationships
The relationship among the total direct materials cost variance, the direct
materials price variance, and the direct materials quantity variance is shown in
Exhibit 23.

Direct Materials Variance RelationshipsE X H I B I T 23

$40,150 � $36,500 �
$3,650 U

Actual cost:
Actual quantity
� Actual price
7,300 � $5.50 �
$40,150

Actual quantity �
Standard price

7,300 � $5.00 �
$36,500

Standard cost:
Standard quantity
� Standard price
7,500 � $5.00 �
 $37,500

$36,500 � $37,500 �
�$1,000 F

$40,150 � $37,500 � $2,650 U

Direct
materials
price variance

Direct
materials
quantity variance

Total direct materials cost variance
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Reporting Direct Materials Variances
The direct materials quantity variances should be reported to the manager
responsible for the variance. For example, an unfavorable quantity variance
might be caused by either of the following:

1. Equipment that has not been properly maintained

2. Low-quality (inferior) direct materials

In the first case, the operating department responsible for maintaining
the equipment should be held responsible for the variance. In the second
case, the Purchasing Department should be held responsible.

Not all variances are controllable. For example, an unfavorable materials
price variance might be due to market-wide price increases. In this case,
there is nothing the Purchasing Department might have done to avoid the
unfavorable variance. On the other hand, if materials of the same quality
could have been purchased from another supplier at the standard price, the
variance was controllable.

Direct Labor Variances
During June, Western Rider reported an unfavorable total direct labor cost
variance of $2,500 for the production of 5,000 XL style jeans, as shown in
Exhibit 21. This variance was based on the following actual and standard
costs:

Actual costs $38,500
Standard costs 36,000

Total direct labor cost variance $ 2,500

The actual costs incurred of $38,500 consist of the following:

Actual Direct Labor Cost ¼ Actual Rate per Hour � Actual Time

Actual Direct Labor Cost ¼ ð$10.00 per hr.Þ � ð3,850 hrs.Þ
Actual Direct Labor Cost ¼ $38,500

The standard costs of $36,000 consist of the following:

Standard Direct Labor Cost ¼ Standard Rate per Hour � Standard Time

Standard Direct Labor Cost ¼ ð$9.00 per hr.Þ � ð4,000 hrs.Þ
Standard Direct Labor Cost ¼ $36,000

The standard rate of $9.00 per direct labor hour is taken from Exhibit 20.
In addition, Exhibit 20 indicates that 0.80 hour is the standard time required
for producing one pair of XL jeans. Thus, 4,000 (5,000 � 0.80) direct labor
hours is the standard for producing 5,000 pairs of XL jeans.

Comparing the actual and standard cost computations shown above in-
dicates that the total direct labor unfavorable cost variance of $2,500 is
caused by the following:

1. A rate of $1.00 per hour ($10.00 – $9.00) more than standard

2. A quantity of 150 hours (4,000 hrs. – 3,850 hrs.) less than standard

The price of a pound of
copper has doubled since
2005.

The Internal Revenue
Service publishes a time
standard for completing a
tax return. The average
1040EZ return is expected
to require 8.3 hours to
prepare.
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The impact of these differences from standard is reported and analyzed as
a direct labor rate variance and a direct labor time variance.

Direct Labor Rate Variance
The direct labor rate variance is computed as follows:

Direct Labor Rate Variance¼ðActual Rate per Hour�Standard Rate per HourÞ
� Actual Hours

If the actual rate per hour exeeds the standard rate per hour, the variance
is unfavorable. This positive amount (unfavorable variance) can be thought
of as increasing costs. If the actual rate per hour is less than the standard rate
per hour, the variance is favorable. This negative amount (favorable var-
iance) can be thought of as decreasing costs.

To illustrate, the direct labor rate variance for Western Rider Inc. is
computed as follows:

Direct Labor Rate Variance¼ðActual Rate per Hour�Standard Rate per HourÞ
� Actual Hours

Direct Labor Rate Variance¼ð$10:00�$9:00Þ�3;850 hours

Direct Labor Rate Variance¼$3;850 Unfavorable Variance

As shown above, Western Rider has an unfavorable direct labor rate var-
iance of $3,850 for June.

Direct Labor Time Variance
The direct labor time variance is computed as follows:

Direct Labor Time Variance ¼ ðActual Direct Labor Hours
� Standard Direct Labor HoursÞ
� Standard Rate per Hour

If the actual direct labor hours for the units produced exceeds the stan-
dard direct labor hours, the variance is unfavorable. This positive amount
(unfavorable variance) can be thought of as increasing costs. If the actual
direct labor hours for the units produced is less than the standard direct
labor hours, the variance is favorable. This negative amount (favorable var-
iance) can be thought of as decreasing costs.

To illustrate, the direct labor time variance for Western Rider Inc. is
computed as follows:

Direct Labor Time Variance ¼ ðActual Direct Labor Hours
� Standard Direct Labor HoursÞ
� Standard Rate per Hour

Direct Labor Time Variance ¼ ð3,850 hours � 4,000 direct labor hoursÞ
�$9.00

Direct Labor Time Variance ¼ −$1,350 Favorable Variance

As shown above, Western Rider has a favorable direct labor time variance
of $1,350 for June.

Direct Labor Variance Relationships
The relationship among the total direct labor cost variance, the direct labor
rate variance, and the direct labor time variance is shown in Exhibit 24.
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Reporting Direct Labor Variances
Production supervisors are normally responsible for controlling direct labor
cost. For example, an investigation could reveal the following causes for
unfavorable rate and time variances:

1. An unfavorable rate variance may be caused by the improper scheduling
and use of employees. In such cases, skilled, highly paid employees may
be used in jobs that are normally performed by unskilled, lower-paid
employees. In this case, the unfavorable rate variance should be reported
to the managers who schedule work assignments.

2. An unfavorable time variance may be caused by a shortage of skilled
employees. In such cases, there may be an abnormally high turnover rate
among skilled employees. In this case, production supervisors with high
turnover rates should be questioned as to why their employees are
quitting.

Direct Labor Standards for Nonmanufacturing Activities
Direct labor time standards can also be developed for use in administrative,
selling, and service activities. This is most appropriate when the activity
involves a repetitive task that produces a common output. In these cases, the
use of standards is similar to that for a manufactured product.

To illustrate, standards could be developed for customer service person-
nel who process sales orders. A standard time for processing a sales order
(the output) could be developed. The variance between the actual and the
standard time could then be used to control sales order processing costs.
Similar standards could be developed for computer help desk operators,
nurses, and insurance application processors.

When labor-related activities are not repetitive, direct labor time stan-
dards are less commonly used. This often occurs when the time spent to
perform the activity is not directly related to a unit of output. For example,
the time spent by a senior executive or the work of a research and develop-
ment scientist is not easily related to a measurable output. In these cases, the
costs and expenses are normally controlled using static budgets.

Direct Labor Variance RelationshipsE X H I B I T 24

$38,500 � $34,650 �
$3,850 U

Actual cost:
Actual hours �
Actual rate
3,850 � $10 �
$38,500

Actual hours �
Standard rate
3,850 � $9 �

$34,650

Standard cost:
Standard hours
� Standard rate
4,000 � $9 �
  $36,000

$34,650 � $36,000 �
�$1,350 F

$38,500 � $36,000 � $2,500 U

Direct labor
rate variance

Direct labor
time variance

Total direct labor cost variance

Hospitals use time
standards, termed
standard treatment
protocols, to evaluate the
efficiency of performing
hospital procedures.

Budgeting and Standard Cost Systems 533



Nonfinancial Performance Measures
Many companies supplement standard costs and variances from standards
with nonfinancial performance measures. A nonfinancial performance
measure expresses performance in a measure other than dollars. For
example, airlines use on-time performance, percent of bags lost, and number
of customer complaints as nonfinancial performance measures. Such mea-
sures are often used to evaluate the time, quality, or quantity of a business
activity.

Using financial and nonfinancial performance measures aids managers
and employees in considering multiple performance objectives. Such mea-
sures often bring additional perspectives, such as quality of work, to evalu-
ating performance. Some examples of nonfinancial performance measures
include the following:

Nonfinancial Performance Measures

Inventory turnover
Percent on-time delivery
Elapsed time between a customer order and product delivery
Customer preference rankings compared to competitors
Response time to a service call
Time to develop new products
Employee satisfaction
Number of customer complaints

Nonfinancial measures are often linked to either the inputs or outputs of
an activity or process. A process is a sequence of activities for performing a
task. The relationship between an activity or a process and its inputs and
outputs is shown below.

Input Activity or
Process Output

To illustrate, the counter service activity of a fast-food restaurant is used.
The following input/outputs could be identified for providing customer
service:

 Inputs

Number of employees
Employee experience
Employee training
Fryer reliability
Number of new menu items
Fountain drinks available

Activity

Counter service

 Outputs

Line wait
Percent order accuracy
Friendly service score

The customer service outputs of the counter service activity include the
following:

1. Line wait for the customer

2. Percent order accuracy in serving the customer

3. Friendly service experience for the customer

Obj 6 Describe and provide
examples of nonfinancial
performance measures.

In one company, machine
operators were evaluated
by a labor time standard
(how fast they worked).
This resulted in poor-
quality products, which led
the company to supplement
its labor time standard with
a product quality standard.
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Some of the inputs that impact the customer service outputs include the
following:

1. Number of employees

2. Employee experience

3. Employee training

4. Fryer (and other cooking equipment) reliability

5. Number of new menu items

6. Fountain drink availability

A fast-food restaurant can develop a set of linked nonfinancial perfor-
mance measures across inputs and outputs. The output measures tell man-
agement how the activity is performing, such as keeping the line wait to a
minimum. The input measures are used to improve the output measures.
For example, if the customer line wait is too long, then improving employee
training or hiring more employees could improve the output (decrease
customer line wait).

Appendix
Factory Overhead Variances

Factory overhead costs are analyzed differently from direct labor and direct
materials costs. This is because factory overhead costs have fixed and variable
cost elements. For example, indirect materials and factory supplies normally
behave as a variable cost as units produced changes. In contrast, straight-line
plant depreciation on factory machinery is a fixed cost.

Factory overhead costs are budgeted and controlled by separating factory
overhead into fixed and variable costs. Doing so allows the preparation of
flexible budgets and analysis of factory overhead controllable and volume
variances.

The Factory Overhead Flexible Budget
The preparation of a flexible budget was described and illustrated earlier in
this chapter. Exhibit 25 illustrates a flexible factory overhead budget for
Western Rider Inc. for June 2010.

Exhibit 25 indicates that the budgeted factory overhead rate for Western
Rider is $6.00, as computed below.

Factory Overhead Rate ¼ Budgeted Factory Overhead at Normal Capacity
Normal Productive Capacity

Factory Overhead Rate ¼ $30,000
5,000 direct labor hrs.

¼ $6.00 per direct labor hr.

The normal productive capacity is expressed in terms of an activity base
such as direct labor hours, direct labor cost, or machine hours. For Western
Rider, 100% of normal capacity is 5,000 direct labor hours. The budgeted
factory overhead cost at 100% of normal capacity is $30,000, which consists
of variable overhead of $18,000 and fixed overhead of $12,000.
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For analysis purposes, the budgeted factory overhead rate is subdivided
into a variable factory overhead rate and a fixed factory overhead rate. For
Western Rider, the variable overhead rate is $3.60 per direct labor hour,
and the fixed overhead rate is $2.40 per direct labor hour, as computed
below.

Variable Factory
Overhead ¼ Budgeted Fixed Overhead at Normal Capacity

Normal Productive Capacity

Variable Factory
Overhead Rate ¼ $18,000

5,000 direct labor hrs.
¼$3:60 per direct labor hr.

Fixed Factory
Overhead Rate ¼ Budgeted Variable Overhead at Normal Capacity

Normal Productive Capacity

Fixed Factory
Overhead Rate ¼ $12,000

5,000 direct labor hrs.
¼ $2.40 per direct labor hr.

To summarize, the budgeted factory overhead rates for Western Rider
Inc. are as follows:

Variable factory overhead rate $3.60
Fixed factory overhead rate 2.40

Total factory overhead rate $6.00

Factory Overhead Cost Budget Indicating Standard Factory
Overhead RateE X H I B I T 25

Percent of normal capacity
Units produced
Direct labor hours (0.80 hr. per unit)
Budgeted factory overhead:
 Variable costs:
  Indirect factory wages
  Power and light
  Indirect materials
        Total variable cost
 Fixed costs:
  Supervisory salaries
  Depreciation of plant
        and equipment
  Insurance and property taxes 
   Total fixed cost
 Total factory overhead cost

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22

Western Rider Inc.
Factory Overhead Cost Budget

For the Month Ending June 30, 2010
80%

5,000
4,000

$  8,000
4,000
2,400

$14,400

$  5,500

4,500
2,000

$12,000
$26,400

90%
5,625
4,500

$  9,000
4,500
2,700

$16,200

$  5,500

4,500
2,000

$12,000
$28,200

110%
6,875
5,500

$11,000
5,500
3,300

$19,800

$  5,500

4,500
2,000

$12,000
$31,800

100%
6,250
5,000

$10,000
5,000
3,000

$18,000

$  5,500

 4,500
2,000

$12,000
$30,000

A B C ED

Factory overhead rate per direct labor hour, $30,000/5,000 hours � $6.00
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As mentioned earlier, factory overhead variances can be separated into a
controllable variance and a volume variance as discussed in the next
sections.

Variable Factory Overhead Controllable Variance
The variable factory overhead controllable variance is the difference
between the actual variable overhead costs and the budgeted variable over-
head for actual production. It is computed as shown below.

Variable Factory Overhead
Controllable Variance ¼ Actual Variable

Factory Overhead � Budgeted Variable
Factory Overhead

If the actual variable overhead is less than the budgeted variable over-
head, the variance is favorable. If the actual variable overhead exceeds the
budgeted variable overhead, the variance is unfavorable.

The budgeted variable factory overhead is the standard variable overhead
for the actual units produced. It is computed as follows:

Budgeted Variable
Factory Overhead ¼ Standard Hours for

Actual Units Produced � Variable Factory
Overhead Rate

To illustrate, the budgeted variable overhead for Western Rider for June is
$14,400, as computed below.

Budgeted Variable
Factory Overhead ¼ Standard Hours for

Actual Units Produced � Variable Factory
Overhead Rate

Budgeted Variable
Factory Overhead

¼ 4,000 direct labor hrs. � $3.60

Budgeted Variable
Factory Overhead ¼ $14,400

The preceding computation is based on the fact that Western Rider pro-
duced 5,000 XL jeans, which requires a standard of 4,000 (5,000 � 0.8 hr.)
direct labor hours. The variable factory overhead rate of $3.60 was computed
earlier. Thus, the budgeted variable factory overhead is $14,400 (4,000 direct
labor hrs. � $3.60).

During June, assume that Western Rider incurred the following actual
factory overhead costs:

Actual Costs in June

Variable factory overhead $10,400
Fixed factory overhead 12,000

Total actual factory overhead $22,400

Based on the actual variable factory overhead incurred in June, the vari-
able factory overhead controllable variance is a $4,000 favorable variance, as
computed below.

Variable Factory Overhead
Controllable Variance

¼ Actual Variable
Factory Overhead � Budgeted Variable

Factory Overhead
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Variable Factory Overhead
Controllable Variance

¼ $10,400 � $14,400

Variable Factory Overhead
Controllable Variance

¼ �$4,000 Favorable Variance

The variable factory overhead controllable variance indicates the ability
to keep the factory overhead costs within the budget limits. Since variable
factory overhead costs are normally controllable at the department level,
responsibility for controlling this variance usually rests with department
supervisors.

Fixed Factory Overhead Volume Variance
Western Rider’s budgeted factory overhead is based on a 100% normal
capacity of 5,000 direct labor hours, as shown in Exhibit 25. This is the ex-
pected capacity that management believes will be used under normal
business conditions. Exhibit 25 indicates that the 5,000 direct labor hours is
less than the total available capacity of 110%, which is 5,500 direct labor
hours.

The fixed factory overhead volume variance is the difference between the
budgeted fixed overhead at 100% of normal capacity and the standard fixed
overhead for the actual units produced. It is computed as follows:

Fixed Factory
Overhead

Volume Variance
¼

Standard Hours
for 100% of

Normal Capacity
−

Standard Hours for
Actual Units

Produced

0

@

1

A� Fixed Factory
Overhead Rate

The volume variance measures the use of fixed overhead resources (plant
and equipment). The interpretation of an unfavorable and a favorable fixed
factory overhead volume variance is as follows:

1. Unfavorable fixed factory overhead variance. The actual units produced is
less than 100% of normal capacity; thus, the company used its fixed over-
head resources (plant and equipment) less than would be expected
under normal operating conditions.

2. Favorable fixed factory overhead variance. The actual units produced is
more than 100% of normal capacity; thus, the company used its fixed
overhead resources (plant and equipment) more than would be expected
under normal operating conditions.

To illustrate, the volume variance for Western Rider is a $2,400 unfavor-
able variance, as computed below.

Fixed Factory
Overhead

Volume Variance
¼

Standard Hours
for 100% of

Normal Capacity
−

Standard Hours for
Actual Units

Produced

0

@

1

A� Fixed Factory
Overhead Rate

Fixed Factory
Overhead

Volume Variance
¼ 5,000 direct

labor hrs.
−

4,000 direct
labor hrs.

� �

� $2.40

Fixed Factory
Overhead

Volume Variance
¼ $2,400 Unfavorable Variance
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Since Western Rider produced 5,000 XL jeans during June, the standard
for the actual units produced is 4,000 (5,000 � 0.80) direct labor hours. This
is 1,000 hours less than the 5,000 standard hours of normal capacity.
The fixed overhead rate of $2.40 was computed earlier. Thus, the unfavor-
able fixed factory overhead volume variance is $2,400 (1,000 direct labor
hrs. � $2.40).

Exhibit 26 illustrates graphically the fixed factory overhead volume var-
iance for Western Rider Inc. The budgeted fixed overhead does not change
and is $12,000 at all levels of production. At 100% of normal capacity (5,000
direct labor hours), the standard fixed overhead line intersects the budgeted
fixed costs line. For production levels more than 100% of normal capacity
(5,000 direct labor hours), the volume variance is favorable. For production
levels less than 100% of normal capacity (5,000 direct labor hours), the
volume variance is unfavorable.

Exhibit 26 indicates that Western Rider’s volume variance is unfavorable
in June because the actual production is 4,000 direct labor hours, or 80% of
normal volume. The unfavorable volume variance of $2,400 can be viewed as
the cost of the unused capacity (1,000 direct labor hours).

An unfavorable volume variance may be due to factors such as the
following:

1. Failure to maintain an even flow of work

2. Machine breakdowns

Graph of Fixed Overhead Volume VarianceE X H I B I T 26
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3. Work stoppages caused by lack of materials or skilled labor

4. Lack of enough sales orders to keep the factory operating at normal
capacity

Management should determine the causes of the unfavorable variance
and consider taking corrective action. For example, a volume variance
caused by an uneven flow of work could be remedied by changing operating
procedures. Lack of sales orders may be corrected through increased
advertising.

Favorable volume variances may not always be desirable. For example, in an
attempt to create a favorable volume variance, manufacturing managers might
run the factory above the normal capacity. This is favorable when the addi-
tional production can be sold. However, if the additional production cannot
be sold, it must be stored as inventory, which would incur storage costs. In this
case, a favorable volume variance may actually reduce company profits.

Reporting Factory Overhead Variances
The total factory overhead cost variance can also be determined as the sum
of the factory overhead controllable and volume variances, as shown below
for Western Rider Inc.

Variable factory overhead controllable variance –$4,000 Favorable Variance
Fixed factory overhead volume variance 2,400 Unfavorable Variance

Total factory overhead cost variance –$1,600 Favorable Variance

A factory overhead cost variance report is useful to management in con-
trolling factory overhead costs. Budgeted and actual costs for variable and
fixed factory overhead along with the related controllable and volume var-
iances are reported by each cost element.

Exhibit 27 illustrates a factory overhead cost variance report for Western
Rider Inc. for June.

Factory Overhead Account
To illustrate, the applied factory overhead for Western Rider for the 5,000
XL jeans produced in June is $24,000, as computed below.

Actual Factory
Overhead ¼ Standard Hours for

Actual Units Produced
� Total Factory

Overhead Rate

Actual Factory
Overhead ¼ 5,000

jeans � 0.80 direct labor hr.
per pair of jeans

� �
� $6.00

Actual Factory
Overhead ¼ 4,000 direct labor hrs. � $6.00 ¼ $24,000

The total actual factory overhead for Western Rider, as shown in Exhibit 27,
was $22,400. Thus, the total factory overhead cost variance for Western Rider
for June is a $1,600 favorable variance, as computed below.

Total Factory Overhead
Cost Variance ¼ Actual Factory

Overhead � Applied Factory
Overhead

Total Factory Overhead
Cost Variance

¼ $22,400�$24,000¼�$1,600 Favorable Variance

A paper company ran
paper machines above
normal volume in order to
create favorable volume
variances. This created a
six-months’ supply of
excess paper inventory
that had to be stored in
public warehouses, thus
incurring significant
storage costs.
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At the end of the period, the factory overhead account normally has
a balance. A positive balance in Factory Overhead represents underapplied
overhead. Underapplied overhead occurs when actual factory overhead costs
exceed the applied factory overhead. A negative balance in Factory Over-
head represents overapplied overhead. Overapplied overhead occurs when
actual factory overhead costs are less than the applied factory overhead.

The difference between the actual factory overhead and the applied fac-
tory overhead is the total factory overhead cost variance. Thus, underapplied
and overapplied factory overhead account balances represent the following
total factory overhead cost variances:

1. Underapplied Factory Overhead = Unfavorable Total Factory Overhead Cost
Variance

2. Overapplied Factory Overhead = Favorable Total Factory Overhead Cost
Variance

Factory Overhead Cost Variance ReportE X H I B I T 27

Variable factory overhead costs:
 Indirect factory wages
 Power and light
 Indirect materials
  Total variable factory 
   overhead cost
Fixed factory overhead costs:
 Supervisory salaries
 Depreciation of plant and
  equipment
 Insurance and property taxes
  Total fixed factory
   overhead cost
Total factory overhead cost

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Western Rider Inc.
Factory Overhead Cost Variance Report

For the Month Ending June 30, 2010

$  8,000
4,000
2,400

$14,400

$  5,500

4,500
2,000

$12,000
$26,400

$  5,100
4,200
1,100

$10,400

$  5,500

4,500
2,000

$12,000
$22,400

$   200

$   200

$4,000

2,400
$1,600

$2,900

1,300

$4,200

A B C ED

Productive capacity for the month (100% of normal) 5,000 hours
Actual production for the month 4,000 hours

Actual Favorable

Total controllable variances

Net controllable variance—favorable
Volume variance—unfavorable:
 Capacity not used at the standard rate for fixed
  factory overhead—1,000 � $2.40
Total factory overhead cost variance—favorable

Budget
(at Actual

Production)
Variances

Unfavorable
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The factory overhead account for Western Rider Inc. for the month
ending June 30, 2010, is shown below.

Factory Overhead Account

Actual factory overhead ($10,400 + $12,000) $22,400
Less applied factory overhead (4,000 hours � 6.00 per hour 24,000
Balance, overapplied factory overhead, June 30 �$ 1,600

The $1,600 overapplied factory overhead account balance shown above
and the total factory cost variance shown in Exhibit 27 are the same.

The variable factory overhead controllable variance and the volume
variance can be computed by comparing the factory overhead account
with the budgeted total overhead for the actual level produced, as shown
below.

−$1,600 F
Total Factory Overhead
Cost Variance

−$4,000 F
Controllable
Variance

$2,400 U
Volume
Variance

Variable factory overhead (4,000    $3.60)  $14,400
Fixed factory overhead     12,000
Total      $26,400

Actual Factory
Overhead

$22,400

Applied Factory
Overhead

$24,000

Factory Overhead

Budgeted Factory Overhead
for Amount Produced

Actual factory overhead ($10,400 + $12,000) $22,400
Less applied factory overhead (4,000 hours  × $6.00 per hour)
Balance, overapplied factory overhead, June 30 −$   1,600

24,000

The controllable and volume variances are determined as follows:

1. The difference between the actual overhead incurred and the budgeted
overhead is the controllable variance.

2. The difference between the applied overhead and the budgeted overhead
is the volume variance.

If the actual factory overhead exceeds (is less than) the budgeted factory
overhead, the controllable variance is unfavorable (favorable). In contrast, if
the applied factory overhead is less than (exceeds) the budgeted factory
overhead, the volume variance is unfavorable (favorable).

For many of the individual factory overhead costs, quantity and price
variances can be computed similar to that for direct materials and direct
labor. For example, the indirect factory labor cost variance may include both
time and rate variances. Likewise, the indirect materials cost variance may
include both a quantity variance and a price variance. Such variances are
illustrated in advanced textbooks.
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Key Points

1. Describe budgeting, its objectives, its impact
on human behavior, and types of budget
systems.
Budgeting involves (1) establishing specific
goals, (2) executing plans to achieve the
goals, and (3) periodically comparing actual
results with these goals. In addition, budget
goals should be established to avoid problems
in human behavior. Thus, budgets should not
be set too tightly, too loosely, or to cause goal
conflict. Budgeting systems can use fiscal-year
budgeting, continuous budgeting, or zero-
based budgeting. Two major types of budgets
are the static budget and the flexible budget.
The static budget does not adjust with chan-
ges in activity while the flexible budget does
adjust with changes in activity. Computers can
be useful in speeding the budgetary process
and in preparing timely budget performance
reports. In addition, simulation models can
be used to determine the impact of operating
alternatives on various budgets.

2. Describe the master budget for
a manufacturing company.
The master budget consists of the budgeted
income statement and budgeted balance
sheet. These two budgets are developed from
detailed supporting budgets. The income
statement supporting budgets are the sales
budget, production budget, direct materials
purchases budget, direct labor cost budget,
factory overhead cost budget, cost of goods
sold budget, and selling and administrative
expenses budget. Both the cash budget and
the capital expenditures budget support the
budgeted balance sheet. The cash budget
consists of budgeted cash receipts and bud-
geted cash payments. The capital ex-
penditures budget is an important tool for
planning expenditures for fixed assets.

3. Describe the types of standards and how they
are established.
Standards represent performance bench-
marks that can be compared to actual results
in evaluating performance. Standards are de-
veloped, reviewed, and revised by accountants
and engineers based on studies of operations.

Standards are established so that they are
neither too high nor too low but are
attainable.

4. Describe and illustrate how standards are used
in budgeting.
Budgets are prepared by multiplying the
standard cost per unit by the planned pro-
duction. To measure performance, the stan-
dard cost per unit is multiplied by the actual
number of units produced, and the actual
results are compared with the standard cost at
actual volumes (cost variance).

5. Compute and interpret direct materials and
direct labor variances.
The direct materials cost variance can be se-
parated into a direct materials price and a
quantity variance. The direct materials price
variance is calculated by multiplying the ac-
tual quantity by the difference between the
actual and standard price. The direct materi-
als quantity variance is calculated by multi-
plying the standard price by the difference
between the actual materials used and the
standard materials at actual volumes.

The direct labor cost variance can be
separated into a direct labor rate and time
variance. The direct labor rate variance is cal-
culated by multiplying the actual hours
worked by the difference between the actual
labor rate and the standard labor rate. The
direct labor time variance is calculated by
multiplying the standard labor rate by the
difference between the actual labor hours
worked and the standard labor hours at actual
volumes.

6. Describe and provide examples of nonfinancial
performance measures.
Many companies use a combination of fi-
nancial and nonfinancial measures in order
for multiple perspectives to be incorporated
in evaluating performance. Combining fi-
nancial and nonfinancial measures helps em-
ployees balance cost efficiency with quality and
customer service performance. Nonfinancial
measures are often used in conjunction with
the inputs or outputs of a process or activity.
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Key Terms

Budget An accounting device used to plan and
control resources of operational departments
and divisions.

Budget performance report A report comparing
actual results with budget figures.

Budgetary slack Excess resources set within a
budget to provide for uncertain events.

Budgeted variable factory overhead The stan-
dard variable overhead for the actual units
produced.

Capital expenditures budget The budget sum-
marizing future plans for acquiring plant facilities
and equipment.

Cash budget A budget of estimated cash receipts
and payments.

Continuous budgeting A method of budgeting
that provides for maintaining a 12-month pro-
jection into the future.

Controllable variance The difference between
the actual amount of variable factory overhead
cost incurred and the amount of variable factory
overhead budgeted for the standard product.

Cost of goods sold budget A budget of the esti-
mated direct materials, direct labor, and factory
overhead consumed by sold products.

Cost variance The difference between the actual
cost and the standard cost at actual volumes.

Currently attainable standards Standards that
represent levels of operation that can be obtained
with reasonable effort.

Direct labor cost budget A budget that estimates
the direct labor hours and related costs needed to
support budgeted production.

Direct labor rate variance The cost associated
with the difference between the standard rate
and the actual rate paid for direct labor used in
producing a commodity.

Direct labor time variance The cost associated
with the difference between the standard hours
and the actual hours of direct labor spent pro-
ducing a commodity.

Direct materials price budget The cost associated
with the difference between the standard price
and the actual price of direct materials used in
producing a commodity.

Direct materials price variance The difference
between the actual price and standard price times
the actual quantity.

Direct materials purchases budget A budget that
uses the production budget as a starting point.

Direct materials quantity variance The cost asso-
ciated with the difference between the standard
quantity and the actual quantity of direct materi-
als used in producing a commodity.

Favorable cost variance Actual cost is less than
standard cost.

Factory overhead cost budget A budget that esti-
mates the cost for each item of factory overhead
needed to support budgeted production.

Factory overhead cost variance report Reports
budgeted and actual costs for variable and fixed
factory overhead for each cost element along with
the related controllable and volume variance.

Flexible budget A budget that adjusts for varying
rates of activity.

Goal conflict Situation when individual self-
interest differs from business objectives.

Ideal standards Standards that can be achieved
only under perfect operating conditions, such as
no idle time, no machine breakdowns, and no
materials spoilage; also called theoretical standards.
Master budget The comprehensive budget plan
linking the individual budgets related to sales,
cost of goods sold, operating expenses, project,
capital expenditures, and cash.

Nonfinancial performance measure A perfor-
mance measure expressed in other than dollars.

Process A sequence of activities linked together
for performing a particular task.

Production budget A budget of estimated unit
production.

Responsibility center A budgetary unit within a
company for which a manager is assigned re-
sponsibility over costs, revenues, or assets.

Sales budget A budget that indicates for each
product (1) the quantity of estimated sales, and
(2) the expected unit selling price.

Standard cost A detailed estimate of what a pro-
duct should cost.
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Standard cost systems Accounting systems that
use standards for each manufacturing cost enter-
ing into the finished product.

Standards Performance goals.

Static budget A budget that does not adjust to
changes in activity levels.

Theoretical standards Standards that can be
achieved only under perfect operating condi-
tions, such as no idle time, no machine break-
downs, and no materials spoilage; also called ideal
standards.

Total manufacturing cost variance The differ-
ence between the total actual cost and the total
standard cost for the units produced.

Unfavorable cost variance Actual cost exceeds
standard cost.

Volume variance The difference between the
budgeted fixed overhead at 100% of normal ca-
pacity and the standard fixed overhead for the
actual units produced.

Zero-based budgeting A concept of budgeting
that requires all levels of management to start
from zero and estimate budget data as if there
had been no previous activities in their units.

Illustrative Problem

Hawley Inc. manufactures woven baskets for national distribution. The standard
costs for the manufacture of Folk Art style baskets were as follows:

Standard Costs Actual Costs

Direct materials 1,500 lbs. at $35 1,600 lbs. at $32
Direct labor 4,800 hrs. at $11 4,500 hrs. at $11.80
Factory overhead Rates per labor hour,

based on 100% of
normal capacity of
5,500 labor hrs.:
Variable cost, $2.40 $12,300 variable cost
Fixed cost, $3.50 $19,250 fixed cost

Instructions
1. Determine the quantity variance, price variance, and total direct materials

cost variance for the Folk Art style baskets.

2. Determine the time variance, rate variance, and total direct labor cost var-
iance for the Folk Art style baskets.

3. Appendix: Determine the controllable variance, volume variance, and total
factory overhead cost variance for the Folk Art style baskets.

Solution

1. Direct Materials Cost Variance

Quantity variance:
Direct Materials Quantity Variance = (Actual Quantity – Standard Quantity) � Standard Price
Direct Materials Quantity Variance = (1,600 lbs. – 1,500 lbs.) � $35 per lb.
Direct Materials Quantity Variance = $3,500 Unfavorable Variance

Price variance:
Direct Materials Price Variance = (Actual Price – Standard Price) � Actual Quantity
Direct Materials Price Variance = ($32 per lb. – $35 per lb.) � 1,600 lbs.
Direct Materials Price Variance = –$4,800 Favorable Variance

Total direct materials cost variance:
Direct Materials Cost Variance = Direct Materials Quantity Variance + Direct Materials Price

Variance
Direct Materials Cost Variance = $3,500 + $(4,800)
Direct Materials Cost Variance = –$1,300 Favorable Variance
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2. Direct Labor Cost Variance

Time variance:
Direct Labor Time Variance = (Actual Direct Labor Hours – Standard Direct Labor Hours)

� Standard Rate per Hour
Direct Labor Time Variance = (4,500 hrs. – 4,800 hrs.) � $11 per hour
Direct Labor Time Variance = –$3,300 Favorable Variance

Rate variance:
Direct Labor Rate Variance = (Actual Rate per Hour – Standard Rate per Hour)

� Actual Hours
Direct Labor Rate Variance = ($11.80 – $11.00) � 4,500 hrs.
Direct Labor Rate Variance = $3,600 Unfavorable Variance

Total direct labor cost variance:
Direct Labor Cost Variance = Direct Labor Time Variance + Direct Labor Rate Variance
Direct Labor Cost Variance = ($3,300) + $3,600
Direct Labor Cost Variance = $300 Unfavorable Variance

3. Appendix Factory Overhead Cost Variance

Variable factory overhead—controllable variance:
Variable Factory Overhead

Controllable Variance =
Actual Variable
Factory Overhead –

Budgeted Variable
Factory Overhead

Variable Factory Overhead
Controllable Variance = $12,300 – $11,520*

Variable Factory Overhead
Controllable Variance

* 4,800 hrs. $2.40 per hour

= $780 Unfavorable Variance

Fixed factory overhead volume variance:
Fixed Factory

Overhead Volume
Variance

¼ Standard Hours for100%
of Normal Capacity � Standard Hours for

Actual Units Produced

� �

� Fixed Factory
Overhead Rate

Fixed Factory
Overhead Volume

Variance
¼ ð5;500 hrs. � 4;800 hrs.Þ � $3:50 per hr.

Fixed Factory
Overhead Volume

Variance
¼ 2;450 Unfavorable Variance

Total factory overhead cost variance:
Factory Overhead
Cost Variance

¼ Variable Factory Overhead
Controllable Variance

þ Fixed Factory Overhead
Volume Variance

Factory Overhead
Cost Variance

¼ $780 þ $2;450

Factory Overhead
Cost Variance

¼ $3;230 Unfavorable Variance

Self-Examination Questions (Answers appear at the end of chapter)

1. Static budgets are often used by:

A. production departments

B. administrative departments

C. responsibility centers

D. capital projects

2. The total estimated sales for the coming year
is 250,000 units. The estimated inventory at
the beginning of the year is 22,500 units, and
the desired inventory at the end of the year is

30,000 units. The total production indicated
in the production budget is:

A. 242,500 units

B. 257,500 units

C. 280,000 units

D. 302,500 units

3. Dixon Company expects $650,000 of credit
sales in March and $800,000 of credit sales in
April. Dixon historically collects 70% of its
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sales in the month of sale and 30% in the
following month. How much cash does Dixon
expect to collect in April?

A. $800,000

B. $560,000

C. $755,000

D. $1,015,000

4. The actual and standard direct materials costs
for producing a specified quantity of product
are as follows:
Actual: 51,000 pounds at $5.05 $257,550
Standard: 50,000 pounds at $5.00 $250,000

The direct materials price variance is:

A. $50 unfavorable

B. $2,500 unfavorable

C. $2,550 unfavorable

D. $7,550 unfavorable

5. Bower Company produced 4,000 units of
product. Each unit requires 0.5 standard
hour. The standard labor rate is $12 per hour.
Actual direct labor for the period was $22,000
(2,200 hours � $10 per hour). The direct
labor time variance is:

A. 200 hours unfavorable

B. $2,000 unfavorable

C. $4,000 favorable

D. $2,400 unfavorable

Class Discussion Questions

1. What are the three major objectives of
budgeting?

2. What is the manager’s role in a responsibility
center?

3. Briefly describe the type of human behavior
problems that might arise if budget goals are
set too tightly.

4. Give an example of budgetary slack.

5. What behavioral problems are associated
with setting a budget too loosely?

6. What behavioral problems are associated
with establishing conflicting goals within the
budget?

7. When would a company use zero-based
budgeting?

8. Under what circumstances would a static
budget be appropriate?

9. How do computerized budgeting systems aid
firms in the budgeting process?

10. What is the first step in preparing a master
budget?

11. Why should the production requirements set
forth in the production budget be carefully
coordinated with the sales budget?

12. Why should the timing of direct materials
purchases be closely coordinated with the
production budget?

13. In preparing the budget for the cost of goods
sold, what are the three budgets from which
data on relevant estimates of quantities and
costs are combined with data on estimated
inventories?

14. a. Discuss the purpose of the cash budget.

b. If the cash for the first quarter of the fiscal
year indicates excess cash at the end of
each of the first two months, how might
the excess cash be used?

15. How does a schedule of collections from
sales assist in preparing the cash budget?

16. Give an example of how the capital
expenditures budget affects other operating
budgets.

17. What are the basic objectives in the use of
standard costs?

18. How can standards be used by management
to help control costs?

19. What is meant by reporting by the “principle
of exceptions,” as the term is used in re-
ference to cost control?

20. How often should standards be revised?

21. How are standards used in budgetary per-
formance evaluation?
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22. a. What are the two variances between the
actual cost and the standard cost for direct
materials?

b. Discuss some possible causes of these
variances.

23. The materials cost variance report for Nick-
ols Inc. indicates a large favorable materials
price variance and a significant unfavorable
materials quantity variance. What might have
caused these offsetting variances?

24. a. What are the two variances between the
actual cost and the standard cost for direct
labor?

b. Who generally has control over the direct
labor cost?

25. A new assistant controller recently was heard
to remark: “All the assembly workers in this
plant are covered by union contracts, so
there should be no labor variances.” Was the
controller’s remark correct? Discuss.

26. Would the use of standards be appropriate
in a nonmanufacturing setting, such as a fast-
food restaurant?

27. Briefly explain why firms might use non-
financial performance measures.

Exercises

Agent Blaze uses flexible budgets that are based on the following data:

Sales commissions 8% of sales
Advertising expense 21% of sales
Miscellaneous selling expense $2,250 plus 3% of sales
Office salaries expense $15,000 per month
Office supplies expense 4% of sales
Miscellaneous administrative expense $1,600 per month plus 2% of sales

Prepare a flexible selling and administrative expenses budget for January 2010
for sales volumes of $100,000, $125,000, and $150,000. (Use Exhibit 5 as a
model.)

The production supervisor of the Machining Department for Nell Company
agreed to the following monthly static budget for the upcoming year:

Nell Company
Machining Department

Monthly Production Budget

Wages $540,000
Utilities 36,000
Depreciation 60,000
Total $636,000

The actual amount spent and the actual units produced in the first three
months of 2010 in the Machining Department were as follows:

Amount Spent Units Produced

January $600,000 110,000
February 570,000 100,000
March 545,000 90,000

The Machining Department supervisor has been very pleased with this per-
formance, since actual expenditures have been less than the monthly budget.
However, the plant manager believes that the budget should not remain fixed

E13-1
Flexible budget for selling and
administrative expenses

Obj 1

S P R E A D S H E E T

✓ Total selling and
administrative
expenses at $125,000
sales, $66,350

E13-2
Static budget vs. flexible
budget

Obj 1

S P R E A D S H E E T

✓ b. Excess of actual
over budget for
March, $53,000
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for every month but should “flex” or adjust to the volume of work that is pro-
duced in the Machining Department. Additional budget information for the
Machining Department is as follows:

Wages per hour $18.00
Utility cost per direct labor hour $1.20
Direct labor hours per unit 0.25
Planned unit production 120,000

a. Prepare a flexible budget for the actual units produced for January, February,
and March in the Machining Department. Assume depreciation is a fixed
cost.

b. Compare the flexible budget with the actual expenditures for the first three
months. What does this comparison suggest?

Steelcase Inc. is one of the largest manufacturers of office furniture in the United
States. In Grand Rapids, Michigan, it produces filing cabinets in two depart-
ments: Fabrication and Trim Assembly. Assume the following information for
the Fabrication Department:

Steel per filing cabinet 45 pounds
Direct labor per filing cabinet 20 minutes
Supervisor salaries $140,000 per month
Depreciation $22,000 per month
Direct labor rate $21 per hour
Steel cost $1.45 per pound

Prepare a flexible budget for 12,000, 15,000, and 18,000 filing cabinets for the
month of October 2010, similar to Exhibit 5, assuming that inventories are not
significant.

Harmony Audio Company manufactures two models of speakers, DL and XL.
Based on the following production and sales data for September 2009, prepare
(a) a sales budget and (b) a production budget.

DL XL

Estimated inventory (units), September 1 240 60
Desired inventory (units), September 30 275 52
Expected sales volume (units):

East Region 3,700 3,250
West Region 4,250 3,700

Unit sales price $125 $195

Roberts and Chou, CPAs, offer three types of services to clients: auditing, tax, and
small business accounting. Based on experience and projected growth, the fol-
lowing billable hours have been estimated for the year ending December 31, 2010:

Billable Hours

Audit Department:
Staff 32,400
Partners 4,800

Tax Department:
Staff 24,800
Partners 3,100

Small Business Accounting Department:
Staff 4,500
Partners 630

E13-3
Flexible budget for Fabrication
Department

Obj 1

S P R E A D S H E E T

✓ Total department cost
at 12,000 units,
$1,029,000

E13-4
Sales and production budgets

Obj 2

S P R E A D S H E E T

✓ b. Model DL total
production, 7,985
units

E13-5
Professional fees earned
budget

Obj 2
S P R E A D S H E E T

✓ Total professional
fees earned,
$10,153,500
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The average billing rate for staff is $130 per hour, and the average billing rate
for partners is $250 per hour. Prepare a professional fees earned budget for
Roberts and Chou, CPAs, for the year ending December 31, 2010, using the
following column headings and showing the estimated professional fees by type
of service rendered:

Billable Hours Hourly Rate Total Revenue

Based on the data in Exercise 13-5 and assuming that the average compensation
per hour for staff is $30 and for partners is $125, prepare a professional labor
cost budget for Roberts and Chou, CPAs, for the year ending December 31,
2010. Use the following column headings:

Staff Partners

Marino’s Frozen Pizza Inc. has determined from its production budget the fol-
lowing estimated production volumes for 12” and 16” frozen pizzas for April 2010:

Units

12” Pizza 16” Pizza

Budgeted production volume 15,100 22,700

There are three direct materials used in producing the two types of pizza.
The quantities of direct materials expected to be used for each pizza are as follows:

12” Pizza 16” Pizza

Direct materials:
Dough 0.90 lb. per unit 1.50 lbs. per unit
Tomato 0.60 1.00
Cheese 0.75 1.25

In addition, Marino’s has determined the following information about each
material:

Dough Tomato Cheese

Estimated inventory, April 1, 2010 580 lbs. 205 lbs. 325 lbs.
Desired inventory, April 30, 2010 610 lbs. 200 lbs. 355 lbs.
Price per pound $1.20 $2.60 $3.10

Prepare April’s direct materials purchases budget for Marino’s Frozen
Pizza Inc.

Coca-Cola Enterprises is the largest bottler of Coca-Colaâ in North America. The
company purchases Cokeâ and Spriteâ concentrate from The Coca-Cola Com-
pany, dilutes and mixes the concentrate with carbonated water, and then fills the
blended beverage into cans or plastic two-liter bottles. Assume that the estimated

E13-6
Professional labor cost budget

Obj 2

S P R E A D S H E E T

✓ Staff total labor cost,
$1,851,000

E13-7
Direct materials purchases
budget

Obj 2

S P R E A D S H E E T

✓ Total cheese
purchases, $123,163

E13-8
Direct materials purchases
budget

Obj 2

S P R E A D S H E E T

✓ Concentrate
budgeted purchases,
$107,600
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production for Coke and Sprite two-liter bottles at the Dallas, Texas, bottling
plant are as follows for the month of March:

Coke 214,000 two-liter bottles
Sprite 163,000 two-liter bottles

In addition, assume that the concentrate costs $80 per pound for both Coke
and Sprite and is used at a rate of 0.2 pound per 100 liters of carbonated water in
blending Coke and 0.15 pound per 100 liters of carbonated water in blending
Sprite. Assume that two-liter bottles cost $0.08 per bottle and carbonated water
costs $0.06 per liter.

Prepare a direct materials purchases budget for March 2010, assuming no
changes between beginning and ending inventories for all three materials.

Hammer Racket Company manufactures two types of tennis rackets, the Junior
and Pro Striker models. The production budget for October for the two rackets
is as follows:

Junior Pro Striker

Production budget 7,600 units 22,100 units

Both rackets are produced in two departments, Forming and Assembly. The
direct labor hours required for each racket are estimated as follows:

Forming Department Assembly Department

Junior 0.25 hour per unit 0.40 hour per unit
Pro Striker 0.35 hour per unit 0.65 hour per unit

The direct labor rate for each department is as follows:

Forming Department $16.00 per hour
Assembly Department $12.00 per hour

Prepare the direct labor cost budget for October 2010.

Levi Strauss & Co. manufactures slacks and jeans under a variety of brand names,
such as Dockersâ and 501 Jeansâ. Slacks and jeans are assembled by a variety of
different sewing operations. Assume that the sales budget for Dockers and 501
Jeans shows estimated sales of 24,700 and 53,600 pairs, respectively, for January
2010. The finished goods inventory is assumed as follows:

Dockers 501 Jeans

January 1 estimated inventory 1,110 1,490
January 31 desired inventory 410 1,890

Assume the following direct labor data per 10 pairs of Dockers and 501 Jeans
for four different sewing operations:

Direct Labor per 10 Pairs

Dockers 501 Jeans

Inseam 18 minutes 12 minutes
Outerseam 22 15
Pockets 7 9
Zipper 10 6
Total 57 minutes 42 minutes

E13-9
Direct labor cost budget

Obj 2

S P R E A D S H E E T

✓ Total direct labor
cost, Assembly,
$208,860

E13-10
Production and direct labor
cost budgets

Obj 2

S P R E A D S H E E T

✓ a. Total production of
501 Jeans, 54,000
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a. Prepare a production budget for January. Prepare the budget in two columns:
DockersTM and 501 JeansTM.

b. Prepare the January direct labor cost budget for the four sewing operations,
assuming a $12.50 wage per hour for the inseam and outerseam sewing
operations and a $16 wage per hour for the pocket and zipper sewing op-
erations. Prepare the direct labor cost budget in four columns: inseam,
outerseam, pockets, and zipper.

Venus Candy Company budgeted the following costs for anticipated production
for September 2010:

Advertising expenses $275,000 Production supervisor wages $132,000
Manufacturing supplies 15,000 Production control salaries 35,000
Power and light 44,000 Executive officer salaries 280,000
Sales commissions 300,000 Materials management salaries 38,000
Factory insurance 26,000 Factory depreciation 21,000

Prepare a factory overhead cost budget, separating variable and fixed costs.
Assume that factory insurance and depreciation are the only factory fixed costs.

The controller of Swiss Ceramics Inc. wishes to prepare a cost of goods sold
budget for June. The controller assembled the following information for con-
structing the cost of goods sold budget:

Direct materials: Enamel Paint Porcelain Total

Total direct materials purchases budgeted for June $33,840 $5,340 $118,980 $158,160
Estimated inventory, June 1, 2010 1,150 2,800 4,330 8,280
Desired inventory, June 30, 2010 2,400 2,050 6,000 10,450

Direct labor cost: Kiln
Department

Decorating
Department Total

Total direct labor cost budgeted for June $41,600 $142,400 $184,000

Finished goods inventories: Dish Bowl Figurine Total

Estimated inventory, June 1, 2010 $4,060 $2,970 $2,470 $ 9,500
Desired inventory, June 30, 2010 3,350 4,150 3,590 11,090
Work in process inventories:

Estimated inventory, June 1, 2010 $ 2,800
Desired inventory, June 30, 2010 1,880

Budgeted factory overhead costs for June:
Indirect factory wages $64,900
Depreciation of plant and equipment 12,600
Power and light 4,900
Indirect materials 3,700

Total $86,100

Use the preceding information to prepare a cost of goods sold budget for
June 2010.

E13-11
Factory overhead cost budget

Obj 2

S P R E A D S H E E T

✓ Total variable factory
overhead costs,
$264,000

E13-12
Cost of goods sold budget

Obj 2

S P R E A D S H E E T

✓ Cost of goods sold,
$425,420

552 Chapter 13



Pet Joy Wholesale Inc., a pet wholesale supplier, was organized on May 1, 2010.
Projected sales for each of the first three months of operations are as follows:

May $360,000
June 450,000
July 600,000

The company expects to sell 10% of its merchandise for cash. Of sales on account,
50% are expected to be collected in the month of the sale, 35% in the month
following the sale, and the remainder in the second month following the sale.

Prepare a schedule indicating cash collections from sales for May, June, and
July.

Office Mate Supplies Inc. has “cash and carry” customers and credit customers.
Office Mate estimates that 25% of monthly sales are to cash customers, while the
remaining sales are to credit customers. Of the credit customers, 20% pay their
accounts in the month of sale, while the remaining 80% pay their accounts in
the month following the month of sale. Projected sales for the first three months
of 2010 are as follows:

August $250,000
September 290,000
October 270,000

The Accounts Receivable balance on July 31, 2010, was $200,000.
Prepare a schedule of cash collections from sales for August, September, and

October.

Excel Learning Systems Inc. was organized on May 31, 2010. Projected selling
and administrative expenses for each of the first three months of operations are
as follows:

June $117,400
July 110,500
August 100,400

Depreciation, insurance, and property taxes represent $25,000 of the esti-
mated monthly expenses. The annual insurance premium was paid on May 31,
and property taxes for the year will be paid in December. Sixty percent of the
remainder of the expenses are expected to be paid in the month in which they
are incurred, with the balance to be paid in the following month.

Prepare a schedule indicating cash payments for selling and administrative
expenses for June, July, and August.

Rejuvenation Physical Therapy Inc. is planning its cash payments for operations
for the third quarter (July–September), 2011. The Accrued Expenses Payable
balance on July 1 is $24,000. The budgeted expenses for the next three months
are as follows:

E13-13
Schedule of cash collections
of accounts receivable

Obj 2

S P R E A D S H E E T

✓ Total cash collected
in July, $520,350

E13-14
Schedule of cash collections
of accounts receivable

Obj 2

S P R E A D S H E E T

✓ Total cash collected
in August, $300,000

E13-15
Schedule of cash payments

Obj 2

S P R E A D S H E E T

✓ Total cash payments
in August, $79,440

E13-16
Schedule of cash payments

Obj 2

S P R E A D S H E E T

✓ Total cash payments
in September,
$123,300
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July August September

Salaries $ 58,200 $ 63,500 $ 74,500
Utilities 5,300 5,600 7,100
Other operating expenses 48,500 52,700 58,200

Total $112,000 $121,800 $139,800

Other operating expenses include $10,500 of monthly depreciation expense
and $600 of monthly insurance expense that was prepaid for the year on March 1
of the current year. Of the remaining expenses, 70% are paid in the month in
which they are incurred, with the remainder paid in the following month. The
Accrued Expenses Payable balance on July 1 relates to the expenses incurred
in June.

Prepare a schedule of cash payments for operations for July, August, and
September.

On January 1, 2010, the controller of Gardeneer Tools Inc. is planning capital
expenditures for the years 2010–2013. The controller interviewed several
Gardeneer executives to collect the necessary information for the capital ex-
penditures budget. Excerpts of the interviews are shown below.

Director of Facilities: A construction contract was signed in late 2009 for the
construction of a new factory building at a contract cost of $13,000,000. The
construction is scheduled to begin in 2010 and be completed in 2011.

Vice President of Manufacturing: Once the new factory building is finished, we plan
to purchase $1.7 million in equipment in late 2011. I expect that an additional
$200,000 will be needed early in the following year (2012) to test and install the
equipment before we can begin production. If sales continue to grow, I expect
we’ll need to invest another million in equipment in 2013.

Vice President of Marketing: We have really been growing lately. I wouldn’t be
surprised if we need to expand the size of our new factory building in 2013 by at
least 40%. Fortunately, we expect inflation to have minimal impact on con-
struction costs over the next four years. Additionally, I would expect the cost of
the expansion to be proportional to the size of the expansion.

Director of Information Systems: We need to upgrade our information systems to
wireless network technology. It doesn’t make sense to do this until after the new
factory building is completed and producing product. During 2012, once the
factory is up and running, we should equip the whole facility with wireless
technology. I think it would cost us $1,600,000 today to install the technology.
However, prices have been dropping by 25% per year, so it should be less ex-
pensive at a later date.

President: I am excited about our long-term prospects. My only short-term con-
cern is financing the $7,000,000 of construction costs on the portion of the new
factory building scheduled to be completed in 2010.

Use the interview information above to prepare a capital expenditures budget
for Gardeneer Tools Inc. for the years 2010–2013.

E13-17
Capital expenditures budget

Obj 2

S P R E A D S H E E T

✓ Total capital
expenditures in 2010,
$7,000,000
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Hickory Furniture Company manufactures unfinished oak furniture. Hickory
uses a standard cost system. The direct labor, direct materials, and factory over-
head standards for an unfinished dining room table are as follows:

Direct labor: standard rate $18.00 per hr.
standard time per unit 2.5 hrs.

Direct materials (oak): standard price $9.50 per bd. ft.
standard quantity 18 bd. ft.

Variable factory overhead: standard rate $2.80 per direct labor hr.
Fixed factory overhead: standard rate $1.20 per direct labor hr.

Determine the standard cost per dining room table.

Warwick Bottle Company (WBC) manufactures plastic two-liter bottles for the
beverage industry. The cost standards per 100 two-liter bottles are as follows:

Cost Category
Standard Cost per 100

Two-Liter Bottles

Direct labor $1.32
Direct materials 5.34
Factory overhead 0.34

Total $7.00

At the beginning of July, WBC management planned to produce 650,000
bottles. The actual number of bottles produced for July was 700,000 bottles. The
actual costs for July of the current year were as follows:

Cost Category
Actual Cost for the

Month Ended July 31, 2010

Direct labor $ 9,400
Direct materials 36,500
Factory overhead 2,400

Total $48,300

a. Prepare the July manufacturing standard cost budget (direct labor, direct
materials, and factory overhead) for WBC, assuming planned production.

b. Prepare a budget performance report for manufacturing costs, showing the
total cost variances for direct materials, direct labor, and factory overhead for
July.

c. Interpret the budget performance report.

The following data relate to the direct materials cost for the production of 2,000
automobile tires:

Actual: 54,600 lbs. at $1.80 $98,280
Standard: 53,400 lbs. at $1.85 $98,790

a. Determine the price variance, quantity variance, and total direct materials
cost variance.

b. To whom should the variances be reported for analysis and control?

E13-18
Standard product cost

Obj 3

E13-19
Budget performance report

Obj 4

S P R E A D S H E E T

✓ b. Direct labor cost
variance, $160 U

E13-20
Direct materials variances

Obj 5

✓ a. Price variance,
$2,730 F
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The following data relating to direct materials cost for March of the current year
are taken from the records of Play Tyme Inc., a manufacturer of plastic toys:

Quantity of direct materials used 5,000 lbs.
Actual unit price of direct materials $2.40 per lb.
Units of finished product manufactured 1,200 units
Standard direct materials per unit of finished product 4 lbs.
Direct materials quantity variance—unfavorable $500
Direct materials price variance—favorable $500

Determine the standard direct materials cost per unit of finished product,
assuming that there was no inventory of work in process at either the beginning
or the end of the month.

H.J. Heinz Company uses standards to control its materials costs. Assume that a
batch of ketchup (1,500 pounds) has the following standards:

Standard Quantity Standard Price

Whole tomatoes 2,500 lbs. $ 0.45 per lb.
Vinegar 140 gal. 2.75 per gal.
Corn syrup 12 gal. 10.00 per gal.
Salt 56 lbs. 2.50 per lb.

The actual materials in a batch may vary from the standard due to tomato
characteristics. Assume that the actual quantities of materials for batch K103
were as follows:

2,600 lbs. of tomatoes
135 gal. of vinegar

13 gal. of corn syrup
55 lbs. of salt

a. Determine the standard unit materials cost per pound for a standard batch.
b. Determine the direct materials quantity variance for batch K103.

The following data relate to labor cost for production of 5,500 cellular
telephones:

Actual: 3,650 hrs. at $15.20 $55,480
Standard: 3,710 hrs. at $15.00 $55,650

a. Determine the rate variance, time variance, and total direct labor cost
variance.

b. Discuss what might have caused these variances.

E13-21
Standard direct materials cost
per unit from variance data

Obj 5

E13-22
Standard product cost, direct
materials variance

Obj 5

E13-23
Direct labor variances

Obj 5

✓ a. Rate variance,
$730 U
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Alpine Bicycle Company manufactures mountain bikes. The following data for
May of the current year are available:

Quantity of direct labor used 600 hrs.
Actual rate for direct labor $12.50 per hr.
Bicycles completed in May 280
Standard direct labor per bicycle 2 hrs.
Standard rate for direct labor $12.75 per hr.
Planned bicycles for May 310

Determine the direct labor rate and time variances.

At the beginning of October, Cornerstone Printers Company budgeted 16,000
books to be printed in October at standard direct materials and direct labor costs
as follows:

Direct materials $24,000
Direct labor 8,000
Total $32,000

The standard materials price is $0.60 per pound. The standard direct labor
rate is $10 per hour. At the end of October, the actual direct materials and direct
labor costs were as follows:

Actual direct materials $21,600
Actual direct labor 7,200
Total $28,800

There were no direct materials price or direct labor rate variances for Octo-
ber. In addition, assume no changes in the direct materials inventory balances in
October. Cornerstone Printers Company actually produced 14,000 units during
October.

Determine the direct materials quantity and direct labor time variances.

St. Luke Hospital began using standards to evaluate its Admissions Department.
The standards were broken into two types of admissions as follows:

Type of Admission
Standard Time to Complete

Admission Record

Unscheduled admission 40 min.
Scheduled admission 10 min.

The unscheduled admission took longer, since name, address, and insurance
information needed to be determined at the time of admission. Information was
collected on scheduled admissions prior to the admissions, which was less time
consuming.

The Admissions Department employs two full-time people (40 productive
hours per week, with no overtime) at $18 per hour. For the most recent week,
the department handled 66 unscheduled and 240 scheduled admissions.

E13-24
Direct labor variances

Obj 5

✓ a. Time variance,
$510 U

E13-25
Direct materials and direct
labor variances

Obj 5

✓ Direct materials
quantity variance,
$600 U

E13-26
Direct labor standards
for nonmanufacturing
expenses

Obj 5

✓ a. $1,440
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a. How much was actually spent on labor for the week?
b. What are the standard hours for the actual volume for the week?
c. Calculate a time variance, and report how well the department performed for

the week.

Tri-County College wishes to monitor the efficiency and quality of its course
registration process.

a. Identify three input and three output measures for this process.
b. Why would Tri-County College use nonfinancial measures for monitoring this

process?

Under Par, Inc., is an Internet retailer of golf equipment. Customers order golf
equipment from the company, using an online catalog. The company processes
these orders and delivers the requested product from its warehouse. The com-
pany wants to provide customers with an excellent purchase experience in order
to expand the business through favorable word-of-mouth advertising and to
drive repeat business. To help monitor performance, the company developed a
set of performance measures for its order placement and delivery process.

Average computer response time to customer “clicks”
Dollar amount of returned goods
Elapsed time between customer order and product delivery
Maintenance dollars divided by hardware investment
Number of customer complaints divided by the number of orders
Number of misfilled orders divided by the number of orders
Number of orders per warehouse employee
Number of page faults or errors due to software programming errors
Number of software fixes per week
Server (computer) downtime
Training dollars per programmer

a. For each performance measure, identify it as either an input or output mea-
sure related to the “order placement and delivery” process.

b. Provide an explanation for each performance measure.

The following data relate to factory overhead cost for the production of 5,000
computers:

Actual: Variable factory overhead $125,000
Fixed factory overhead 34,000

Standard: 5,000 hrs. at $30 150,000

If productive capacity of 100% was 8,000 hours and the factory overhead cost
budgeted at the level of 5,000 standard hours was $162,750, determine the
variable factory overhead controllable variance, fixed factory overhead volume
variance, and total factory overhead cost variance. The fixed factory overhead
rate was $4.25 per hour.

E13-27
Nonfinancial performance
measures

Obj 6

E13-28
Nonfinancial performance
measures

Obj 6

E13-29
Factory overhead cost
variances

Appendix
S P R E A D S H E E T

✓ Volume variance,
$12,750 U
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Perma Weave Textiles Corporation began January with a budget for 30,000
hours of production in the Weaving Department. The department has a full
capacity of 40,000 hours under normal business conditions. The budgeted
overhead at the planned volumes at the beginning of January was as follows:

Variable overhead $ 75,000
Fixed overhead 52,000
Total $127,000

The actual factory overhead was $128,500 for January. The actual fixed factory
overhead was as budgeted. During January, the Weaving Department had stan-
dard hours at actual production volume of 31,000 hours.

a. Determine the variable factory overhead controllable variance.
b. Determine the fixed factory overhead volume variance.

The data related to Acclaim Sporting Goods Company’s factory overhead cost
for the production of 50,000 units of product are as follows:

Actual: Variable factory overhead $269,000
Fixed factory overhead 180,000

Standard: 76,000 hrs. at $6.00
($3.60 for variable factory overhead)

456,000

Productive capacity at 100% of normal was 75,000 hours, and the factory
overhead cost budgeted at the level of 76,000 standard hours was $456,000.
Based on these data, the chief cost accountant prepared the following variance
analysis:

Variable factory overhead controllable variance:
Actual variable factory overhead cost incurred $269,000
Budgeted variable factory overhead for 76,000 hours 273,600

Variance—favorable –$4,600
Fixed factory overhead volume variance:
Normal productive capacity at 100% 75,000 hrs.
Standard for amount produced 76,000
Productive capacity not used 1,000 hrs.
Standard variable factory overhead rate � $6.00

Variance—unfavorable 6,000
Total factory overhead cost variance—unfavorable $1,400

Identify the errors in the factory overhead cost variance analysis.

Scientific Molded Products Inc. prepared the following factory overhead cost
budget for the Trim Department for August 2010, during which it expected to
use 10,000 hours for production:

E13-30
Factory overhead cost
variances

Appendix
S P R E A D S H E E T

✓ a. $1,000 F

E13-31
Factory overhead variance
corrections

Appendix

E13-32
Factory overhead cost
variance report

Appendix
S P R E A D S H E E T

✓ Net controllable
variance, $500 U
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Variable overhead cost:
Indirect factory labor $24,000
Power and light 4,000
Indirect materials 12,000
Total variable cost $ 40,000

Fixed overhead cost:
Supervisory salaries $30,000
Depreciation of plant and equipment 23,400
Insurance and property taxes 21,600

Total fixed cost 75,000
Total factory overhead cost $115,000

Scientific Molded Products has available 15,000 hours of monthly productive
capacity in the Trim Department under normal business conditions. During
August, the Trim Department actually used 11,000 hours for production. The
actual fixed costs were as budgeted. The actual variable overhead for August was
as follows:

Actual variable factory overhead cost:
Indirect factory labor $27,000
Power and light 4,000
Indirect materials 13,500
Total variable cost $44,500

Construct a factory overhead cost variance report for the Trim Department
for August.

Problems

The budget director of Regal Furniture Company requests estimates of sales,
production, and other operating data from the various administrative units every
month. Selected information concerning sales and production for August 2010
is summarized as follows:

a. Estimated sales of King and Prince chairs for August by sales territory:

Northern Domestic:
King . . . . . . . . . . . . . . . . . . . 5,500 units at $750 per unit
Prince . . . . . . . . . . . . . . . . . . 6,900 units at $520 per unit

Southern Domestic:
King . . . . . . . . . . . . . . . . . . . 3,200 units at $690 per unit
Prince . . . . . . . . . . . . . . . . . . 4,000 units at $580 per unit

International:
King . . . . . . . . . . . . . . . . . . . 1,450 units at $780 per unit
Prince . . . . . . . . . . . . . . . . . . 900 units at $600 per unit

b. Estimated inventories at August 1:

Direct materials: Finished products:
Fabric . . . . . . . . . 4,500 sq. yds. King . . . . . . . . . . 950 units
Wood . . . . . . . . . 6,000 lineal ft. Prince . . . . . . . . . 280 units
Filler . . . . . . . . . . 2,800 cu. ft.
Springs . . . . . . . . 6,700 units

P13-1
Sales, production, direct
materials purchases, and
direct labor cost

Obj 2

S P R E A D S H E E T

✓ 3. Total direct
materials purchases,
$7,721,394
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c. Desired inventories at August 31:

Direct materials: Finished products:
Fabric . . . . . . . 4,300 sq. yds. King . . . . . . . . 800 units
Wood . . . . . . . 6,200 lineal ft. Prince . . . . . . . 400 units
Filler . . . . . . . . 3,100 cu. ft.
Springs . . . . . . 7,500 units

d. Direct materials used in production:

In manufacture of King:
Fabric . . . . . . . . . . . . . . . 5.0 sq. yds. per unit of product
Wood . . . . . . . . . . . . . . . 35 lineal ft. per unit of product
Filler . . . . . . . . . . . . . . . . 3.8 cu. ft. per unit of product
Springs . . . . . . . . . . . . . . 14 units per unit of product

In manufacture of Prince:
Fabric . . . . . . . . . . . . . . . 3.5 sq. yds. per unit of product
Wood . . . . . . . . . . . . . . . 25 lineal ft. per unit of product
Filler . . . . . . . . . . . . . . . . 3.2 cu. ft. per unit of product
Springs . . . . . . . . . . . . . . 10 units per unit of product

e. Anticipated purchase price for direct materials:

Fabric . . . . $12.00 per sq. yd. Filler . . . . . $3.50 per cu. ft.
Wood . . . . 8.00 per lineal ft. Springs . . . 4.50 per unit

f. Direct labor requirements:

King:
Framing Department . . . . . . . . 2.5 hrs. at $12 per hr.
Cutting Department . . . . . . . . 1.5 hrs. at $11 per hr.
Upholstery Department . . . . . . 2.4 hrs. at $14 per hr.

Prince:
Framing Department . . . . . . . . 1.8 hrs. at $12 per hr.
Cutting Department . . . . . . . . 0.5 hrs. at $11 per hr.
Upholstery Department . . . . . . 2.0 hrs. at $14 per hr.

Instructions
1. Prepare a sales budget for August.
2. Prepare a production budget for August.
3. Prepare a direct materials purchases budget for August.
4. Prepare a direct labor cost budget for August.

The budget director of Heads Up Athletic Co., with the assistance of the controller,
treasurer, production manager, and sales manager, has gathered the following
data for use in developing the budgeted income statement for January 2010:

a. Estimated sales for January:

Batting helmet . . . . . . . 3,700 units at $70 per unit
Football helmet . . . . . . 7,200 units at $142 per unit

P13-2
Budgeted income statement
and supporting budgets

Obj 2

S P R E A D S H E E T

✓ 4. Total direct labor
cost in Assembly
Dept., $85,605
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b. Estimated inventories at January 1:

Direct materials: Finished products:
Plastic . . . . . . . . . 800 lbs. Batting helmet . . . . . 310 units at $33 per unit
Foam lining . . . . . 520 lbs. Football helmet . . . . 420 units at $57 per unit

c. Desired inventories at January 31:

Direct materials: Finished products:
Plastic . . . . . . . . . 1,240 lbs. Batting helmet . . . . . 290 units at $34 per unit
Foam lining . . . . . 450 lbs. Football helmet . . . . 520 units at $58 per unit

d. Direct materials used in production:

In manufacture of batting helmet:
Plastic . . . . . . . . . . . . . . . . . . 1.20 lbs. per unit of product
Foam lining . . . . . . . . . . . . . . 0.50 lb. per unit of product

In manufacture of football helmet:
Plastic . . . . . . . . . . . . . . . . . . 2.80 lbs. per unit of product
Foam lining . . . . . . . . . . . . . . 1.40 lbs. per unit of product

e. Anticipated cost of purchases and beginning and ending inventory of direct
materials:

Plastic . . . . . . . . . . . . $7.50 per lb.
Foam lining . . . . . . . . $5.00 per lb.

f. Direct labor requirements:

Batting helmet:
Molding Department. . . . . . . . . . . . 0.20 hr. at $15 per hr.
Assembly Department . . . . . . . . . . . 0.50 hr. at $13 per hr.

Football helmet:
Molding Department. . . . . . . . . . . . 0.30 hr. at $15 per hr.
Assembly Department . . . . . . . . . . . 0.65 hr. at $13 per hr.

g. Estimated factory overhead costs for January:

Indirect factory wages . . . . . . . . . . . . . . $115,000 Power and light . . . . . . . . . . . $18,000
Depreciation of plant and equipment. . . 32,000 Insurance and property tax . . . 8,700

h. Estimated operating expenses for January:

Sales salaries expense . . . . . . . . . . . . . . . . . . . . . . . . . $275,300
Advertising expense. . . . . . . . . . . . . . . . . . . . . . . . . . . 139,500
Office salaries expense . . . . . . . . . . . . . . . . . . . . . . . . 83,100
Depreciation expense—office equipment . . . . . . . . . . . . 5,800
Telephone expense—selling . . . . . . . . . . . . . . . . . . . . . 3,200
Telephone expense—administrative . . . . . . . . . . . . . . . . 900
Travel expense—selling. . . . . . . . . . . . . . . . . . . . . . . . . 46,200
Office supplies expense . . . . . . . . . . . . . . . . . . . . . . . . 4,900
Miscellaneous administrative expense . . . . . . . . . . . . . . 5,200
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i. Estimated other income and expense for January:

Interest revenue . . . . . . $14,500
Interest expense . . . . . . 17,400

j. Estimated tax rate: 30%

Instructions
1. Prepare a sales budget for January.
2. Prepare a production budget for January.
3. Prepare a direct materials purchases budget for January.
4. Prepare a direct labor cost budget for January.
5. Prepare a factory overhead cost budget for January.
6. Prepare a cost of goods sold budget for January. Work in process at the

beginning of January is estimated to be $12,500, and work in process at
the end of January is desired to be $13,500.

7. Prepare a selling and administrative expenses budget for January.
8. Prepare a budgeted income statement for January.

The controller of Dash Shoes Inc. instructs you to prepare a monthly cash
budget for the next three months. You are presented with the following budget
information:

June July August

Sales $120,000 $150,000 $200,000
Manufacturing costs 50,000 65,000 72,000
Selling and administrative expenses 35,000 40,000 45,000
Capital expenditures — — 48,000

The company expects to sell about 10% of its merchandise for cash. Of sales
on account, 60% are expected to be collected in full in the month following the
sale and the remainder the following month. Depreciation, insurance, and
property tax expense represent $8,000 of the estimated monthly manufacturing
costs. The annual insurance premium is paid in February, and the annual
property taxes are paid in November. Of the remainder of the manufacturing
costs, 80% are expected to be paid in the month in which they are incurred and
the balance in the following month.

Current assets as of June 1 include cash of $45,000, marketable securities of
$65,000, and accounts receivable of $143,400 ($105,000 from May sales and
$38,400 from April sales). Sales on account in April and May were $96,000
and $105,000, respectively. Current liabilities as of June 1 include a $60,000,
12%, 90-day note payable due August 20 and $8,000 of accounts payable in-
curred in May for manufacturing costs. All selling and administrative expenses
are paid in cash in the period they are incurred. It is expected that $3,500 in
dividends will be received in June. An estimated income tax payment of $18,000
will be made in July. Dash Shoes’ regular quarterly dividend of $8,000 is ex-
pected to be declared in July and paid in August. Management desires to
maintain a minimum cash balance of $35,000.

P13-3
Cash budget

Obj 2

S P R E A D S H E E T

✓ 1. August deficiency,
$21,100
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Instructions
1. Prepare a monthly cash budget and supporting schedules for June, July, and

August 2010.
2. On the basis of the cash budget prepared in part (1), what recommendation

should be made to the controller?

Best Bathware Company manufactures faucets in a small manufacturing facility.
The faucets are made from zinc. Manufacturing has 50 employees. Each em-
ployee presently provides 36 hours of labor per week. Information about a pro-
duction week is as follows:

Standard wage per hr. $14.60
Standard labor time per faucet 15 min.
Standard number of lbs. of zinc 1.6 lbs.
Standard price per lb. of zinc $11.50
Actual price per lb. of zinc $11.75
Actual lbs. of zinc used during the week 12,400 lbs.
Number of faucets produced during the week 7,500
Actual wage per hr. $15.00
Actual hrs. per week 1,800 hrs.

Instructions
Determine (a) the standard cost per unit for direct materials and direct labor;
(b) the price variance, quantity variance, and total direct materials cost variance;
and (c) the rate variance, time variance, and total direct labor cost variance.

Road Ready Tire Co. manufactures automobile tires. Standard costs and actual
costs for direct materials, direct labor, and factory overhead incurred for the
manufacture of 5,200 tires were as follows:

Standard Costs Actual Costs

Direct materials 71,000 lbs. at $5.10 70,600 lbs. at $5.00
Direct labor 1,300 hrs. at $17.50 1,330 hrs. at $17.80
Factory overhead Rates per direct labor hr.,

based on 100% of normal
capacity of 1,350 direct
labor hrs.:

Variable cost, $3.10 $4,000 variable cost
Fixed cost, $4.90 $6,615 fixed cost

Each tire requires 0.25 hour of direct labor.

Instructions
Determine (a) the price variance, quantity variance, and total direct materials
cost variance; (b) the rate variance, time variance, and total direct labor cost
variance; and (c) Appendix: variable factory overhead controllable variance, the
fixed factory overhead volume variance, and total factory overhead cost variance.

P13-4
Direct materials and direct
labor variance analysis

Obj 5

✓ c. Direct labor time
variance, $1,095 F

P13-5
Direct materials and direct
labor, variance analysis;
Appendix: Factory overhead
cost variance analysis.

Obj 5

S P R E A D S H E E T

✓ a. Direct materials
price variance,
$7,060 F

564 Chapter 13



The Radiology Department provides imaging services for Parkside Medical
Center. One important activity in the Radiology Department is transcribing di-
gitally recorded analyses of images into a written report. The manager of the
Radiology Department determined that the average transcriptionist could type
750 lines of a report in an hour. The plan for the first week in May called for
60,000 typed lines to be written. The Radiology Department has two transcrip-
tionists. Each transcriptionist is hired from an employment firm that requires
temporary employees to be hired for a minimum of a 40-hour week. Transcrip-
tionists are paid $16.00 per hour. The manager offered a bonus if the depart-
ment could type more than 65,000 lines for the week, without overtime. Due to
high service demands, the transcriptionists typed more lines in the first week of
May than planned. The actual amount of lines typed in the first week of May was
72,000 lines, without overtime. As a result, the bonus caused the average tran-
scriptionist hourly rate to increase to $19.00 per hour during the first week in
May.

Instructions
1. If the department typed 60,000 lines according to the original plan, what

would have been the labor time variance?
2. What was the labor time variance as a result of typing 72,000 lines?
3. What was the labor rate variance as a result of the bonus?
4. The manager is trying to determine if a better decision would have been to

hire a temporary transcriptionist to meet the higher typing demands in the
first week of May, rather than paying out the bonus. If another employee was
hired from the employment firm, what would have been the labor time var-
iance in the first week?

5. Which decision is better, paying the bonus or hiring another transcriptionist?
6. Are there any performance-related issues that the labor time and rate var-

iances fail to consider? Explain.

Bio-Care, Inc., a manufacturer of disposable medical supplies, prepared the
following factory overhead cost budget for the Assembly Department for March
2010. The company expected to operate the department at 100% of normal
capacity of 18,000 hours.

Variable costs:
Indirect factory wages $135,000
Power and light 93,600
Indirect materials 25,200

Total variable cost $253,800
Fixed costs:

Supervisory salaries $ 72,000
Depreciation of plant and equipment 51,500
Insurance and property taxes 24,100

Total fixed cost 147,600
Total factory overhead cost $401,400

During March, the department operated at 16,900 hours, and the factory
overhead costs incurred were indirect factory wages, $126,320; power and light,

P13-6
Standards for
nonmanufacturing expenses

Obj 6

✓ 2. $256 F

P13-7
Appendix: Standard factory
overhead variance report

Obj 4

S P R E A D S H E E T

✓ Controllable variance,
$640 F
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$88,110; indirect materials, $23,220; supervisory salaries, $72,000; depreciation
of plant and equipment, $51,500; and insurance and property taxes, $24,100.

Instructions
Prepare a factory overhead cost variance report for March. To be useful for cost
control, the budgeted amounts should be based on 16,900 hours.

Activities

The director of marketing for Eclipse Computer Co., Lori Keller, had the fol-
lowing discussion with the company controller, Deon Johnson, on July 26 of the
current year:

Lori: Deon, it looks like I’m going to spend much less than indicated on my July
budget.

Deon: I’m glad to hear it.

Lori: Well, I’m not so sure it’s good news. I’m concerned that the president will
see that I’m under budget and reduce my budget in the future. The only reason
that I look good is that we’ve delayed an advertising campaign. Once the cam-
paign hits in September, I’m sure my actual expenditures will go up. You see, we
are also having our sales convention in September. Having the advertising
campaign and the convention at the same time is going to kill my September
numbers.

Deon: I don’t think that’s anything to worry about. We all expect some variation
in actual spending month to month. What’s really important is staying within the
budgeted targets for the year. Does that look as if it’s going to be a problem?

Lori: I don’t think so, but just the same, I’d like to be on the safe side.

Deon: What do you mean?

Lori: Well, this is what I’d like to do. I want to pay the convention-related costs in
advance this month. I’ll pay the hotel for room and convention space and
purchase the airline tickets in advance. In this way, I can charge all these ex-
penditures to July’s budget. This would cause my actual expenses to come close
to budget for July. Moreover, when the big advertising campaign hits in
September, I won’t have to worry about expenditures for the convention on my
September budget as well. The convention costs will already be paid. Thus, my
September expenses should be pretty close to budget.

Deon: I can’t tell you when to make your convention purchases, but I’m not too
sure that it should be expensed on July’s budget.

Lori: What’s the problem? It looks like “no harm, no foul” to me. I can’t see that
there’s anything wrong with this—it’s just smart management.

How should Deon Johnson respond to Lori Keller’s request to expense the
advanced payments for convention-related costs against July’s budget?

Children’s Hospital of the King’s Daughters Health System in Norfolk, Virginia, in-
troduced a new budgeting method that allowed the hospital’s annual plan to be
updated for changes in operating plans. For example, if the budget was based on

A13-1
Ethics and professional
conduct in business

E T H I C S

A13-2
Evaluating budgeting systems
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400 patient-days (number of patients � number of days in the hospital) and the
actual count rose to 450 patient-days, the variable costs of staffing, lab work, and
medication costs could be adjusted to reflect this change. The budget manager
stated, “I work with hospital directors to turn data into meaningful information
and effect change before the month ends.”

a. What budgeting methods are being used under the new approach?
b. Why are these methods superior to the former approaches?

A bank manager of First Union Bank Inc. uses the managerial accounting system
to track the costs of operating the various departments within the bank. The
departments include Cash Management, Trust, Commercial Loans, Mortgage
Loans, Operations, Credit Card, and Branch Services. The budget and actual
results for the Operations Department are as follows:

Resources Budget Actual

Salaries $200,000 $200,000
Benefits 30,000 30,000
Supplies 45,000 42,000
Travel 20,000 30,000
Training 25,000 35,000
Overtime 25,000 20,000
Total $345,000 $357,000

Excess of actual over budget $ 12,000

a. What information is provided by the budget? Specifically, what questions can
the bank manager ask of the Operations Department manager?

b. What information does the budget fail to provide? Specifically, could the
budget information be presented differently to provide even more insight for
the bank manager?

Domino’s Pizza L.L.C. operates pizza delivery and carryout restaurants. The an-
nual report describes its business as follows:

We offer a focused menu of high-quality, value-priced pizza with three types of crust
(Hand-Tossed, Thin Crust, and Deep Dish), along with buffalo wings, bread sticks,
cheesy bread, CinnaStixâ, and Coca-Colaâ products. Our hand-tossed pizza is
made from fresh dough produced in our regional distribution centers. We prepare
every pizza using real cheese, pizza sauce made from fresh tomatoes, and a choice of
high-quality meat and vegetable toppings in generous portions. Our focused menu
and use of premium ingredients enable us to consistently and efficiently produce the
highest-quality pizza.

Over the 41 years since our founding, we have developed a simple, cost-efficient
model. We offer a limited menu, our stores are designed for delivery and carry-out,
and we do not generally offer dine-in service. As a result, our stores require relatively
small, lower-rent locations and limited capital expenditures.

How would a master budget support planning, directing, and control for
Domino’s?

A13-3
Service company static
decision making

A13-4
Objectives of the master
budget

Budgeting and Standard Cost Systems 567



The city of Western Heights has an annual budget cycle that begins on July 1 and
ends on June 30. At the beginning of each budget year, an annual budget is
established for each department. The annual budget is divided by 12 months to
provide a constant monthly static budget. On June 30, all unspent budgeted
monies for the budget year from the various city departments must be “re-
turned” to the General Fund. Thus, if department heads fail to use their budget
by year-end, they will lose it. A budget analyst prepared a chart of the difference
between the monthly actual and budgeted amounts for the recent fiscal year.
The chart was as follows:
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a. Interpret the chart.
b. Suggest an improvement in the budget system.

Michael McIntyre is a cost analyst with Mid-States Insurance Company. Mid-
States is applying standards to its claims payment operation. Claims payment is a
repetitive operation that could be evaluated with standards. Michael used time
and motion studies to identify an ideal standard of 36 claims processed per hour.
The Claims Processing Department manager, Kimberly Mann, has rejected this
standard and has argued that the standard should be 30 claims processed per
hour. Kimberly and Michael were unable to agree, so they decided to discuss this
matter openly at a joint meeting with the vice president of operations, who
would arbitrate a final decision. Prior to the meeting, Michael wrote the follow-
ing memo to the VP.

To: T. J. Logan, Vice President of Operations
From: Michael McIntyre
Re: Standards in the Claims Processing Department

As you know, Kimberly and I are scheduled to meet with you to discuss our
disagreement with respect to the appropriate standards for the Claims Processing
Department. I have conducted time and motion studies and have determined that the
ideal standard is 36 claims processed per hour. Kimberly argues that 30 claims
processed per hour would be more appropriate. I believe she is trying to “pad” the
budget with some slack. I’m not sure what she is trying to get away with, but I believe

A13-5
Integrity and evaluating
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a tight standard will drive efficiency up in her area. I hope you will agree when we
meet with you next week.

Discuss the ethical and professional issues in this situation.

The senior management of Calvin Company has proposed the following three
performance measures for the company:

1. Net income as a percent of stockholders’ equity
2. Revenue growth
3. Employee satisfaction

Management believes these three measures combine both financial and
nonfinancial measures and are thus superior to using just financial measures.

What advice would you give Calvin Company for improving its performance
measurement system?

The controller of a manufacturing company used a number of measures to
provide managers information about the performance of its manufacturing op-
eration. Three measures used by the company are:

● Scrap Index: The sales dollar value of scrap for the period.
● Orders Past Due: Sales dollar value of orders that were scheduled for shipment,

but were not shipped during the period.
● Buyer’s Misery Index: Number of different customers that have orders that are

late (scheduled for shipment, but not shipped).

1. Why do you think the scrap index is measured at sales dollar value, rather
than at cost?

2. How is the “orders past due” measure different from the “buyer’s misery
index,” or are the two measures just measuring the same thing?

Sound Sensation Inc. is a small manufacturer of electronic musical instruments.
The plant manager received the following variable factory overhead report for
the period:

Actual

Budgeted Variable
Factory Overhead at
Actual Production

Controllable
Variance

Supplies $28,000 $26,520 $1,480 U
Power and light 35,000 33,990 1,010 U
Indirect factory wages 26,112 20,400 5,712 U
Total $89,112 $80,910 $8,202 U

Actual units produced: 10,200 (85% of practical capacity)

The plant manager is not pleased with the $8,202 unfavorable variable factory
overhead controllable variance and has come to discuss the matter with the
controller. The following discussion occurred:

Plant Manager: I just received this factory report for the latest month of opera-
tion. I’m not very pleased with these figures. Before these numbers go to head-
quarters, you and I will need to reach an understanding.

A13-7
Nonfinancial performance
measures
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Controller: Go ahead, what’s the problem?

Plant Manager: What’s the problem? Well, everything. Look at the variance. It’s
too large. If I understand the accounting approach being used here, you are
assuming that my costs are variable to the units produced. Thus, as the pro-
duction volume declines, so should these costs. Well, I don’t believe that these
costs are variable at all. I think they are fixed costs. As a result, when we operate
below capacity, the costs really don’t go down at all. I’m being penalized for costs
I have no control over at all. I need this report to be redone to reflect this fact. If
anything, the difference between actual and budget is essentially a volume var-
iance. Listen, I know that you’re a team player. You really need to reconsider
your assumptions on this one.

If you were in the controller’s position, how would you respond to the plant
manager?

Answers to Self-Examination Questions

1. B Administrative departments (answer B),
such as Purchasing or Human Resources,
will often use static budgeting. Production
departments (answer A) frequently use
flexible budgets. Responsibility centers
(answer C) can use either static or flexible
budgeting. Capital expenditure budgets
are used to plan capital projects (answer
D).

2. B The total production indicated in the
production budget is 257,500 units
(answer B), which is computed as follows:

Sales 250,000 units
Plus desired ending inventory 30,000 units
Total 280,000 units
Less estimated beginning inventory 22,500 units
Total production 257,500 units

3. C Dixon expects to collect 70% of April sales
($560,000) plus 30% of the March sales
($195,000) in April, for a total of $755,000

(answer C). Answer A is 100% of April
sales. Answer B is 70% of April sales.
Answer D adds 70% of both March and
April sales.

4. C The unfavorable direct materials price
variance of $2,550 is determined as follows:

Actual price $5.05 per pound
Standard price 5.00
Price variance—unfavorable $0.05 per pound

Direct materials price variance: $2,550 = ($0.05 �
5,100 actual pounds

5. D The unfavorable direct labor time variance
of $2,400 is determined as follows:

Actual direct labor time 2,200 hours
Standard direct labor time 2,000
Direct labor time variance 200 hours

Direct labor time variance: Unfavorable
$2,400 = (200 x $12 standard rate)
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Performance Evaluation
for Decentralized
Operations 14

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Describe the advantages and
disadvantages of

decentralized operations.

Obj 2 Prepare a responsibility accounting
report for a cost center.

Obj 3 Prepare a responsibility accounting
report for a profit center.

Obj 4 Compute and interpret the rate of return
on investment, the residual income, and

the balanced scorecard for an
investment center.

Obj 5 Describe and illustrate how the market
price, negotiated price, and cost price
approaches to transfer pricing may be

used by decentralized segments of a
business.

Have you ever wondered why large retail
stores like Wal-Mart, The Home Depot, and
Sports Authority are divided into depart-
ments? Dividing into departments allows

retailers to provide products and expertise in specialized
areas, while offering a broad line of products. Depart-
ments also allow companies to assign responsibility for
financial performance. This information can be used to
make product decisions, evaluate operations, and guide
company strategy. Strong performance in a department
might be attributed to a good department manager, who
might be rewarded with a promotion. Poor departmental
performance might lead to a change in the mix of pro-
ducts that the department sells.

Like retailers, most businesses organize into opera-
tional units, such as divisions and departments. For
example, K2 Sports, a leading maker of athletic and
outdoor equipment, manages its business across four
primary business segments: Marine and Outdoor, Action
Sports, Team Sports, and Footwear and Apparel. These
segments are further divided into product lines, such as
K2 skis, Rawlings athletic equipment, Marmot outdoor
products, and WGP Paintball.

Managers are responsible for running the operations
of their segment of the business. Each segment is eval-
uated based on operating profit, and this information is
used to plan and control K2’s operations.

In this chapter, the role of accounting in assisting
managers in planning and controlling organizational units,
such as departments, divisions, and stores, is described
and illustrated.



Centralized and Decentralized
Operations
In a centralized company, all major planning and operating decisions are
made by top management. For example, a one-person, owner-manager-
operated company is centralized because all plans and decisions are made by
one person. In a small owner-manager-operated business, centralization may
be desirable. This is because the owner-manager’s close supervision ensures
that the business will be operated in the way the owner-manager wishes.

In a decentralized company, managers of separate divisions or units are
delegated operating responsibility. The division (unit) managers are re-
sponsible for planning and controlling the operations of their divisions.
Divisions are often structured around products, customers, or regions.

The proper amount of decentralization for a company depends on the
company’s unique circumstances. For example, in some companies, division
managers have authority over all operations, including fixed asset purchases.
In other companies, division managers have authority over profits but not
fixed asset purchases.

Advantages of Decentralization
For large companies, it is difficult for top management to do the following:

1. Maintain daily contact with all operations

2. Maintain operating expertise in all product lines and services

In such cases, delegating authority to managers closest to the operations
usually results in better decisions. These managers often anticipate and react to
operating data more quickly than could top management. These managers
also can focus their attention on becoming “experts” in their area of operation.

Decentralized operations provide excellent training for managers. Dele-
gating responsibility allows managers to develop managerial experience
early in their careers. This helps a company retain managers, some of whom
may be later promoted to top management positions.

Managers of decentralized operations often work closely with customers.
As a result, they tend to identify with customers and thus are often more
creative in suggesting operating and product improvements. This helps
create good customer relations.

Disadvantages of Decentralization
A primary disadvantage of decentralized operations is that decisions made by
one manager may negatively affect the profits of the company. For example,
managers of divisions whose products compete with each other might start a
price war that decreases the profits of both divisions and thus the overall
company.

Another disadvantage of decentralized operations is that they may result
in duplicate assets and expenses. For example, each manager of a product
line might have a separate sales force and office support staff.

The advantages and disadvantages of decentralization are summarized in
Exhibit 1.

Obj 1 Describe the
advantages and
disadvantages of
decentralized operations.

Procter & Gamble is
organized around products
such as Tide (laundry
soap), Braun (home
appliance), Charmin (bath
tissue), CoverGirl
(cosmetics), and Crest
(tooth paste).

Wachovia Corporation, a
national bank,
decentralized decisions
about how the bank does
business over the Internet.
Each business unit
independently decides how
it will conduct business
over the Internet. For
example, the Mortgage
Loan Division allows
customers to check
current mortgage rates and
apply for mortgages online.

When the Pizza Hut chain
added chicken to its menu,
Kentucky Fried Chicken
(KFC) retaliated with an
advertising campaign
against Pizza Hut.
However, Pizza Hut and
KFC are owned by the
same company, Yum!
Brands, Inc.
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Responsibility Accounting
In a decentralized business, accounting assists managers in evaluating and
controlling their areas of responsibility, called responsibility centers. Respon-
sibility accounting is the process of measuring and reporting operating data
by responsibility center.

Three types of responsibility centers are:

1. Cost centers, which have responsibility over costs

2. Profit centers, which have responsibility over revenues and costs

3. Investment centers, which have responsibility over revenue, costs, and
investment in assets

Responsibility Accounting
for Cost Centers
A cost center manager has responsibility for controlling costs. For example,
the supervisor of the Power Department has responsibility for the costs of
providing power. A cost center manager does not make decisions concern-
ing sales or the amount of fixed assets invested in the center.

Cost centers may vary in size from a small department to an entire man-
ufacturing plant. In addition, cost centers may exist within other cost cen-
ters. For example, an entire university or college could be viewed as a cost
center, and each college and department within the university could also be
a cost center, as shown in Exhibit 2.

Responsibility accounting for cost centers focuses on controlling and
reporting of costs. Budget performance reports that report budgeted
and actual costs are normally prepared for each cost center.

Exhibit 3 on page 575 illustrates budget performance reports for the fol-
lowing cost centers:

1. Vice President, Production

2. Manager, Plant A

3. Supervisor, Department 1—Plant A

Exhibit 3 shows how cost centers are often linked together within a com-
pany. For example, the budget performance report for Department 1—Plant
A supports the report for Plant A, which supports the report for the vice
president of production.

Advantages and Disadvantages of Decentral ized
OperationsE X H I B I T 1

Advantages of Decentralization
Allows managers closest to the operations to make decisions
Provides excellent training for managers
Allows managers to become experts in their area of operation
Helps retain managers
Improves creativity and customer relations

Disadvantages of Decentralization
Decisions made by managers may negatively affect the profits of the company
Duplicates assets and expenses

Obj 2 Prepare a
responsibility accounting
report for a cost center.
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The reports in Exhibit 3 show the budgeted costs and actual costs along
with the differences. Each difference is classified as either over budget or
under budget. Such reports allow cost center managers to focus on areas of
significant differences.

For example, the supervisor for Department 1 of Plant A can focus on why
the materials cost was over budget. The supervisor might discover that excess
materials were scrapped. This could be due to such factors as machine
malfunctions, improperly trained employees, or low quality materials.

As shown in Exhibit 3, responsibility accounting reports are usually more
summarized for higher levels of management. For example, the budget
performance report for the manager of Plant A shows only administration
and departmental data. This report enables the plant manager to identify
the departments responsible for major differences. Likewise, the report for
the vice president of production summarizes the cost data for each plant.

Responsibility Accounting
for Profit Centers
A profit center manager has the responsibility and authority for making
decisions that affect revenues and costs and, thus, profits. Profit centers may
be divisions, departments, or products.

The manager of a profit center does not make decisions concerning the
fixed assets invested in the center. However, profit centers are an excellent
training assignment for new managers.

Responsibility accounting for profit centers focuses on reporting reve-
nues, expenses, and income from operations. Thus, responsibility account-
ing reports for profit centers take the form of income statements.

The profit center income statement should include only revenues and
expenses that are controlled by the manager. Controllable revenues are

Cost Centers in a UniversityE X H I B I T 2

College of 
Engineering

College of 
Arts and 
Sciences

College of 
Business

Department of 
  Marketing

Department of 
Accounting

Department of 
Accounting

   Department of 
Management

Obj 3 Prepare a
responsibility accounting
report for a profit center.

Lester B. Korn of Korn/
Ferry International offered
the following strategy for
young executives en route
to top management
positions: “Get profit-
center responsibility.”
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Responsibi l i ty Accounting Reports for Cost CentersE X H I B I T 3

Budget Performance Report
Vice President, Production

For the Month Ended October 31, 2010

Administration . . . . . . . . . . . . . . . 

Plant A . . . . . . . . . . . . . . . . . . . . . 

Plant B . . . . . . . . . . . . . . . . . . . . . 

 

$925

$925

Under
Budget

Over
Budget

 $   200

2,855

 $3,055

Actual

$  19,700

470,330

394,300

$884,330

Budget 

$  19,500

467,475

395,225

$882,200

Budget Performance Report
Manager, Plant A

For the Month Ended October 31, 2010

Administration . . . . . . . . . . . . . . .

Department 1 . . . . . . . . . . . . . . . .

Department 2 . . . . . . . . . . . . . . . .

Department 3 . . . . . . . . . . . . . . . .

$150

650

$800

Under
Budget

Over
Budget

 

$1,555

2,100

$3,655

Actual

$  17,350

111,280

192,600

149,100

$470,330

Budget 

$  17,500

109,725

190,500

149,750

$467,475

Budget Performance Report
Supervisor, Department 1—Plant A

For the Month Ended October 31, 2010

Factory wages . . . . . . . . . . . . . . . . 

Materials . . . . . . . . . . . . . . . . . . . . 

Supervisory salaries . . . . . . . . . . . . 

Power and light . . . . . . . . . . . . . . . 

Depreciation of plant and   

 equipment . . . . . . . . . . . . . . . . 

Maintenance . . . . . . . . . . . . . . . . . 

Insurance and property taxes . . . .

$100

60

10

$170

Under
Budget

Over
Budget

$1,725

$1,725

Actual

$  58,000

34,225

6,400

5,690

4,000

1,990

975

$111,280

Budget 

$  58,100

32,500

6,400

5,750

4,000

2,000

975

$109,725

Dept. 1 Dept. 3

Vice President
Production

Manager
Plant A

Supervisor
Dept. 1

Plant A Plant B

Dept. 2
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revenues earned by the profit center. Controllable expenses are costs that
can be influenced (controlled) by the decisions of profit center managers.

Service Department Charges
The controllable expenses of profit centers include direct operating expenses
such as sales salaries and utility expenses. In addition, a profit center may
incur expenses provided by internal centralized service departments. Examples
of such service departments include the following:

1. Research and Development

2. Legal

3. Telecommunications

4. Information and Computer Systems

5. Facilities Management

6. Purchasing

7. Publications and Graphics

8. Payroll Accounting

9. Transportation

10. Personnel Administration

Service department charges are indirect expenses to a profit center. They
are similar to the expenses that would be incurred if the profit center pur-
chased the services from outside the company. A profit center manager has
control over service department expenses if the manager is free to choose
how much service is used. In such cases, service department charges are
allocated to profit centers based on the usage of the service by each profit
center. For example, Exhibit 4 shows the allocation of payroll accounting
costs to Nova Entertainment Group’s (NEG) Theme Park and Movie
Production divisions based on the number of payroll checks processed.

Payrol l Accounting Department Charges to NEG’s
Theme Park and Movie Production DivisionsE X H I B I T 4

Service 
Department 

Charge

Service 
Department 

Charge

20210

20211

20212

20213

20214

20215
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To illustrate, Nova Entertainment Group (NEG), a diversified entertain-
ment company, is used. NEG has the following two operating divisions or-
ganized as profit centers:

1. Theme Park Division

2. Movie Production Division

The revenues and direct operating expenses for the two divisions are
shown below. The operating expenses consist of direct expenses, such as the
wages and salaries of a division’s employees.

Theme Park
Division

Movie Production
Division

Revenues $6,000,000 $2,500,000
Operating expenses 2,495,000 405,000

NEG’s service departments and the expenses they incurred for the year
ended December 31, 2010, are as follows:

Purchasing $400,000
Payroll Accounting 255,000
Legal 250,000

Total $905,000

An activity base for each service department is used to charge service de-
partment expenses to the Theme Park and Movie Production divisions. The
activity base for each service department is a measure of the services per-
formed. For NEG, the service department activity bases are as follows:

Department Activity Base

Purchasing Number of purchase requisitions
Payroll Accounting Number of payroll checks
Legal Number of billed hours

The use of services by the Theme Park and Movie Production divisions is
as follows:

Service Usage

Division Purchasing Payroll Accounting Legal
Theme Park 25,000 purchase requisitions 12,000 payroll checks 100 billed hrs.
Movie Production 15,000 3,000 900
Total 40,000 purchase requisitions 15,000 payroll checks 1,000 billed hrs.

The rates at which services are charged to each division are called service
department charge rates. These rates are computed as follows:

Service Department Charge Rate ¼ Service Department Expense
Total Service Department Usage

NEG’s service department charge rates are computed as follows:

Purchasing
Charge Rate

¼ $400,000
40,000 purchase requisitions

¼ $10 per purchase requisition

Employees of IBM speak of
“green money” and “blue
money.” Green money
comes from customers.
Blue money comes from
providing services to other
IBM departments via
service department
charges. IBM employees
note that blue money is
easier to earn than green
money; yet from the
stockholders’ perspective,
green money is the only
money that counts.
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Payroll Charge Rate ¼ $255,000
15,000 payroll checks

¼ $17 per payroll check

Legal Charge Rate ¼ $250,000
1,000 billed hrs.

¼ $250 per hr.

The services used by each division are multiplied by the service depart-
ment charge rates to determine the service charges for each division, as
shown below.

Service Department
Charge

¼ Service Usage � Service Department Charge Rate

Exhibit 5 illustrates the service department charges and related compu-
tations for NEG’s Theme Park and Movie Production divisions.

The differences in the service department charges between the two divi-
sions can be explained by the nature of their operations and, thus, usage of
services. For example, the Theme Park Division employs many part-time
employees who are paid weekly. As a result, the Theme Park Division re-
quires 12,000 payroll checks and incurs a $204,000 payroll service depart-
ment charge (12,000 � $17). In contrast, the Movie Production Division has
more permanent employees who are paid monthly. Thus, the Movie Pro-
duction Division requires only 3,000 payroll checks and incurs a payroll
service department charge of $51,000 (3,000 � $17).

Profit Center Reporting
The divisional income statements for NEG are shown in Exhibit 6. In eval-
uating the profit center manager, the income from operations should be
compared over time to a budget. However, it should not be compared across

Service Department Charges to NEG DivisionsE X H I B I T 5

NOVA ENTERTAINMENT GROUP
Service Department Charges to NEG Divisions

For the Year Ended December 31, 2010

Service Department
Theme Park

Division
Movie Production

Division
Purchasing (Note A) $250,000 $150,000
Payroll Accounting (Note B) 204,000 51,000
Legal (Note C) 25,000 225,000
Total service department charges $479,000 $426,000

Note A:
25,000 purchase requisitions � $10 per purchase requisition ¼ $250,000
15,000 purchase requisitions � $10 per purchase requisition ¼ $150,000
Note B:
12,000 payroll checks � $17 per check ¼ $204,000
3,000 payroll checks � $17 per check ¼ $51,000

Note C:
100 hours � $250 per hour ¼ $25,000
900 hours � $250 per hour ¼ $225,000
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profit centers, since the profit centers are usually different in terms of size,
products, and customers.

Responsibility Accounting
for Investment Centers
An investment center manager has the responsibility and the authority to
make decisions that affect not only costs and revenues but also the assets
invested in the center. Investment centers are often used in diversified com-
panies organized by divisions. In such cases, the divisional manager has au-
thority similar to that of a chief operating officer or president of a company.

Since investment center managers have responsibility for revenues and
expenses, income from operations is part of investment center reporting. In
addition, because the manager has responsibility for the assets invested in
the center, the following two additional measures of performance are used:

1. Rate of return on investment

2. Residual income

To illustrate, DataLink Inc., a cellular phone company with three regional
divisions, is used. Condensed divisional income statements for the Northern,
Central, and Southern divisions of DataLink are shown in Exhibit 7.

Using only income from operations, the Central Division is the most
profitable division. However, income from operations does not reflect the
amount of assets invested in each center. For example, the Central Division
could have twice as many assets as the Northern Division. For this reason,
performance measures that consider the amount of invested assets, such as
the rate of return on investment and residual income, are used.

Divisional Income Statements—NEGE X H I B I T 6

NOVA ENTERTAINMENT GROUP
Divisional Income Statements

For the Year Ended December 31, 2010

Theme Park
Division

Movie Production
Division

Revenues* $6,000,000 $2,500,000
Operating expenses 2,495,000 405,000
Income from operations before service

department charges $3,505,000 $2,095,000
Less service department charges:

Purchasing $ 250,000 $ 150,000
Payroll Accounting 204,000 51,000
Legal 25,000 225,000

Total service department charges $ 479,000 $ 426,000
Income from operations $3,026,000 $1,669,000

* For a profit center that sells products, the income statement would show: Net sales – Cost of goods sold
= Gross profit. The operating expenses would be deducted from the gross profit to get the income from
operations before service department charges.

Obj 4 Compute and
interpret the rate of return
on investment, the residual
income, and the balanced
scorecard for an
investment center.
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Rate of Return on Investment
Since investment center managers control the amount of assets invested in
their centers, they should be evaluated based on the use of these assets. One
measure that considers the amount of assets invested is the rate of return on
investment (ROI) or rate of return on assets. It is computed as follows:

Rate of Return on Investment (ROI) ¼ Income from Operations
Invested Assets

The rate of return on investment is useful because the three factors sub-
ject to control by divisional managers (revenues, expenses, and invested
assets) are considered. The higher the rate of return on investment, the
better the division is using its assets to generate income. In effect, the rate of
return on investment measures the income (return) on each dollar invested.
As a result, the rate of return on investment can be used as a common basis
for comparing divisions with each other.

To illustrate, the invested assets of DataLink’s three divisions are as follows:

Invested Assets
Northern Division $350,000
Central Division 700,000
Southern Division 500,000

Using the income from operations for each division shown in Exhibit 7,
the rate of return on investment for each division is computed below.

Northern Division:

Rate of Return
on Investment

¼ Income from Operations
Invested Assets

¼ $70,000
$350,000

¼ 20%

Central Division:

Rate of Return
on Investment

¼ Income from Operations
Invested Assets

¼ $84,000
$700,000

¼ 12%

Southern Division:

Rate of Return
on Investment

¼ Income from Operations
Invested Assets

¼ $75,000
$500,000

¼ 15%

Divisional Income Statements—DataLink Inc.E X H I B I T 7

DATALINK INC.
Divisional Income Statements

For the Year Ended December 31, 2010

Northern
Division

Central
Division

Southern
Division

Revenues $560,000 $672,000 $750,000
Operating expenses 336,000 470,400 562,500
Income from operations before

service department charges $224,000 $201,600 $187,500
Service department charges 154,000 117,600 112,500
Income from operations $ 70,000 $ 84,000 $ 75,000

The interest you earn on a
savings account is your
“rate of return on
investment.”
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Although the Central Division generated the largest income from opera-
tions, its rate of return on investment (12%) is the lowest. Hence, relative to
the assets invested, the Central Division is the least profitable division. In
comparison, the rate of return on investment of the Northern Division is
20%, and the Southern Division is 15%.

To analyze differences in the rate of return on investment across divisions,
the DuPont formula for the rate of return on investment is often used.1 The
DuPont formula views the rate of return on investment as the product of the
following two factors:

1. Profit margin, which is the ratio of income from operations to sales

2. Investment turnover, which is the ratio of sales to invested assets

Using the DuPont formula, the rate of return on investment is expressed
as follows:

Rate of Return on Investment ¼ Profit Margin � Investment Turnover

Rate of Return on Investment ¼ Income from Operations
Sales

� Sales
Invested Assets

The DuPont formula is useful in evaluating divisions. This is because the
profit margin and the investment turnover reflect the following underlying
operating relationships of each division:

1. Profit margin indicates operating profitability by computing the rate of
profit earned on each sales dollar.

2. Investment turnover indicates operating efficiency by computing the num-
ber of sales dollars generated by each dollar of invested assets.

If a division’s profit margin increases, and all other factors remain the
same, the division’s rate of return on investment will increase. For example,
a division might add more profitable products to its sales mix and thus in-
crease its operating profit, profit margin, and rate of return on
investment.

If a division’s investment turnover increases, and all other fac-
tors remain the same, the division’s rate of return on investment
will increase. For example, a division might attempt to increase
sales through special sales promotions and thus increase operat-
ing efficiency, investment turnover, and rate of return on
investment.

The graphic at the right illustrates the relationship of the rate
of return on investment, the profit margin, and investment turn-
over. Specifically, more income can be earned by either increasing
the investment turnover (turning the crank faster), by increasing
the profit margin (increasing the size of the opening), or both.

Using the DuPont formula yields the same rate of return on
investment for each of DataLink’s divisions, as shown below.

Rate of Return on Investment ¼ Income from Operations
Sales

� Sales
Invested Assets

Profit

Profit
Margin

Investment
Turnover

$$$

1 The DuPont formula was created by a financial executive of E. I. du Pont Nemours and Company in 1919.
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Northern Division:

Rate of Return on Investment ¼ $70,000
$560,000

� $560,000
$350,000

¼ 12:5% � 1:6 ¼ 20%

Central Division:

Rate of Return on Investment ¼ $84,000
$672,000

� $672,000
$700,000

¼ 12:5%� 0:96 ¼ 12%

Southern Division:

Rate of Return on Investment ¼ $75,000
$750,000

� $750,000
$500,000

¼ 10% � 1:5 ¼ 15%

The Northern and Central divisions have the same profit margins of
12.5%. However, the Northern Division’s investment turnover of 1.6 is larger
than that of the Central Division’s turnover of 0.96. By using its invested
assets more efficiently, the Northern Division’s rate of return on investment
of 20% is 8 percentage points higher than the Central Division’s rate of
return of 12%.

The Southern Division’s profit margin of 10% and investment turnover of
1.5 are lower than those of the Northern Division. The product of these
factors results in a return on investment of 15% for the Southern Division,
compared to 20% for the Northern Division.

Even though the Southern Division’s profit margin is lower than the
Central Division’s, its higher turnover of 15 results in a rate of return of 15%,
which is greater than the Central Division’s rate of return of 12%.

To increase the rate of return on investment, the profit margin and in-
vestment turnover for a division may be analyzed. For example, assume that
the Northern Division is in a highly competitive industry in which the profit
margin cannot be easily increased. As a result, the division manager might
focus on increasing the investment turnover.

To illustrate, assume that the revenues of the Northern Division could be
increased by $56,000 through increasing operating expenses, such as ad-
vertising, to $385,000. The Northern Division’s income from operations will
increase from $70,000 to $77,000, as shown below.

Revenues ($560,000 + $56,000) $616,000
Operating expenses 385,000
Income from operations before service department charges $231,000
Service department charges 154,000
Income from operations $ 77,000

The rate of return on investment for the Northern Division, using the
DuPont formula, is recomputed as follows:

Rate of Return on Investment ¼ Income from Operations
Sales

� Sales
Invested Assets

Rate of Return on Investment ¼ $77,000
$616,000

� $616,000
$350,000

¼ 12:5%� 1:76 ¼ 22%
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Although the Northern Division’s profit margin remains the same
(12.5%), the investment turnover has increased from 1.6 to 1.76, an increase
of 10% (0.16 � 1.6). The 10% increase in investment turnover increases the
rate of return on investment by 10% (from 20% to 22%).

The rate of return on investment is also useful in deciding where to invest
additional assets or expand operations. For example, DataLink should give
priority to expanding operations in the Northern Division because it earns
the highest rate of return on investment. In other words, an investment in
the Northern Division will return 20 cents (20%) on each dollar invested. In
contrast, investments in the Central and Southern divisions will earn only 12
cents and 15 cents per dollar invested.

A disadvantage of the rate of return on investment as a performance
measure is that it may lead divisional managers to reject new investments
that could be profitable for the company as a whole. To illustrate, assume the
following rates of return for the Northern Division of DataLink:

Current rate of return on investment 20%
Minimum acceptable rate of return

on investment set by top management 10%
Expected rate of return on investment for new project 14%

If the manager of the Northern Division invests in the new project, the
Northern Division’s overall rate of return will decrease from 20% due to

How Businesses Make Money

Return on Investment

The annual reports of public companies must provide segment disclosure information identifying revenues, in-
come from operations, and total assets. This information can be used to compute the return on investment for the
segments of a company. For example, The E.W. Scripps Company, a media company, operates three major
segments:

1. Newspapers: Owns and operates daily and community newspapers in 14 markets in the United States.

2. Scripps Networks: Owns and operates five national television networks: Home and Garden Television, Food
Network, DIY Network, Fine Living, and Great American Country.

3. Broadcast Television: Owns and operates several local televisions in various markets.

The DuPont formulas for these segments, as derived from a recent annual report, are as follows:

Segment
Profit Margin

� Investment
Turnover

= Return
on Investment

Newspapers 34.9% 0.55 19.2%
Scripps Networks 42.0% 0.67 28.1%
Broadcast Television 31.6% 0.69 21.8%

As can be seen from the data, E.W. Scripps’ three business segments (Newspapers, Scripps Networks, and
Broadcast Television) have relatively low investment turnover, with all three being slightly above 0.50. Each of
these segments also had very strong profit margins, ranging from 31.6% to 42.0%. Multiplying the profit margin
by the investment turnover yields the ROI. The ROI is strong for the three primary business segments.

The CFO of Millennium
Chemicals stated: “We had
too many divisional
executives who failed to
spend money on capital
projects with more than
satisfactory returns
because those projects
would have lowered the
average return on assets of
their particular business.”
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averaging. Thus, the division manager might decide to reject the project,
even though the new project’s expected rate of return of 14% exceeds
DataLink’s minimum acceptable rate of return of 10%.

Residual Income
Residual income is useful in overcoming some of the disadvantages of the
rate of return on investment. Residual income is the excess of income from
operations over a minimum acceptable income from operations, as shown
below.2

Income from operations $XXX
Less minimum acceptable income from

operations as a percent of invested assets XXX
Residual income $XXX

Equals

$
$

$
Minus

The minimum acceptable income from operations is computed by mul-
tiplying the company minimum rate of return by the invested assets. The
minimum rate is set by top management, based on such factors as the cost of
financing.

To illustrate, assume that DataLink Inc. has established 10% as the mini-
mum acceptable rate of return on divisional assets. The residual incomes for
the three divisions are as follows:

Northern
Division

Central
Division

Southern
Division

Income from operations $70,000 $84,000 $75,000
Less minimum acceptable income

from operations as a
percent of invested assets:

$350,000 � 10% 35,000
$700,000 � 10% 70,000
$500,000 � 10% 50,000

Residual income $35,000 $14,000 $25,000

2 Another popular term for residual income is economic value added (EVA), which has been trademarked by the
consulting firm Stern Stewart & Co.
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The Northern Division has more residual income ($35,000) than the
other divisions, even though it has the least amount of income from opera-
tions ($70,000). This is because the invested assets are less for the Northern
Division than for the other divisions.

The major advantage of residual income as a performance measure is
that it considers both the minimum acceptable rate of return, invested as-
sets, and the income from operations for each division. In doing so, residual
income encourages division managers to maximize income from operations
in excess of the minimum. This provides an incentive to accept any project
that is expected to have a rate of return in excess of the minimum.

To illustrate, assume the following rates of return for the Northern Divi-
sion of DataLink:

Current rate of return on investment 20%
Minimum acceptable rate of return on

investment set by top management 10%
Expected rate of return on investment for new project 14%

If the manager of Northern Division is evaluated using only return on
investment, the division manager might decide to reject the new project.
This is because investing in the new project will decrease Northern’s current
rate of return of 20%. Thus, the manager might reject the new project, even
though its expected rate of return of 14% exceeds DataLink’s minimum
acceptable rate of return of 10%.

In contrast, if the manager of the Northern Division is evaluated using
residual income, the new project would probably be accepted because it will
increase the Northern Division’s residual income. In this way, residual in-
come supports both divisional and overall company objectives.

The Balanced Scorecard3

The balanced scorecard is a set of multiple performance measures for a
company. In addition to financial performance, a balanced scorecard nor-
mally includes performance measures for customer service, innovation and
learning, and internal processes, as shown in Exhibit 8.

Performance measures for learning and innovation often revolve around a
company’s research and development efforts. For example, the number of
new products developed during a year and the time it takes to bring new
products to the market are performance measures for innovation. Perfor-
mance measures for learning could include the number of employee training
sessions and the number of employees who are cross-trained in several skills.

Performance measures for customer service include the number of cus-
tomer complaints and the number of repeat customers. Customer surveys
can also be used to gather measures of customer satisfaction with the com-
pany as compared to competitors.

Performance measures for internal processes include the length of time it
takes to manufacture a product. The amount of scrap and waste is a measure
of the efficiency of a company’s manufacturing processes. The number of
customer returns is a performance measure of both the manufacturing and
sales ordering processes.

3 The balanced scorecard was developed by R. S. Kaplan and D. P. Norton and explained in The Balanced
Scorecard: Translating Strategy into Action (Cambridge: Harvard Business School Press, 1996).

Merck & Co., Inc.
measures the number of
drugs in its FDA (Food and
Drug Administration)
approval pipeline and the
length of time it takes to
turn ideas into marketable
products.
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All companies will use financial performance measures. Some financial per-
formance measures have been discussed earlier in this chapter and include
income from operations, rate of return on investment, and residual income.

The balanced scorecard attempts to identify the underlying nonfinancial
drivers, or causes, of financial performance related to innovation and
learning, customer service, and internal processes. In this way, the financial
performance may be improved. For example, customer satisfaction is often
measured by the number of repeat customers. By increasing the number of
repeat customers, sales and income from operations can be increased.

Some common performance measures used in the balanced scorecard
approach are shown below.

Innovation and Learning Internal Processes
Number of new products Waste and scrap
Number of new patents Time to manufacture products
Number of cross-trained employees Number of defects
Number of training hours Number of rejected sales orders
Number of ethics violations Number of stockouts
Employee turnover Labor utilization

Customer Service Financial
Number of repeat customers Sales
Customer brand recognition Income from operations
Delivery time to customer Return on investment
Customer satisfaction Profit margin and investment turnover
Number of sales returns Residual income
Customer complaints Actual versus budgeted (standard) costs

The Balanced ScorecardE X H I B I T 8

Innovation
and Learning

Customer
Service

 Internal
Processes

Financial
Performance

A survey by Bain & Co., a
consulting firm, indicated
that 57% of large
companies use the
balanced scorecard.

Hilton Hotels Corporation
uses a balanced scorecard
to measure employee
satisfaction, customer
loyalty, and financial
performance.
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Transfer Pricing
When divisions transfer products or render services to each other, a transfer
price is used to charge for the products or services.4 Since transfer prices will
affect a division’s financial performance, setting a transfer price is a sensitive
matter for the managers of both the selling and buying divisions.

Three common approaches to setting transfer prices are as follows:

1. Market price approach

2. Negotiated price approach

3. Cost approach

Transfer prices may be used for cost, profit, or investment centers. The
objective of setting a transfer price is to motivate managers to behave in a
manner that will increase the overall company income. As will be illustrated,
however, transfer prices may be misused in such a way that overall company
income suffers.

Transfer prices can be set as low as the variable cost per unit or as high as
the market price. Often, transfer prices are negotiated at some point be-
tween variable cost per unit and market price. Exhibit 9 shows the possible
range of transfer prices.

To illustrate, Wilson Company, a packaged snack food company with no
service departments, is used. Wilson Company has two operating divisions
(Eastern and Western) that are organized as investment centers. Condensed
income statements for Wilson Company, assuming no transfers between di-
visions, are shown in Exhibit 10.

Commonly Used Transfer PricesE X H I B I T 9

4 The discussion in this chapter highlights the essential concepts of transfer pricing. In-depth discussion of
transfer pricing can be found in advanced texts.

Obj 5 Describe and
illustrate how the market
price, negotiated price, and
cost price approaches to
transfer pricing may be
used by decentralized
segments of a business.
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Market Price Approach
Using the market price approach, the transfer price is the price at which the
product or service transferred could be sold to outside buyers. If an outside
market exists for the product or service transferred, the current market price
may be a proper transfer price.

Transfer Price ¼ Market Price

To illustrate, assume that materials used by Wilson Company in producing
snack food in the Western Division are currently purchased from an outside
supplier at $20 per unit. The same materials are produced by the Eastern
Division. The Eastern Division is operating at full capacity of 50,000 units and
can sell all it produces to either the Western Division or to outside buyers.

A transfer price of $20 per unit (the market price) has no effect on the
Eastern Division’s income or total company income. The Eastern Division
will earn revenues of $20 per unit on all its production and sales, regardless
of who buys its product.

Likewise, the Western Division will pay $20 per unit for materials (the
market price). Thus, the use of the market price as the transfer price has no
effect on the Eastern Division’s income or total company income.

In this situation, the use of the market price as the transfer price is proper.
The condensed divisional income statements for Wilson Company would be
the same as shown in Exhibit 10.

Negotiated Price Approach
If unused or excess capacity exists in the supplying division (the Eastern
Division), and the transfer price is equal to the market price, total company
profit may not be maximized. This is because the manager of the Western
Division will be indifferent toward purchasing materials from the Eastern
Division or from outside suppliers. That is, in both cases the Western Divi-
sion manager pays $20 per unit (the market price). As a result, the Western
Division may purchase the materials from outside suppliers.

Income Statements—No Transfers Between DivisionsE X H I B I T 10

WILSON COMPANY
Income Statements

For the Year Ended December 31, 2010

Eastern
Division

Western
Division

Total
Company

Sales:
50,000 units � $20 per unit $1,000,000 $1,000,000
20,000 units � $40 per unit $800,000 800,000

$1,800,000
Expenses:

Variable:
50,000 units � $10 per unit $ 500,000 $ 500,000
20,000 units � $30* per unit $600,000 600,000

Fixed 300,000 100,000 400,000
Total expenses $ 800,000 $700,000 $1,500,000

Income from operations $ 200,000 $100,000 $ 300,000

* $20 of the $30 per unit represents materials costs, and the remaining $10 per unit represents other variable conversion expenses incurred
within the Western Division.
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If, however, the Western Division purchases the materials from the East-
ern Division, the difference between the market price of $20 and the variable
costs of the Eastern Division of $10 per unit (from Exhibit 10) can cover
fixed costs and contribute to overall company profits. Thus, the Western
Division manager should be encouraged to purchase the materials from the
Eastern Division.

The negotiated price approach allows the managers to agree (negotiate)
among themselves on a transfer price. The only constraint is that the transfer
price be less than the market price, but greater than the supplying division’s
variable costs per unit, as shown below.

Variable Costs per Unit < Transfer Price < Market Price

To illustrate, assume that instead of a capacity of 50,000 units, the Eastern
Division’s capacity is 70,000 units. In addition, assume that the Eastern
Division can continue to sell only 50,000 units to outside buyers.

A transfer price less than $20 would encourage the manager of the
Western Division to purchase from the Eastern Division. This is because
the Western Division is currently purchasing its materials from outside sup-
pliers at a cost of $20 per unit. Thus, its materials cost would decrease, and its
income from operations would increase.

At the same time, a transfer price above the Eastern Division’s variable
costs per unit of $10 (from Exhibit 10) would encourage the manager of
the Eastern Division to supply materials to the Western Division. In doing so,
the Eastern Division’s income from operations would also increase.

Exhibit 11 illustrates the divisional and company income statements, as-
suming that the Eastern and Western division managers agree to a transfer
price of $15.

The Eastern Division increases its sales by $300,000 (20,000 units � $15
per unit) to $1,300,000. As a result, the Eastern Division’s income from

Income Statements—Negotiated Transfer PriceE X H I B I T 11

WILSON COMPANY
Income Statements

For the Year Ended December 31, 2010

Eastern
Division

Western
Division

Total
Company

Sales:
50,000 units � $20 per unit $1,000,000 $1,000,000
20,000 units � $15 per unit 300,000 300,000
20,000 units � $40 per unit $800,000 800,000

$1,300,000 $800,000 $2,100,000
Expenses:

Variable:
70,000 units � $10 per unit $ 700,000 $ 700,000
20,000 units � $25* per unit $500,000 500,000

Fixed 300,000 100,000 400,000
Total expenses $1,000,000 $600,000 $1,600,000

Income from operations $ 300,000 $200,000 $ 500,000

* $10 of the $25 represents variable conversion expenses incurred solely within the Western Division, and $15 per unit represents the transfer
price per unit from the Eastern Division.
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operations increases by $100,000 ($300,000 sales – $200,000 variable costs)
to $300,000, as shown in Exhibit 11.

The increase of $100,000 in the Eastern Division’s income can also be
computed as follows:

Increase in Eastern
(Supplying) Division’s

Income from Operations
¼ Transfer

Price
−

Variable Cost
per Unit

� �

� Units
Transferred

Increase in Eastern
(Supplying) Division’s

Income from Operations
¼ ð$15− $10Þ � 20,000 units ¼ $100,000

Western Division’s materials cost decreases by $5 per unit ($20 – $15) for
a total of $100,000 (20,000 units � $5 per unit). Thus, Western Division’s
income from operations increases by $100,000 to $200,000, as shown in
Exhibit 11.

The increase of $100,000 in the Western Division’s income can also be
computed as follows:

Increase in Western
(Purchasing) Division’s
Income from Operations

¼ ðMarket Price−Transfer PriceÞ � Units
Transferred

Increase in Western
(Purchasing) Division’s
Income from Operations

¼ ð$20− $15Þ � 20,000 units ¼ $100,000

Comparing Exhibits 10 and 11 shows that Wilson Company’s income from
operations increased by $200,000, as shown below.

Income from Operations

No Units
Transferred
(Exhibit 10)

20,000 Units
Transferred at
$15 per Unit
(Exhibit 11)

Increase
(Decrease)

Eastern Division $200,000 $300,000 $100,000
Western Division 100,000 200,000 100,000
Wilson Company $300,000 $500,000 $200,000

In the preceding illustration, any negotiated transfer price between $10
and $20 is acceptable, as shown below.

Variable Cost per Unit < Transfer Price < Market Price

$10 < Transfer Price < $20

Any transfer price within this range will increase the overall income from
operations for Wilson Company by $200,000. However, the increases in the
Eastern and Western divisions’ income from operations will vary depending
on the transfer price.

To illustrate, a transfer price of $16 would increase the Eastern Division’s
income from operations by $120,000, as shown below.

590 Chapter 14



Increase in Eastern
(Supplying) Division’s

Income from Operations
¼ Transfer

Price
−

Variable Cost
per Unit

� �

� Units
Transferred

Increase in Eastern
(Supplying) Division’s

Income from Operations
¼ ð$16− $10Þ � 20,000 units ¼ $120,000

A transfer price of $16 would increase the Western Division’s income from
operations by $80,000, as shown below.

Increase in Western
(Purchasing) Division’s
Income from Operations

¼ ðMarket Price−Transfer PriceÞ � Units
Transferred

Increase in Western
(Purchasing) Division’s
Income from Operations

¼ ð$20− $16Þ � 20,000 units ¼ $80,000

With a transfer price of $16, Wilson Company’s income from operations
still increases by $200,000, which consists of the Eastern Division’s increase
of $120,000 plus the Western Division’s increase of $80,000.

As shown above, negotiated price provides each division manager with an
incentive to negotiate the transfer of materials. At the same time, the overall
company’s income from operations will also increase. However, the nego-
tiated approach only applies when the supplying division has excess capacity.
In other words, the supplying division cannot sell all its production to out-
side buyers at the market price.

Cost Price Approach
Under the cost price approach, cost is used to set transfer prices. A variety of
costs may be used in this approach, including the following:

1. Total product cost per unit

2. Variable product per unit

If total product cost per unit is used, direct materials, direct labor, and
factory overhead are included in the transfer price. If variable product cost
per unit is used, the fixed factory overhead cost is excluded from the transfer
price.

Actual costs or standard (budgeted) costs may be used in applying the cost
price approach. If actual costs are used, inefficiencies of the producing
(supplying) division are transferred to the purchasing division. Thus, there
is little incentive for the producing (supplying) division to control costs. For
this reason, most companies use standard costs in the cost price approach. In
this way, differences between actual and standard costs remain with the
producing (supplying) division for cost control purposes.

The cost price approach is most often used when the responsibility
centers are organized as cost centers. When the responsibility centers are
organized as profit or investment centers, the cost price approach is nor-
mally not used.

For example, using the cost price approach when the supplying division is
organized as a profit center ignores the supplying division manager’s re-
sponsibility for earning profits. In this case, using the cost price approach
prevents the supplying division from reporting any profit (revenues – costs)

Performance Evaluation for Decentralized Operations 591



on the units transferred. As a result, the division manager has little incentive
to transfer units to another division, even though it may be in the best in-
terests of the company.

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Shifting Income Through Transfer Prices

Transfer prices allow companies to minimize taxes by
shifting taxable income from countries with high tax
rates to countries with low taxes. For example, Glaxo-
SmithKline, a British company, and the second biggest
drug maker in the world, had been in a dispute with the
U.S. Internal Revenue Service (IRS) over international
transfer prices since the early 1990s. The company
pays U.S. taxes on income from its U.S. Division and
British taxes on income from the British Division. The
IRS, however, claimed that the transfer prices on sales
from the British Division to the U.S. Division were too

high, which reduced profits and taxes in the U.S. Divi-
sion. The company received a new tax bill from the IRS
in 2005 for almost $1.9 billion related to the transfer
pricing issue, raising the total bill to almost $5 billion. In
January 2006, the company agreed to settle this dis-
pute with the IRS for $3.4 billion, the largest tax set-
tlement in history.

Source: J. Whalen, “Glaxo Gets New IRS Bill Seeking Another $1.9
Billion in BackTax,” The Wall Street Journal, January 27, 2005.

Key Points

1. Describe the advantages and disadvantages of
decentralized operations.
The advantages of decentralization may in-
clude better decisions by the managers closest
to the operations, more time for top man-
agement to focus on strategic planning,
training for managers, improved ability to
serve customers and respond to their needs,
and improved manager morale. The dis-
advantages of decentralization may include
failure of the company to maximize profits
because decisions made by one manager may
affect other managers in such a way that the
profitability of the entire company may suffer.

2. Prepare a responsibility accounting report for a
cost center.
Since managers of cost centers have respon-
sibility and authority to make decisions re-
garding costs, responsibility accounting for
cost centers focuses on costs. The primary ac-
counting tools for planning and controlling
costs for a cost center are budgets and budget
performance reports. An example of a budget
performance report is shown in Exhibit 1.

3. Prepare a responsibility accounting report for a
profit center.
In preparing a profitability report for a profit
center, operating expenses are subtracted
from revenues in order to determine the in-
come from operations before service depart-
ment charges. Service department charges are
then subtracted in order to determine the
income from operations of the profit center.
An example of a divisional income statement
is shown in Exhibit 5.

4. Compute and interpret the rate of return on
investment, the residual income, and the
balanced scorecard for an investment center.
The rate of return on investment for an in-
vestment center is the income from operations
divided by invested assets. The rate of return
on investment may also be computed as the
product of (1) the profit margin and (2) the
investment turnover. Residual income for an
investment center is the excess of income from
operations over a minimum amount of desired
income from operations. The balanced score-
card combines nonfinancial measures in order
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to help managers consider the underlying cau-
ses of financial performance and trade-offs be-
tween short-term and long-term performance.

5. Describe and illustrate how the market price,
negotiated price, and cost price approaches to
transfer pricing may be used by decentralized
segments of a business.
Under the market price approach, the trans-
fer price is the price at which the product or
service transferred could be sold to outside
buyers. Market price should be used when the
supplier division is able to sell to outsiders
and is operating at capacity.

Under the negotiated price approach, the
managers of decentralized units agree (negoti-
ate) among themselves as to the transfer price.
Negotiated prices should be used when the
supplier division is operating below capacity.

Under the cost price approach, cost is used
as the basis for setting transfer prices. A vari-
ety of cost concepts may be used, such as total
product cost per unit or variable product cost
per unit. In addition, actual costs or standard
(budgeted) costs may be used. The cost price
approach should be used for supplier divi-
sions that are organized as cost centers.

Key Terms

Balanced scorecard A performance evaluation
approach that incorporates multiple perfor-
mance dimensions by combining financial and
nonfinancial measures.

Controllable expenses Costs that can be influ-
enced by the decisions of a manager of a cost,
profit, or investment center.

Controllable revenues Revenues that can be in-
fluenced by the decisions of a manager of a profit
or investment center.

Cost center A decentralized unit in which the
department or division manager has responsi-
bility for the control of costs incurred and the
authority to make decisions that affect these costs.

Cost price approach An approach to transfer
pricing that uses cost as the basis for setting the
transfer price.

DuPont formula An expanded expression of re-
turn on investment determined by multiplying
the profit margin by the investment turnover.

Investment center A decentralized unit in which
the manager has the responsibility and authority
to make decisions that affect not only costs and
revenues but also the fixed assets available to the
center.

Investment turnover A component of the rate of
return on investment computed as the ratio of
sales to invested assets.

Market price approach An approach to transfer
pricing that uses the price at which the product

or service transferred could be sold to outside
buyers as the transfer price.

Negotiated price approach An approach to
transfer pricing that allows managers of decen-
tralized units to agree (negotiate) among them-
selves as to the transfer price.

Profit center A decentralized unit in which the
manager has the responsibility and the authority
to make decisions that affect both costs and rev-
enues (and thus profits).

Profit margin A component of the rate of return
on investment computed as the ratio of income
from operations to sales.

Rate of return on investment (ROI) A measure
of managerial efficiency in the use of investments
in assets computed as income from operations
divided by invested assets.

Residual income The excess of divisional income
from operations over a “minimum” acceptable
income from operations.

Responsibility accounting The process of mea-
suring and reporting operating data by areas of
responsibility.

Service department charges The costs of services
provided by an internal service department and
transferred to a responsibility center.

Transfer price The price charged one decen-
tralized unit by another for the goods or services
provided.

Performance Evaluation for Decentralized Operations 593



Illustrative Problem

Quinn Company has two divisions, Domestic and International. Invested assets
and condensed income statement data for each division for the past year ended
December 31, 2011, are as follows:

Domestic Division International Division

Revenues $675,000 $480,000
Operating expenses 450,000 372,400
Service department charges 90,000 50,000
Invested assets 600,000 384,000

Instructions
1. Prepare condensed income statements for the past year for each division.

2. Using the DuPont formula, determine the profit margin, investment turnover,
and rate of return on investment for each division.

3. If management’s minimum acceptable rate of return is 10%, determine the
residual income for each division.

Solution
1.

Quinn Company
Divisional Income Statements

For the Year Ended December 31, 2011

Domestic Division International Division

Revenues $675,000 $480,000
Operating expenses 450,000 372,400
Income from operations before

service department charges $225,000 $107,600
Service department charges 90,000 50,000
Income from operations $135,000 $ 57,600

2. Rate of return on investment ðROIÞ ¼ Profit margin � Investment turnover

Rate of return on
investment: (ROI)

¼ Income from Operations
Sales

� Sales
Invested Assets

Domestic Division: ROI ¼ $135,000
$675,000

� $675,000
$600,000

ROI ¼ 20% � 1:125

ROI ¼ 22.5%

International Division: ROI ¼ $57,600
$480,000

� $480,000
$384,000

ROI ¼ 12% � 1.25

ROI ¼ 15%

3. Domestic Division: $75,000 [$135,000 � (10% � $600,000)]
International Division: $19,200 [$57,600 � (10% � $384,000)]
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Self-Examination Questions (Answers appear at the end of chapter)

1. When the manager has the responsibility and
authority to make decisions that affect costs
and revenues but no responsibility for or au-
thority over assets invested in the department,
the department is called:

A. a cost center

B. a profit center

C. an investment center

D. a service department

2. The Accounts Payable Department has ex-
penses of $600,000 and makes 150,000 pay-
ments to the various vendors who provide
products and services to the divisions. Division
A has income from operations of $900,000,
before service department charges, and re-
quires 60,000 payments to vendors. If the Ac-
counts Payable Department is treated as a
service department, what is Division A’s in-
come from operations?

A. $300,000

B. $900,000

C. $660,000

D. $540,000

3. Division A of Kern Co. has sales of $350,000,
cost of goods sold of $200,000, operating ex-
penses of $30,000, and invested assets of
$600,000. What is the rate of return on in-
vestment for Division A?

A. 20%

B. 25%

C. 33%

D. 40%

4. Division L of Liddy Co. has a rate of return on
investment of 24% and an investment turn-
over of 1.6. What is the profit margin?

A. 6%

B. 15%

C. 24%

D. 38%

5. Which approach to transfer pricing uses the
price at which the product or service trans-
ferred could be sold to outside buyers?

A. Cost price approach

B. Negotiated price approach

C. Market price approach

D. Standard cost approach

Class Discussion Questions

1. Differentiate between a cost center and a
profit center.

2. Differentiate between a profit center and an
investment center.

3. In what major respect would budget perfor-
mance reports prepared for the use of plant
managers of a manufacturing business with
cost centers differ from those prepared for
the use of the various department supervisors
who report to the plant managers?

4. For what decisions is the manager of a cost
center not responsible?

5. Weyerhaeuser developed a system that assigns
service department expenses to user divisions
on the basis of actual services consumed by
the division. Here are a number of Weyer-
haeuser’s activities in its central Financial
Services Department:

● Payroll
● Accounts payable
● Accounts receivable
● Database administration—report preparation

For each activity, identify an activity base that
could be used to charge user divisions for
service.

6. What is the major shortcoming of using in-
come from operations as a performance
measure for investment centers?

7. Why should the factors under the control of
the investment center manager (revenues, ex-
penses, and invested assets) be considered in
computing the rate of return on investment?

8. In a decentralized company in which the di-
visions are organized as investment centers,
how could a division be considered the least
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profitable, even though it earned the largest
amount of income from operations?

9. How does using the rate of return on invest-
ment facilitate comparability between divi-
sions of decentralized companies?

10. The rates of return on investment for Fosina
Co.’s three divisions, East, Central, and West,
are 26%, 20%, and 15%, respectively. In ex-
panding operations, which of Fosina Co.’s
divisions should be given priority? Explain.

11. Why would a firm use a balanced scorecard
in evaluating divisional performance?

12. What is the objective of transfer pricing?

13. When is the negotiated price approach pre-
ferred over the market price approach in
setting transfer prices?

14. Why would standard cost be a more appro-
priate transfer cost between cost centers than
actual cost?

15. When using the negotiated price approach
to transfer pricing, within what range should
the transfer price be established?

Exercises

Partially completed budget performance reports for Iliad Company, a man-
ufacturer of air conditioners, are provided below.

Iliad Company
Budget Performance Report—Vice President, Production

For the Month Ended April 30, 2010

Plant Budget Actual Over Budget Under Budget

Mid-Atlantic Region $ 416,000 $416,000 $ 0
West Region 297,600 296,000 1,600
South Region (g) (h) (i)

$ (j) $ (k) $ (l) $1,600

Iliad Company
Budget Peformance Report—Manager, South Region Plant

For the Month Ended April 30, 2010

Department Budget Actual Over Budget Under Budget

Chip Fabrication $ (a) $ (b) $ (c)
Electronic Assembly 85,120 86,240 1,120
Final Assembly 137,120 136,640 $480

$ (d) $ (e) $ (f) $480

Iliad Company
Budget Performance Report—Supervisor, Chip Fabrication

For the Month Ended April 30, 2010

Department Budget Actual Over Budget Under Budget

Factory wages $ 24,640 $ 26,400 $ 1,760
Materials 69,600 69,120 $480
Power and light 3,840 4,560 720
Maintenance 6,720 7,360 640

$104,800 $107,440 $ 3,120 $480

a. Complete the budget performance reports by determining the correct
amounts for the lettered spaces.

b. Compose a memo to Dana Johnson, vice president of production for Iliad
Company, explaining the performance of the Production Division for April.

E14-1
Budget performance reports for
cost centers

Obj 2

✓ a. (c) $2,640
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The following data were summarized from the accounting records for DeSalvo
Construction Company for the year ended June 30, 2010:

Cost of goods sold: Service department charges:
Residential Division $415,200 Residential Division $ 56,400
Industrial Division 206,350 Industrial Division 35,480

Administrative expenses: Net sales:
Residential Division $ 74,500 Residential Division $625,000
Industrial Division 72,400 Industrial Division 367,500

Prepare divisional income statements for DeSalvo Construction Company.

For each of the following service departments, identify an activity base that could
be used for charging the expense to the profit center.

a. Central Purchasing
b. Legal
c. Accounts Receivable

d. Duplication Services
e. Electronic Data Processing
f. Telecommunications

For each of the following service departments, select the activity base listed that
is most appropriate for charging service expenses to responsible units.

Service Department Activity Base
a. Central Purchasing 1. Number of travel claims
b. Training 2. Number of payroll checks
c. Conferences 3. Number of sales invoices
d. Telecommunications 4. Number of purchase requisitions
e. Accounts Receivable 5. Number of telephone lines
f. Employee Travel 6. Number of employees trained
g. Payroll Accounting 7. Number of computers
h. Computer Support 8. Number of conference attendees

In divisional income statements prepared for Mills Construction Company, the
Payroll Department costs are charged back to user divisions on the basis of the
number of payroll checks, and the Purchasing Department costs are charged
back on the basis of the number of purchase requisitions. The Payroll Depart-
ment had expenses of $45,900, and the Purchasing Department had expenses of
$22,000 for the year. The following annual data for Residential, Commercial,
and Government Contract Divisions were obtained from corporate records:

Residential Commercial
Government

Contract

Sales $460,000 $610,000 $1,400,000
Number of employees:

Weekly payroll (52 weeks per year) 125 70 75
Monthly payroll 32 43 30

Number of purchase requisitions per year 2,100 1,500 1,400

a. Determine the total amount of payroll checks and purchase requisitions
processed per year by each division.

b. Using the activity base information in (a), determine the annual amount of
payroll and purchasing costs charged back to the Residential, Commercial,
and Government Contract divisions from payroll and purchasing services.

E14-2
Divisional income statements

Obj 3

✓ Residential Division
income from
operations, $78,900

E14-3
Service department charges
and activity bases

Obj 3

E14-4
Activity bases for service
department charges

Obj 3

E14-5
Service department charges

Obj 3

✓ b. Commercial
payroll, $12,468
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c. Why does the Residential Division have a larger service department charge
than the other two divisions, even though its sales are lower?

Harris Corporation, a manufacturer of electronics and communications systems,
uses a service department charge system to charge profit centers with Comput-
ing and Communications Services (CCS) service department costs. The follow-
ing table identifies an abbreviated list of service categories and activity bases used
by the CCS department. The table also includes some assumed cost and activity
base quantity information for each service for April.

CCS Service
Category Activity Base Assumed Cost

Assumed Activity
Base Quantity

Help desk Number of calls $ 88,400 2,600
Network center Number of devices monitored 609,375 9,750
Electronic mail Number of user accounts 67,080 6,450
Local voice support Number of phone extensions 152,720 9,200

One of the profit centers for Harris Corporation is the Communication Sys-
tems (COMM) sector. Assume the following information for the COMM sector:
● The sector has 3,000 employees, of whom 40% are office employees.
● All the office employees have a phone, and 75% of them have a computer on

the network.
● Ninety-five percent of the employees with a computer also have an e-mail

account.
● The average number of help desk calls for April was 1.0 call per individual with

a computer.
● There are 250 additional printers, servers, and peripherals on the network

beyond the personal computers.

a. Determine the service charge rate for the four CCS service categories for
April.

b. Determine the charges to the COMM sector for the four CCS service cate-
gories for April.

Encounter Sporting Goods Company has two divisions, Wholesale and Retail,
and two corporate service departments, Tech Support and Accounts Payable.
The corporate expenses for the year ended December 31, 2010, are as follows:

Tech Support Department $ 705,000
Accounts Payable Department 278,000
Other corporate administrative expenses 415,000
Total corporate expense $1,398,000

The other corporate administrative expenses include officers’ salaries and
other expenses required by the corporation. The Tech Support Department
charges the divisions for services rendered, based on the number of computers
in the department, and the Accounts Payable Department charges divisions for

E14-6
Service department charges
and activity bases

Obj 3

✓ b. Help desk, $30,600

E14-7
Divisional income statements
with service department
charges

Obj 3

S P R E A D S H E E T

✓ Retail income from
operations,
$1,386,134
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services, based on the number of checks issued. The usage of service by the two
divisions is as follows:

Tech Support Accounts Payable

Wholesale Division 300 computers 7,060 checks
Retail Division 200 12,940
Total 500 computers 20,000 checks

The service department charges of the Tech Support Department and the
Accounts Payable Department are considered controllable by the divisions.
Corporate administrative expenses are not considered controllable by the divi-
sions. The revenues, cost of goods sold, and operating expenses for the two
divisions are as follows:

Wholesale Retail

Revenues $6,720,000 $5,712,000
Cost of goods sold 3,528,000 2,688,000
Operating expenses 1,260,000 1,176,000

Prepare the divisional income statements for the two divisions.

Trans-Continental Airlines, Inc., has two divisions organized as profit centers,
the Passenger Division and the Cargo Division. The following divisional income
statements were prepared:

Trans-Continental Airlines, Inc.
Divisional Income Statements

For the Year Ended June 30, 2010

Passenger Division Cargo Division

Revenues $1,400,000 $1,400,000
Operating expenses 950,000 1,200,000
Income from operations before
service department charges

$ 450,000 $ 200,000

Less service department charges:
Training $ 80,000 $ 80,000
Flight scheduling 75,000 75,000
Reservations 105,000 260,000 105,000 260,000

Income from operations $ 190,000 $ (60,000)

The service department charge rate for the service department costs was
based on revenues. Since the revenues of the two divisions were the same, the
service department charges to each division were also the same.

The following additional information is available:

Passenger
Division

Cargo
Division Total

Number of personnel trained 200 50 250
Number of flights 250 350 600
Number of reservations requested 14,000 0 14,000

E14-8
Corrections to service
department charges

Obj 3

S P R E A D S H E E T

✓ b. Income from
operations, Cargo
Division, $80,500
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a. Does the income from operations for the two divisions accurately measure
performance?

b. Correct the divisional income statements, using the activity bases provided on
the preceding page in revising the service department charges.

X-Out Sporting Goods Co. operates two divisions—the Action Sports Division and
the Team Sports Division. The following income and expense accounts were pro-
vided as of June 30, 2010, the end of the current fiscal year, after all adjustments,
including those for inventories, were recorded:

Sales—Action Sports (AS) Division $14,500,000
Sales—Team Sports (TS) Division 17,600,000
Cost of Goods Sold—Action Sports (AS) Division 8,700,000
Cost of Goods Sold—Team Sports (TS) Division 10,208,000
Sales Expense—Action Sports (AS) Division 2,320,000
Sales Expense—Team Sports (TS) Division 2,464,000
Administrative Expense—Action Sports (AS) Division 1,450,000
Administrative Expense—Team Sports (TS) Division 1,566,400
Advertising Expense 642,000
Transportation Expense 314,960
Accounts Receivable Collection Expense 201,750
Warehouse Expense 1,600,000

The bases to be used in allocating expenses, together with other essential
information, are as follows:

a. Advertising expense—incurred at headquarters, charged back to divisions on
the basis of usage: Action Sports Division, $256,800; Team Sports Division,
$385,200.

b. Transportation expense—charged back to divisions at a charge rate of $12.40
per bill of lading: Action Sports Division, 12,000 bills of lading; Team Sports
Division, 13,400 bills of lading.

c. Accounts receivable collection expense—incurred at headquarters, charged
back to divisions at a charge rate of $7.50 per invoice: Action Sports Division,
12,400 sales invoices; Team Sports Division, 14,500 sales invoices.

d. Warehouse expense—charged back to divisions on the basis of floor space
used in storing division products: Action Sports Division, 120,000 square feet;
Team Sports Division, 80,000 square feet.

Prepare a divisional income statement with two column headings: Action
Sports Division and Team Sports Division. Provide supporting schedules for
determining service department charges.

The income from operations and the amount of invested assets in each division
of Devon Industries are as follows:

Income from Operations Invested Assets

Sporting Goods Division $80,000 $400,000
Health Care Division 41,600 260,000
Commercial Division 70,400 320,000

a. Compute the rate of return on investment for each division.
b. Which division is the most profitable per dollar invested?

E14-9
Profit center responsibility
reporting

Objs 3, 5

S P R E A D S H E E T

✓ Income from
operations, Action
Sports Division,
$571,400

E14-10
Rate of return on investment

Obj 4

✓ a. Health Care
Division, 16%
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Based on the data in Exercise 14-10, assume that management has established a
10% minimum acceptable rate of return for invested assets.

a. Determine the residual income for each division.
b. Which division has the most residual income?

One item is omitted from each of the following computations of the rate of
return on investment:

Rate of Return on Investment ¼ Profit Margin � Investment Turnover

22% ¼ 10% � (a)
(b) ¼ 16% � 0.75
18% ¼ (c) � 1.50
14% ¼ 20% � (d)
(e) ¼ 15% � 1.60

Determine the missing items, identifying each by the appropriate letter.

The condensed income statement for the International Division of King
Industries Inc. is as follows (assuming no service department charges):

Sales $1,200,000
Cost of goods sold 600,000
Gross profit $ 600,000
Administrative expenses 300,000
Income from operations $ 300,000

The manager of the International Division is considering ways to increase the
rate of return on investment.

a. Using the DuPont formula for rate of return on investment, determine the
profit margin, investment turnover, and rate of return on investment of the
International Division, assuming that $2,000,000 of assets have been invested
in the International Division.

b. If expenses could be reduced by $60,000 without decreasing sales, what would
be the impact on the profit margin, investment turnover, and rate of return
on investment for the International Division?

The Walt Disney Company has four major sectors, described as follows:
● Media Networks: The ABC television and radio network, Disney channel,

ESPN, A&E, E!, and Disney.com.
● Parks and Resorts: Walt Disney World Resort, Disneyland, Disney Cruise Line,

and other resort properties.
● Studio Entertainment: Walt Disney Pictures, Touchstone Pictures, Hollywood

Pictures, Miramax Films, and Buena Vista Theatrical Productions.
● Consumer Products: Character merchandising, Disney stores, books, and

magazines.

E14-11
Residual income

Obj 4

✓ a. Sporting Goods
Division, $40,000

E14-12
Determining missing items in
rate of return computation

Obj 4

✓ d. 0.70

E14-13
Profit margin, investment
turnover, and rate of return on
investment

Obj 4

✓ a. ROI, 15%

E14-14
Rate of return on investment

Obj 4

✓ a. Media Networks
ROI, 15.4%
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Disney recently reported sector income from operations, revenue, and in-
vested assets (in millions) as follows:

Income from
Operations Revenue

Invested
Assets

Media Networks $4,285 $15,046 $27,692
Parks and Resorts 1,710 10,626 16,311
Studio Entertainment 1,201 7,491 10,812
Consumer Products 631 2,347 1,553

a. Use the DuPont formula to determine the rate of return on investment for
the four Disney sectors. Round whole percents to one decimal place and in-
vestment turnover to two decimal places.

b. How do the four sectors differ in their profit margin, investment turnover,
and return on investment?

Data for Schmidt Company is presented in the following table of rates of return
on investment and residual incomes:

Invested
Assets

Income
from

Operations

Rate of
Return of

Investment

Minimum
Rate of
Return

Minimum
Acceptable

Income from
Operations

Residual
Income

$840,000 $210,000 (a) 14% (b) (c)
$500,000 (d) (e) (f) $64,000 $27,500
$320,000 (g) 16% (h) $40,000 (i)
$240,000 $48,000 (j) 12% (k) (l)

Determine the missing items, identifying each item by the appropriate letter.

Data for the North, South, East, and West divisions of McGonigel Company are
as follows:

Sales

Income
from

Operations
Invested
Assets

Rate of
Return of

Investment
Profit

Margin
Investment
Turnover

North $525,000 (a) (b) 18% 12% (c)
South (d) $65,000 (e) (f) 10% 1.25
East $700,000 (g) $350,000 15% (h) (i)
West $800,000 $140,000 $1,000,000 (j) (k) (l)

a. Determine the missing items, identifying each by the letters (a) through (l).
Round whole percents to one decimal place and investment turnover to two
decimal places.

b. Determine the residual income for each division, assuming that the minimum
acceptable rate of return established by management is 10%.

c. Which division is the most profitable in terms of (1) return on investment and
(2) residual income?

E14-15
Determining missing items in
rate of return and residual
income computations

Obj 4

✓ c. $92,400

E14-16
Determining missing items
from computations

Obj 4

✓ a. (e) $520,000
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Hilton Hotels Corporation provides lodging services around the world. The com-
pany is separated into three major divisions.
● Hotel Ownership: Hotels owned and operated by Hilton.
● Managing and Franchising: Hotels franchised to others or managed for others.
● Timeshare: Resort properties managed for timeshare vacation owners.

Financial information for each division, from a recent annual report, is as follows
(in millions):

Hotel
Ownership

Managing and
Franchising Timeshare

Revenues $4,985 $2,527 $ 650
Income from operations 904 600 152
Total assets 9,681 5,191 1,078

a. Use the DuPont formula to determine the return on investment for each of
the Hilton business divisions. Round whole percents to one decimal place and
investment turnover to one decimal place.

b. Determine the residual income for each division, assuming a minimum ac-
ceptable income of 10% of total assets. Round minimal acceptable return to
the nearest million dollars.

c. Interpret your results.

American Express Company is a major financial services company, noted for its
American Expressâ card. Below are some of the performance measures used by
the company in its balanced scorecard.

Average cardmember spending Number of merchant signings
Cards in force Number of card choices
Earnings growth Number of new card launches
Hours of credit consultant training Return on equity
Investment in information technology Revenue growth
Number of Internet features

For each measure, identify whether the measure best fits the innovation,
customer, internal process, or financial dimension of the balanced scorecard.

Several years ago, United Parcel Service (UPS) believed that the Internet was going
to change the parcel delivery market and would require UPS to become a more
nimble and customer-focused organization. As a result, UPS replaced its old
measurement system, which was 90% oriented toward financial performance,
with a balanced scorecard. The scorecard emphasized four “point of arrival”
measures, which were:

1. Customer satisfaction index—a measure of customer satisfaction.
2. Employee relations index—a measure of employee sentiment and morale.
3. Competitive position—delivery performance relative to competition.
4. Time in transit—the time from order entry to delivery.

a. Why did UPS introduce a balanced scorecard and nonfinancial measures in
its new performance measurement system?

b. Why do you think UPS included a factor measuring employee sentiment?

E14-17
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Electronic components used by the Engine Division of Armstrong Manufactur-
ing are currently purchased from outside suppliers at a cost of $200 per unit.
However, the same materials are available from the Components Division. The
Components Division has unused capacity and can produce the materials
needed by the Engine Division at a variable cost of $165 per unit.

a. If a transfer price of $180 per unit is established and 35,000 units of materials
are transferred, with no reduction in the Components Division’s current
sales, how much would Armstrong Manufacturing’s total income from op-
erations increase?

b. How much would the Engine Division’s income from operations increase?
c. How much would the Components Division’s income from operations

increase?

Based on Armstrong Manufacturing’s data in Exercise 14-20, assume that a
transfer price of $190 has been established and that 35,000 units of materials are
transferred, with no reduction in the Components Division’s current sales.
a. How much would Armstrong Manufacturing’s total income from operations

increase?
b. How much would the Engine Division’s income from operations increase?
c. How much would the Components Division’s income from operations

increase?
d. If the negotiated price approach is used, what would be the range of accept-

able transfer prices and why?

Problems

Amoruso Parts Company sells vehicle parts to automotive companies. The Truck
Division is organized as a cost center. The budget for the Truck Division for the
month ended October 31, 2010, is as follows (in thousands):

Customer service salaries $ 260,450
Insurance and property taxes 54,600
Distribution salaries 415,400
Marketing salaries 489,700
Engineer salaries 398,500
Warehouse wages 279,100
Equipment depreciation 87,500

Total $1,985,250

During October, the costs incurred in the Truck Division were as follows:

Customer service salaries $ 333,370
Insurance and property taxes 52,960
Distribution salaries 411,250
Marketing salaries 548,460
Engineer salaries 390,530
Warehouse wages 267,930
Equipment depreciation 87,500

Total $2,092,000

E14-20
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Instructions
1. Prepare a budget performance report for the director of the Truck Division

for the month of October.
2. For which costs might the director be expected to request supplemental

reports?

Browning Transportation Co. has three regional divisions organized as profit
centers. The chief executive officer (CEO) evaluates divisional performance,
using income from operations as a percent of revenues. The following quarterly
income and expense accounts were provided from the trial balance as of
December 31, 2010:

Revenues—East Division $600,000
Revenues—West Division 710,000
Revenues—Metro Division 980,000
Operating Expenses—East Division 362,400
Operating Expenses—West Division 393,540
Operating Expenses—Metro Division 527,760
Corporate Expenses—Shareholder Relations 87,500
Corporate Expenses—Customer Support 300,000
Corporate Expenses—Legal 122,400
General Corporate Officers’ Salaries 204,000

The company operates three service departments: Shareholder Relations,
Customer Support, and Legal. The Shareholder Relations Department conducts
a variety of services for shareholders of the company. The Customer Support
Department is the company’s point of contact for new service, complaints, and
requests for repair. The department believes that the number of customer con-
tacts is an activity base for this work. The Legal Department provides legal ser-
vices for division management. The department believes that the number of
hours billed is an activity base for this work. The following additional informa-
tion has been gathered:

East West Metro

Number of customer contacts 3,750 4,500 6,750
Number of hours billed 850 1,360 1,190

Instructions
1. Prepare quarterly income statements showing income from operations for the

three divisions. Use three column headings: East, West, and Metro.
2. Identify the most successful division according to the profit margin. Round to

two decimal places.
3. Provide a recommendation to the CEO for a better method for evaluating the

performance of the divisions. In your recommendation, identify the major
weakness of the present method.

P14-2
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Sunshine Baking Company is a diversified food products company with three
operating divisions organized as investment centers. Condensed data taken from
the records of the three divisions for the year ended June 30, 2010, are as follows:

Bread Division
Snack Cake

Division

Retail
Bakeries
Division

Sales $ 8,100,000 $ 8,700,000 $7,800,000
Cost of goods sold 4,980,000 5,400,000 4,600,000
Operating expenses 1,662,000 1,995,000 1,484,000
Invested assets 10,800,000 10,875,000 6,000,000

The management of Sunshine Baking Company is evaluating each division as
a basis for planning a future expansion of operations.

Instructions
1. Prepare condensed divisional income statements for the three divisions, as-

suming that there were no service department charges.
2. Using the DuPont formula for rate of return on investment, compute the

profit margin, investment turnover, and rate of return on investment for each
division.

3. If available funds permit the expansion of operations of only one division,
which of the divisions would you recommend for expansion, based on parts
(1) and (2)? Explain.

A condensed income statement for the Snowboard Division of New Wave Rides
Inc. for the year ended December 31, 2010, is as follows:

Sales $1,200,000
Cost of goods sold 826,000
Gross profit $ 374,000
Operating expenses 230,000
Income from operations $ 144,000

Invested assets $1,000,000

Assume that the Snowboard Division received no charges from service de-
partments. The president of New Wave Rides has indicated that the division’s
rate of return on a $1,000,000 investment must be increased to at least 18% by
the end of the next year if operations are to continue. The division manager is
considering the following three proposals:

Proposal 1: Transfer equipment with a book value of $40,000 to other divisions
at no gain or loss and lease similar equipment. The annual lease payments would
exceed the amount of depreciation expense on the old equipment by $24,000.
This increase in expense would be included as part of the cost of goods sold.
Sales would remain unchanged.

Proposal 2: Purchase new and more efficient machining equipment and
thereby reduce the cost of goods sold by $120,000. Sales would remain un-
changed, and the old equipment, which has no remaining book value, would be
scrapped at no gain or loss. The new equipment would increase invested assets
by an additional $600,000 for the year.

P14-3
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Proposal 3: Reduce invested assets by discontinuing an engine line. This action
would eliminate sales of $330,000, cost of goods sold of $286,300, and operating
expenses of $65,000. Assets of $420,000 would be transferred to other divisions at
no gain or loss.

Instructions
1. Using the DuPont formula for rate of return on investment, determine the

profit margin, investment turnover, and rate of return on investment for the
Snowboard Division for the past year.

2. Prepare condensed estimated income statements and compute the invested
assets for each proposal.

3. Using the DuPont formula for rate of return on investment, determine the
profit margin, investment turnover, and rate of return on investment for each
proposal.

4. Which of the three proposals would meet the required 18% rate of return on
investment?

5. If the Snowboard Division were in an industry where the profit margin could
not be increased, how much would the investment turnover have to increase
to meet the president’s required 18% rate of return on investment?

The vice president of operations of Rucker-Putnam Bike Company is evaluating
the performance of two divisions organized as investment centers. Invested assets
and condensed income statement data for the past year for each division are as
follows:

Touring Bike Division Off-Road Bike Division

Sales $2,800,000 $2,950,000
Cost of goods sold 1,240,000 1,375,000
Operating expenses 1,168,000 1,073,500
Invested assets 1,600,000 2,950,000

Instructions
1. Prepare condensed divisional income statements for the year ended De-

cember 31, 2010, assuming that there were no service department charges.
2. Using the DuPont formula for rate of return on investment, determine the

profit margin, investment turnover, and rate of return on investment for each
division.

3. If management desires a minimum acceptable rate of return of 18%, de-
termine the residual income for each division.

4. Discuss the evaluation of the two divisions, using the performance measures
determined in parts (1), (2), and (3).

Bay Area Scientific, Inc. manufactures electronic products, with two operating
divisions, the Performance Materials and Communication Technologies divi-
sions. Condensed divisional income statements, which involve no intracompany
transfers and which include a breakdown of expenses into variable and fixed
components, are as follows:
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Bay Area Scientific, Inc.
Divisional Income Statements

For the Year Ended December 31, 2010

Performance
Materials
Division

Communication
Technologies

Division Total

Sales:
8,000 units @ $ 78 per unit $624,000 $ 624,000

12,000 units @ $152 per unit $1,824,000 1,824,000
$624,000 $1,824,000 $2,448,000

Expenses:
Variable:

8,000 units @ $ 58 per unit $464,000 $ 464,000
12,000 units @ $108* per unit $1,296,000 1,296,000

Fixed 124,000 288,000 412,000
Total expenses $588,000 $1,584,000 $2,172,000

Income from operations $ 36,000 $ 240,000 $ 276,000

*$78 of the $108 per unit represents materials costs, and the remaining $30 per unit represents other variable
conversion expenses incurred within the Communication Technologies Division.

The Performance Materials Division is presently producing 8,000 units out of
a total capacity of 9,600 units. Materials used in producing the Communication
Technologies Division’s product are currently purchased from outside suppliers
at a price of $78 per unit. The Performance Materials Division is able to produce
the materials used by the Communication Technologies Division. Except for the
possible transfer of materials between divisions, no changes are expected in sales
and expenses.

Instructions
1. Would the market price of $78 per unit be an appropriate transfer price for

Bay Area Scientific, Inc.? Explain.

2. If the Communication Technologies Division purchases 1,600 units from the
Performance Materials Division, rather than externally, at a negotiated
transfer price of $64 per unit, how much would the income from operations
of each division and the total company income from operations increase?

3. Prepare condensed divisional income statements for Bay Area Scientific, Inc.,
based on the data in part (2).

4. If a transfer price of $70 per unit is negotiated, how much would the income
from operations of each division and the total company income from opera-
tions increase?

5. a. What is the range of possible negotiated transfer prices that would be ac-
ceptable for Bay Area Scientific, Inc.?

b. Assuming that the managers of the two divisions cannot agree on a transfer
price, what price would you suggest as the transfer price?

Activities

Evigi Company has two divisions, the Semiconductor Division and the PC Divi-
sion. The PC Division may purchase semiconductors from the Semiconductor
Division or from outside suppliers. The Semiconductor Division sells

A14-1
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semiconductor products both internally and externally. The market price for
semiconductors is $150 per 100 semiconductors. Dan Robbin is the controller of
the PC Division, and Jamie Palders is the controller of the Semiconductor Divi-
sion. The following conversation took place between Dan and Jamie:

Dan: I hear you are having problems selling semiconductors out of your divi-
sion. Maybe I can help.

Jamie: You’ve got that right. We’re producing and selling at about 80% of our
capacity to outsiders. Last year we were selling 100% of capacity. Would it be
possible for your division to pick up some of our excess capacity? After all, we are
part of the same company.

Dan: What kind of price could you give me?

Jamie: Well, you know as well as I that we are under strict profit responsibility in
our divisions, so I would expect to get market price, $150 for 100 semiconductors.

Dan: I’m not so sure we can swing that. I was expecting a price break from a
“sister” division.

Jamie: Hey, I can only take this “sister” stuff so far. If I give you a price break, our
profits will fall from last year’s levels. I don’t think I could explain that. I’m sorry,
but I must remain firm—market price. After all, it’s only fair—that’s what you
would have to pay from an external supplier.

Dan: Fair or not, I think we’ll pass. Sorry we couldn’t have helped.

Was Dan behaving ethically by trying to force the Semiconductor Division into
a price break? Comment on Jamie’s reactions.

The Customer Service Department of Schweitzer Industries asked the Publications
Department to prepare a brochure for its training program. The Publications
Department delivered the brochures and charged the Customer Service Depart-
ment a rate that was 25% higher than could be obtained from an outside printing
company. The policy of the company required the Customer Service Department
to use the internal publications group for brochures. The Publications Depart-
ment claimed that it had a drop in demand for its services during the fiscal year, so
it had to charge higher prices in order to recover its payroll and fixed costs.

Should the cost of the brochure be transferred to the Customer Service De-
partment in order to hold the department head accountable for the cost of the
brochure? What changes in policy would you recommend?

The three divisions of Monstore Foods are Snack Goods, Cereal, and Frozen
Foods. The divisions are structured as investment centers. The following re-
sponsibility reports were prepared for the three divisions for the prior year:

Snack Goods Cereal Frozen Foods

Revenues $1,500,000 $ 2,400,000 $1,350,000
Operating expenses 684,600 1,179,000 483,000
Income from operations before service

department charges $ 815,400 $ 1,221,000 $ 867,000
Service department charges:

Promotion $ 210,000 $ 415,000 $ 325,000
Legal 95,400 86,000 164,000

$ 305,400 $ 501,000 $ 489,000
Income from operations $ 510,000 $ 720,000 $ 378,000

Invested assets $2,500,000 $ 4,800,000 $1,800,000

A14-2
Service department charges
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1. Which division is making the best use of invested assets and thus should be
given priority for future capital investments?

2. Assuming that the minimum acceptable rate of return on new projects is 12%,
would all investments that produce a return in excess of 12% be accepted by
the divisions?

3. Can you identify opportunities for improving the company’s financial
performance?

The Truck Division of Estatoe Motors Inc. has been experiencing revenue and
profit growth during the years 2008–2010. The divisional income statements are
provided below.

Estatoe Motors Inc.
Divisional Income Statements, Truck Division

For the Years Ended December 31, 2008–2010

2008 2009 2010

Sales $840,000 $1,200,000 $1,400,000
Cost of goods sold 605,000 856,000 987,000
Gross profit $235,000 $ 344,000 $ 413,000
Operating expenses 109,000 128,000 133,000
Income from operations $126,000 $ 216,000 $ 280,000

Assume that there are no charges from service departments. The vice presi-
dent of the division, Eddie Wadsley, is proud of his division’s performance over
the last three years. The president of Estatoe Motors Inc., Kurt Hartisan, is dis-
cussing the division’s performance with Eddie, as follows:

Eddie: As you can see, we’ve had a successful three years in the Truck Division.

Kurt: I’m not too sure.

Eddie: What do you mean? Look at our results. Our income from operations has
more than doubled, while our profit margins are improving.

Kurt: I am looking at your results. However, your income statements fail to
include one very important piece of information; namely, the invested assets.
You have been investing a great deal of assets into the division. You had $420,000
in invested assets in 2008, $800,000 in 2009, and $1,750,000 in 2010.

Eddie: You are right. I’ve needed the assets in order to upgrade our technologies
and expand our operations. The additional assets are one reason we have been
able to grow and improve our profit margins. I don’t see that this is a problem.

Kurt: The problem is that we must maintain a 20% rate of return on invested
assets.

1. Determine the profit margins for the Truck Division for 2008–2010.
2. Compute the investment turnover for the Truck Division for 2008–2010.
3. Compute the rate of return on investment for the Truck Division for 2008–

2010.
4. Evaluate the division’s performance over the 2008–2010 time period. Why was

Kurt concerned about the performance?

A14-4
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Casual Living Inc. is a privately held diversified company with five separate divisions
organized as investment centers. A condensed income statement for the Apparel
Division for the past year, assuming no service department charges, is as follows:

Casual Living Inc.—Apparel Division
Income Statement

For the Year Ended December 31, 2009

Sales $22,500,000
Cost of goods sold 16,870,000
Gross profit $ 5,630,000
Operating expenses 1,130,000
Income from operations $ 4,500,000

Invested assets $30,000,000

The manager of the Apparel Division was recently presented with the oppor-
tunity to add an additional product line, which would require invested assets of
$15,000,000. A projected income statement for the new product line is as follows:

New Product Line
Projected Income Statement

For the Year Ended December 31, 2010

Sales $ 9,000,000
Cost of goods sold 5,200,000
Gross profit $ 3,800,000
Operating expenses 2,450,000
Income from operations $ 1,350,000

The Apparel Division currently has $30,000,000 in invested assets, and Casual
Living Inc.’s overall rate of return on investment, including all divisions, is 8%.
Each division manager is evaluated on the basis of divisional rate of return on
investment, and a bonus equal to $9,000 for each percentage point by which the
division’s rate of return on investment exceeds the company average is awarded
each year.

The president is concerned that the manager of the Apparel Division rejected
the addition of the new product line, when all estimates indicated that the pro-
duct line would be profitable and would increase overall company income. You
have been asked to analyze the possible reasons why the Apparel Division man-
ager rejected the new product line.

1. Determine the rate of return on investment for the Apparel Division for the
past year.

2. Determine the Apparel Division manager’s bonus for the past year.
3. Determine the estimated rate of return on investment for the new product

line. Round whole percents to one decimal place.
4. Why might the manager of the Apparel Division decide to reject the new

product line? Support your answer by determining the projected rate of
return on investment for 2010, assuming that the new product line was
launched in the Apparel Division, and 2010 actual operating results were
similar to those of 2009.

5. Can you suggest an alternative performance measure for motivating division
managers to accept new investment opportunities that would increase the
overall company income and rate of return on investment?

A14-5
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Divide responsibilities between two groups, with one group going to the home
page of The Palladium Group at http://www.thepalladiumgroup.com, and the
second group going to the home page of Stern Stewart & Co. at http://www.eva
.com. The Palladium Group is a consulting firm that helped develop the
balanced scorecard concept. Stern Stewart & Co. is a consulting firm that de-
veloped the concept of economic value added (EVA), another method of mea-
suring corporate and divisional performance, similar to residual income.

After reading about the balanced scorecard at the palladiumgroup.com site,
prepare a brief report describing the balanced scorecard and its claimed ad-
vantages. In the Stern group, use links in the home page of Stern Stewart & Co. to
learn about EVA. After reading about EVA, prepare a brief report describing EVA
and its claimed advantages. After preparing these reports, both groups should
discuss their research and prepare a brief analysis comparing and contrasting
these two approaches to corporate and divisional performance measurement.

Answers to Self-Examination Questions

1. B The manager of a profit center (answer B)
has responsibility for and authority over
costs and revenues. If the manager has
responsibility for only costs, the
department is called a cost center (answer
A). If the responsibility and authority
extend to the investment in assets as well as
costs and revenues, it is called an
investment center (answer C). A service
department (answer D) provides services
to other departments. A service
department could be a cost center, a profit
center, or an investment center.

2. C $600,000/150,000 = $4 per payment.
Division A anticipates 60,000 payments or
$240,000 (60,000 � $4) in service
department charges from the Accounts
Payable Department. Income from
operations is thus $900,000 – $240,000, or
$660,000. Answer A assumes that all of the
service department overhead is assigned to
Division A, which would be incorrect, since
Division A does not use all of the accounts
payable service. Answer B incorrectly
assumes that there are no service
department charges from Accounts
Payable. Answer D incorrectly determines
the accounts payable transfer rate from
Division A’s income from operations.

3. A The rate of return on investment for
Division A is 20% (answer A), computed as
follows:

Rate of Return on
Investment (ROI)

¼ Income from Operations
Invested Assets

ROI ¼ $350,000 − $200,000− $30,000
$600,000

¼ 20%

4. B The profit margin for Division L of Liddy
Co. is 15% (answer B), computed as follows:

Rate of Return on
Investment (ROI)

¼ Profit
Margin

� Investment
Turnover

24% ¼ Profit Margin � 1:6

15% ¼ Profit Margin

5. C The market price approach (answer C) to
transfer pricing uses the price at which the
product or service transferred could be sold
to outside buyers. The cost price approach
(answer A) uses cost as the basis for setting
transfer prices. The negotiated price
approach (answer B) allows managers of
decentralized units to agree (negotiate)
among themselves as to the proper transfer
price. The standard cost approach (answer
D) is a version of the cost price approach
that uses standard costs in setting transfer
prices.
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Capital Investment
Analysis 15

Learning Objectives
After studying this chapter, you should be able to:

Obj 1 Explain the nature and importance of
capital investment analysis.

Obj 2 Evaluate capital investment proposals
using the average rate of return and

cash payback methods.

Obj 3 Evaluate capital investment proposals
using the net present value and
internal rate of return methods.

Obj 4 List and describe factors that complicate
capital investment analysis.

Obj 5 Diagram the capital rationing process.

W hy are you paying tuition, studying this text,
and spending time and money on a higher
education? Most people believe that the
money and time spent now will return

them more earnings in the future. In other words, the
cost of higher education is an investment in your future
earning ability. How would you know if this investment is
worth it?

One method would be for you to compare the cost of a
higher education against the estimated increase in your
future earning power. The bigger the difference between
your expected future earnings and the cost of your edu-
cation, the better the investment. The same is true for
the investments businesses make in fixed assets. Busi-
ness organizations use a variety of methods to compare
the cost of an investment to its future earnings and
cash flows.

For example, Carnival Corporation is the largest va-
cation cruise company in the world, with over 85 cruise
ships that sail to locations around the world. Carnival’s
fleet required an investment of nearly $29 billion, with
each new ship costing approximately $600 million. Car-
nival used capital investment analysis to compare this
investment with the future earnings ability of the ships
over their 30-year expected lives. Carnival must be sat-
isfied with its investments, because it has signed agree-
ments with shipyards to add an additional 22 cruise ships
to its fleet from 2008 through 2012.

In this chapter, the methods used to make investment
decisions, which may involve thousands, millions, or
even billions of dollars, are described and illustrated. The
similarities and differences among the most commonly
used methods of evaluating investment proposals, as
well as the benefits of each method, are emphasized.
Qualitative considerations affecting investment analyses,
considerations complicating investment analyses, and
the process of allocating available investment funds
among competing proposals are also discussed.



Nature of Capital
Investment Analysis
Companies use capital investment analy-

sis to evaluate long-term investments.
Capital investment analysis (or capital
budgeting) is the process by which man-
agement plans, evaluates, and controls
investments in fixed assets. Capital
investments use funds and affect opera-
tions for many years and must earn a
reasonable rate of return. Thus, capital
investment decisions are some of the
most important decisions that manage-
ment makes.

Capital investment evaluation methods
can be grouped into the following
categories:

Methods That Do Not Use Present Values

1. Average rate of return method

2. Cash payback method

Methods That Use Present Values

1. Net present value method

2. Internal rate of return method

The two methods that use present val-
ues consider the time value of money.

The time value of money concept recognizes that an amount of cash invested
today will earn income and thus has value over time.

Methods Not Using Present Values
The methods not using present values are often useful in evaluating capital
investment proposals that have relatively short useful lives. In such cases, the
timing of the cash flows (the time value of money) is less important.

Since the methods not using present values are easy to use, they are often
used to screen proposals. Minimum standards for accepting proposals are
set, and proposals not meeting these standards are dropped. If a proposal
meets the minimum standards, it may be subject to further analysis using the
present value methods.

Average Rate of Return Method
The average rate of return, sometimes called the accounting rate of return,
measures the average income as a percent of the average investment. The
average rate of return is computed as follows:

Average Rate
of Return

¼
Estimated Average

Annual Income
Average Investment

Average rate
of return

Cash payback
method

Net present
value method

Internal rate of
return method

0% 10% 20% 30% 40% 50% 60% 70% 80% 90%

15%

53%

85%

76%

Percentage of Respondents Reporting the
Use of the Methods as “Always” or “Often”

Source: Patricia A. Ryan and Glenn P. Ryan, “Capital Budgeting Practice of the
Fortune 1000: How Have Things Changed?” Journal of Business and Management
(Winter 2002).

A CFO survey of capital investment analysis methods used by large U.S. companies
reported the following:

Obj 1 Explain the nature and
importance of capital
investment analysis.

Obj 2 Evaluate capital
investment proposals using
the average rate of return
and cash payback methods.

During 2007, Delta Air Lines
invested $1.0 billion in capital
expenditures, which focused
primarily on customer service
initiatives, such as new flight
equipment and improvements at
Delta’s Atlanta and New York–
JFK hubs.
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In the preceding equation, the numerator is the average of the annual
income expected to be earned from the investment over its life, after de-
ducting depreciation. The denominator is the average investment (book
value) over the life of the investment. Assuming straight-line depreciation,
the average investment is computed as follows:

Average Investment ¼ Initial Cost þ Residual Value
2

To illustrate, assume that management is evaluating the purchase of a new
machine as follows:

Cost of new machine $500,000
Residual value 0
Estimated total income from machine 200,000
Expected useful life 4 years

The average estimated annual income from the machine is $50,000
($200,000/4 years). The average investment is $250,000, as computed below.

Average Investment ¼ Initial Cost þ Residual Value
2

¼ $500,000 þ $0
2

¼ $250,000

The average rate of return on the average investment is 20%, as computed
below.

Average Rate of Return ¼ Estimated Average Annual Income
Average Investment

¼ $50,000
$250,000

¼ 20%

The average rate of return of 20% should be compared to the minimum
rate of return required by management. If the average rate of return equals
or exceeds the minimum rate, the machine should be purchased or con-
sidered for further analysis.

Several capital investment proposals can be ranked by their average rates
of return. The higher the average rate of return, the more desirable the
proposal. For example, assume that management is considering two capital
investment proposals with the following average rates of return:

Proposal A Proposal B

Average Rate of Return 20% 25%

If only the average rate of return is considered, Proposal B, with an aver-
age rate of return of 25%, is preferred over Proposal A.

The average rate of return has the following three advantages:

1. It is easy to compute.

2. It includes the entire amount of income earned over the life of the
proposal.

3. It emphasizes accounting income, which is often used by investors and
creditors in evaluating management performance.

The average rate of return has the following two disadvantages:

1. It does not directly consider the expected cash flows from the proposal.

2. It does not directly consider the timing of the expected cash flows.
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Cash Payback Method
A capital investment uses cash and must return cash in the future to be
successful. The expected period of time between the date of an investment
and the recovery in cash of the amount invested is the cash payback period.

When annual net cash inflows are equal, the cash payback period is
computed as follows:

Cash Payback Period ¼ Initial Cost
Annual Net Cash Inflow

To illustrate, assume that management is evaluating the purchase of the
following new machine:

Cost of new machine $200,000
Cash revenues from machine per year 50,000
Expenses of machine per year 30,000
Depreciation per year 20,000

To simplify, the revenues and expenses other than depreciation are as-
sumed to be in cash. Hence, the net cash inflow per year from use of the
machine is as follows:

Net cash inflow per year:
Cash revenues from machine $50,000
Less cash expenses of machine:

Expenses of machine $30,000
Less depreciation 20,000 10,000

Net cash inflow per year $40,000

The time required for the net cash flow to equal the cost of the new
machine is the payback period. Thus, the estimated cash payback period for
the investment is five years, as computed below.

Cash Payback Period ¼ Initial Cost
Annual Net Cash Inflow

¼ $200,000
$40,000

¼ 5 years

In the preceding illustration, the annual net cash inflows are equal
($40,000 per year). When the annual net cash inflows are not equal, the cash
payback period is determined by adding the annual net cash inflows until
the cumulative total equals the initial cost of the proposed investment.

To illustrate, assume that a proposed investment has an initial cost of
$400,000. The annual and cumulative net cash inflows over the proposal’s
six-year life are as follows:

Year Net Cash Flow
Cumulative

Net Cash Flow

1 $ 60,000 $ 60,000
2 80,000 140,000
3 105,000 245,000
4 155,000 400,000
5 100,000 500,000
6 90,000 590,000

The cumulative net cash flow at the end of Year 4 equals the initial cost of
the investment, $400,000. Thus, the payback period is four years, as shown in
the graph on the following page.

If the initial cost of the proposed investment had been $450,000, the cash
payback period would occur during Year 5. Since $100,000 of net cash flow is
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expected during Year 5, the additional $50,000 to
increase the cumulative total to $450,000 occurs
halfway through the year ($50,000/$100,000).
Thus, the cash payback period would be 4½ years.1

A short cash payback period is desirable. This is
because the sooner cash is recovered, the sooner it
can be reinvested in other projects. In addition,
there is less chance of losses from changing eco-
nomic conditions or other risks such as a decreasing
customer demand when the payback period is short.

A short cash payback period is also desirable for
repaying debt used to purchase the investment. The
sooner the cash is recovered, the sooner the debt
can be paid.

A disadvantage of the cash payback method is
that it ignores cash flows occurring after the pay-
back period. In addition, the cash payback method does not use present
value concepts in valuing cash flows occurring in different periods.

Methods Using Present Values
An investment in fixed assets may be viewed as purchasing a series of net
cash flows over a period of time. The timing of when the net cash flows will
be received is important in determining the value of a proposed investment.

Present value methods use the amount and timing of the net cash flows in
evaluating an investment. The two methods of evaluating capital investments
using present values are as follows:

1. Net present value method

2. Internal rate of return method

Present Value Concepts
Both the net present value and the internal rate of return methods use the
following two present value concepts:

1. Present value of an amount

2. Present value of an annuity

Present Value of an Amount
If you were given the choice, would you prefer to receive $1 now or $1 three
years from now? You should prefer to receive $1 now, because you could
invest the $1 and earn interest for three years. As a result, the amount you
would have after three years would be greater than $1.

To illustrate, assume that you have $1 to invest as follows:

Amount to be invested $1
Period to be invested 3 years
Interest rate 12%

After one year, the $1 earns interest of $0.12 ($1 � 12%) and thus will
grow to $1.12 ($1 � 1.12). In the second year, the $1.12 earns 12% interest

1

$400,000
Investment

$245,000

$140,000

$60,000

$500,000

$590,000

2 3 4 5 6

Years

Cash Payback Period

Cumulative Net
Cash Flow

1 Unless otherwise stated, net cash inflows are received uniformly throughout the year.

Obj 3 Evaluate capital
investment proposals using
the net present value and
internal rate of return
methods.

Present value concepts can also
be used to evaluate personal
finances. For example, you can
determine house or car
payments under various interest
rate and term assumptions using
present value concepts.

Capital Investment Analysis 617



of $0.134 ($1.12 � 12%) and thus will grow to $1.254 ($1.12 � 1.12) by the
end of the second year. This process of interest earning interest is called
compounding. By the end of the third year, your $1 investment will grow to
$1.404 as shown below.

On January 1, 2010, what is the present value of $1.404 to be received on
December 31, 2012? This is a present value question. The answer can be
determined with the aid of a present value of $1 table. For example, the
partial table in Exhibit 1 indicates that the present value of $1 to be received
in three years with earnings compounded at the rate of 12% a year is 0.712.
Multiplying 0.712 by $1.404 yields $1 as follows:

Present Value
Amount to Be

Received in 3 Years

Present Value of $1
to Be Received in 3 Years

(from Exhibit 1)

$1 ¼ $1.404 � 0.712

In other words, the present value of $1.404 to be received in three years
using a compound interest rate of 12% is $1, as shown on the next page.

$1.00 $1.12 $1.254 $1.404

DE38900934903

$1.254  �  1.12

DE38900934903

DE38900934903

DE38900934903

$1.12  �  1.12$1.00  �  1.12

Part ial Present Value of $1 TableE X H I B I T 1

Present Value of $1 at Compound Interest

Year 6% 10% 12% 15% 20%
1 0.943 0.909 0.893 0.870 0.833
2 0.890 0.826 0.797 0.756 0.694
3 0.840 0.751 0.712 0.658 0.579
4 0.792 0.683 0.636 0.572 0.482
5 0.747 0.621 0.567 0.497 0.402
6 0.705 0.564 0.507 0.432 0.335
7 0.665 0.513 0.452 0.376 0.279
8 0.627 0.467 0.404 0.327 0.233
9 0.592 0.424 0.361 0.284 0.194
10 0.558 0.386 0.322 0.247 0.162
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Present Value of an Annuity
An annuity is a series of equal net cash flows at fixed time intervals. Cash
payments for monthly rent, salaries, and bond interest are all examples of
annuities.

The present value of an annuity is the sum of the present values of each
cash flow. That is, the present value of an annuity is the amount of cash
needed today to yield a series of equal net cash flows at fixed time intervals in
the future.

To illustrate, the present value of a $100 annuity for five periods at 12%
could be determined by using the present value factors in Exhibit 1. Each
$100 net cash flow could be multiplied by the present value of $1 at a 12%
factor for the appropriate period and summed to determine a present value
of $360.50, as shown below.

Using a present value of an annuity table is a simpler approach. Exhibit 2
is a partial table of present value of annuity factors.

Present 
value of 
amount

$1.404

$1.00 $1.404 x 0.712

$100 � 0.893

$100 � 0.797

$100 � 0.712

$100 � 0.636

$100 � 0.567

$100 � 3.605

$89.30

$79.70

$71.20

$63.60

$56.70

$360.50

Present 
value of 
amount

$100 $100 $100 $100$100
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The present value factors in the table shown in Exhibit 2 are the sum of
the present value of $1 factors in Exhibit 1 for the number of annuity peri-
ods. Thus, 3.605 in the annuity table (Exhibit 2) is the sum of the five pre-
sent value of $1 factors at 12%, as shown below.

Present Value of $1
(Exhibit 1)

Present value of $1 for 1 year @12% 0.893
Present value of $1 for 2 years @12% 0.797
Present value of $1 for 3 years @12% 0.712
Present value of $1 for 4 years @12% 0.636
Present value of $1 for 5 years @12% 0.567
Present value of an annuity of $1 for 5 years (from Exhibit 2) 3.605

Multiplying $100 by 3.605 yields the same amount ($360.50) as follows:

Present Value
Amount to Be Received

Annually for 5 Years

Present Value of an Annuity
of $1 to Be Received

for 5 Years (Exhibit 2)

$360.50 ¼ $100 � 3.605

This amount ($360.50) is the same as what was determined in the pre-
ceding illustration by five successive multiplications.

Net Present Value Method
The net present value method compares the amount to be invested with the
present value of the net cash inflows. It is sometimes called the discounted
cash flow method.

The interest rate (return) used in net present value analysis is the com-
pany’s minimum desired rate of return. This rate, sometimes termed the
hurdle rate, is based on such factors as the purpose of the investment and the
cost of obtaining funds for the investment. If the present value of the cash
inflows equals or exceeds the amount to be invested, the proposal is
desirable.

Part ial Present Value of an Annuity TableE X H I B I T 2

Present Value of an Annuity of $1 at Compound Interest

Year 6% 10% 12% 15% 20%
1 0.943 0.909 0.893 0.870 0.833
2 1.833 1.736 1.690 1.626 1.528
3 2.673 2.487 2.402 2.283 2.106
4 3.465 3.170 3.037 2.855 2.589
5 4.212 3.791 3.605 3.353 2.991
6 4.917 4.355 4.111 3.785 3.326
7 5.582 4.868 4.564 4.160 3.605
8 6.210 5.335 4.968 4.487 3.837
9 6.802 5.759 5.328 4.772 4.031

10 7.360 6.145 5.650 5.019 4.192

A 55-year-old janitor won a $5
million lottery jackpot, payable in
21 annual installments of
$240,245. Unfortunately, the
janitor died after collecting only
one payment. What happens to
the remaining unclaimed
payments? In this case, the
lottery winnings were auctioned
off for the benefit of the janitor’s
estate. The winning bid
approximated the present value
of the remaining cash flows, or
about $2.1 million.
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To illustrate, assume the following data for a proposed investment in new
equipment:

Cost of new equipment $ 200,000
Expected useful life 5 years
Minimum desired rate of return 10%
Expected cash flows to be received each year:

Year 1 $ 70,000
Year 2 60,000
Year 3 50,000
Year 4 40,000
Year 5 40,000

Total expected cash flows $ 260,000

The present value of the net cash flow for each year is computed by
multiplying the net cash flow for the year by the present value factor of $1 for
that year as shown below.

Year
Present Value of

$1 at 10%
Net Cash

Flow
Present Value of
Net Cash Flow

1 0.909 $ 70,000 $ 63,630
2 0.826 60,000 49,560
3 0.751 50,000 37,550
4 0.683 40,000 27,320
5 0.621 40,000 24,840
Total $260,000 $202,900

Amount to be invested 200,000
Net present value $ 2,900

The preceding computations are also graphically illustrated as shown
below.

$70,000 � 0.909

$60,000 � 0.826

$50,000 � 0.751

$40,000 � 0.683

$40,000 � 0.621

$63,630

$49,560

$37,550

$27,320

$24,840

$  2,900 Net present 
value

$(200,000) $70,000 $60,000 $50,000 $40,000 $40,000
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The net present value of $2,900 indicates that the purchase of the new
equipment is expected to recover the investment and provide more than the
minimum rate of return of 10%. Thus, the purchase of the new equipment is
desirable.

When capital investment funds are limited and the proposals involve dif-
ferent investments, a ranking of the proposals can be prepared by using a
present value index. The present value index is computed as follows:

Present Value Index ¼ Total Present Value of Net Cash Flow
Amount to Be Invested

The present value index for the investment in the preceding illustration is
1.0145, as computed below.

Present Value Index ¼ Total Present Value of Net Cash Flow
Amount to Be Invested

Present Value Index ¼ $202,900
$200,000

¼ 1:0145

To illustrate, assume that a company is considering three proposals. The
net present value and the present value index for each proposal are as
follows:

Proposal A Proposal B Proposal C

Total present value of net cash flow $107,000 $86,400 $86,400
Amount to be invested 100,000 80,000 90,000
Net present value $ 7,000 $ 6,400 $ (3,600)

Present value index:
Proposal A ($107,000/$100,000) 1.07
Proposal B ($86,400/$80,000) 1.08
Proposal C ($86,400/$90,000) 0.96

A project will have a present value index greater than 1 when the net
present value is positive. This is the case for Proposals A and B. When the net
present value is negative, the present value index will be less than 1, as is the
case for Proposal C.

Although Proposal A has the largest net present value, the present value
indices indicate that it is not as desirable as Proposal B. That is, Proposal B
returns $1.08 present value per dollar invested, whereas Proposal A returns
only $1.07. Proposal B requires an investment of $80,000, compared to an
investment of $100,000 for Proposal A. The possible use of the $20,000 dif-
ference between Proposals A and B investments should also be considered
before making a final decision.

An advantage of the net present value method is that it considers the time
value of money. A disadvantage is that the computations are more complex
than the average rate of return and cash payback methods. In addition, the
net present value method assumes that the cash received from the proposal
can be reinvested at the minimum desired rate of return. This assumption
may not always be reasonable.

Internal Rate of Return Method
The internal rate of return (IRR) method uses present value concepts to
compute the rate of return from a capital investment proposal based on its
expected net cash flows. This method, sometimes called the time-adjusted rate

The use of spreadsheet software
such as Microsoft Excel can
simplify present value
computations.
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of return method, starts with the proposal’s net cash flows and works backward
to estimate the proposal’s expected rate of return.

To illustrate, assume that management is evaluating the following pro-
posal to purchase new equipment:

Cost of new equipment $33,530
Yearly expected cash flows to be received 10,000
Expected life 5 years
Minimum desired rate of return 12%

The present value of the net cash flows, using the present value of an
annuity table in Exhibit 2, is $2,520, as shown in Exhibit 3.

In Exhibit 3, the $36,050 present value of the cash inflows, based on a 12%
rate of return, is greater than the $33,530 to be invested. Thus, the internal
rate of return must be greater than 12%. Through trial and error, the rate of
return equating the $33,530 cost of the investment with the present value of
the net cash flows can be determined to be 15%, as shown below.

When equal annual net cash flows are expected from a proposal, as in the
above example, the internal rate of return can be determined as follows:2

Net Present Value Analysis at 12%E X H I B I T 3

Annual net cash flow (at the end of each of five years) $ 10,000
Present value of an annuity of $1 at 12% for five years (Exhibit 2) � 3,605
Present value of annual net cash flows $ 36,050
Less amount to be invested 33,530
Net present value $ 2,520

$10,000 � 3.353 (15% factor from Exhibit 2)

Net present 
value

$33,530

0

$10,000$(33,530) $10,000 $10,000 $10,000 $10,000

2 To simplify, equal annual net cash flows are assumed. If the net cash flows are not equal, spreadsheet software
can be used to determine the rate of return.
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Step 1. Determine a present value factor for an annuity of $1 as follows:

Present Value Factor for an Annuity of $1 ¼ Amount to Be Invested
Equal Annual Net Cash Flows

Step 2. Locate the present value factor determined in Step 1 in the present
value of an annuity of $1 table (Exhibit 2) as follows:
a. Locate the number of years of expected useful life of the invest-

ment in the Year column.
b. Proceed horizontally across the table until you find the present

value factor computed in Step 1.

Step 3. Identify the internal rate of return by the heading of the column in
which the present value factor in Step 2 is located.

To illustrate, assume that management is evaluating the following pro-
posal to purchase new equipment:

Cost of new equipment $97,360
Yearly expected cash flows to be received 20,000
Expected useful life 7 years

The present value factor for an annuity of $1 is 4.868, as shown below.

Present Value Factor for an Annuity of $1 ¼ Amount to Be Invested
Equal Annual Net Cash Flows

Present Value Factor for an Annuity $1 ¼ $97,360
$20,000

¼ 4:868

Using the following partial present value of an annuity of $1 table and a
period of seven years, the factor 4.868 is related to 10%. Thus, the internal
rate of return for this proposal is 10%.

If the minimum acceptable rate of return is 10%, then the proposal is
considered acceptable. Several proposals can be ranked by their internal
rates of return. The proposal with the highest rate is the most desirable.

Present Value of an Annuity of $1 at Compound Interest

Step 3
Year 6% 10% 12%

1 0.943 0.909 0.893
2 1.833 1.736 1.690
3 2.673 2.487 2.402
4 3.465 3.170 3.037
5 4.212 3.791 3.605
6 4.917 Step 2(b) 4.355 4.111

Step 2(a) 7 5.582 4.868 4.564
8 6.210 5.335 4.968
9 6.802 5.759 5.328

10 7.360 6.145 5.650

Step 1: Determine present value 
factor for an annuity of $1 

$97,360
$20,000

4.868

The minimum acceptable rate of
return for Owens Corning is 18%;
for General Electric Company, it
is 20%. The CFO of Owens
Corning states, “I’m here to
challenge anyone—even the
CEO—who gets emotionally
attached to a project that doesn’t
reach our benchmark.”
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A primary advantage of the internal rate of return method is that the
present values of the net cash flows over the entire useful life of the proposal
are considered. In addition, all proposals can be compared based on their
internal rates of return.

The primary disadvantage of the internal rate of return method is that the
computations are more complex. Also, like the net present value method, it
assumes that the cash received from a proposal can be reinvested at the
internal rate of return. This assumption may not always be reasonable.

Factors that Complicate Capital
Investment Analysis
Four widely used methods of evaluating capital investment proposals have
been described and illustrated in this chapter. In practice, additional factors
such as the following may impact capital investment decisions:

1. Income tax

2. Proposals with unequal lives

3. Leasing versus purchasing

4. Uncertainty

5. Changes in price levels

6. Qualitative factors

How Businesses Make Money

Panera Bread Store Rate of Return

Panera Bread owns, operates, and franchises bakery-cafes throughout the United
States. A recent annual report to the Securities and Exchange Commission (SEC
Form 10-K) disclosed the following information about an average company-owned
store:

Operating profit $ 302,000
Depreciation 98,000
Investment 1,000,000

Assume that the operating profit and depreciation will remain unchanged for the
next 10 years. Assume operating profit plus depreciation approximates annual net
cash flows, and that the investment residual value will be zero. The average rate of
return and internal rate of return can then be estimated. The average rate of return
on a company-owned store is:

$302;000
$1;000;000=2

¼ 60:4%

The internal rate of return is calculated by first determining the present value
of an annuity of $1:

Present value of an annuity of $1 ¼ $1,000,000
$302;000 þ $98;000

¼ 2:50

For a period of three years, this factor implies an internal rate of return near 10%
(from Exhibit 2). However, if we more realistically assumed these cash flows for 10
years, Panera’s company-owned stores generate an estimated internal rate of re-
turn of approximately 38% (from a spreadsheet calculation). Clearly, both invest-
ment evaluation methods indicate a highly successful business.

Obj 4 List and describe
factors that complicate
capital investment analysis.

Capital Investment Analysis 625



Income Tax
The impact of income taxes on capital investment decisions can be material.
For example, in determining depreciation for federal income tax purposes,
useful lives that are much shorter than the actual useful lives are often used.
Also, depreciation for tax purposes often differs from depreciation for
financial statement purposes. As a result, the timing of the cash flows
for income taxes can have a significant impact on capital investment
analysis.3

Unequal Proposal Lives
The prior capital investment illustrations assumed that the al-
ternative proposals had the same useful lives. In practice, how-
ever, proposals often have different lives.

To illustrate, assume that a company is considering purchas-
ing a new truck or a new computer network. The data for each
proposal are shown below.

Truck Computer Network

Cost $100,000 $100,000
Minimum desired rate of return 10% 10%
Expected useful life 8 years 5 years
Yearly expected cash flows to be received:

Year 1 $ 30,000 $ 30,000
Year 2 30,000 30,000
Year 3 25,000 30,000
Year 4 20,000 30,000
Year 5 15,000 35,000
Year 6 15,000 0
Year 7 10,000 0
Year 8 10,000 0

Total $155,000 $155,000

The expected cash flows and net present value for each pro-
posal are shown in Exhibit 4. Because of the unequal useful lives, however,
the net present values in Exhibit 4 are not comparable.

To make the proposals comparable, the useful lives are adjusted to end at
the same time. In this illustration, this is done by assuming that the truck will
be sold at the end of five years. The selling price (residual value) of the truck
at the end of five years is estimated and included in the cash inflows. Both
proposals will then cover five years; thus, the net present value analyses will
be comparable.

To illustrate, assume that the truck’s estimated selling price (residual
value) at the end of Year 5 is $40,000. Exhibit 5 shows the truck’s revised
present value analysis assuming a five-year life.

As shown in Exhibit 5, the net present value for the truck exceeds the net
present value for the computer network by $1,835 ($18,640 – $16,805).
Thus, the truck is the more attractive of the two proposals.

Truck

Compared to

for 100,000

Computer
Network

3 The impact of taxes on capital investment analysis is covered in advanced accounting textbooks.
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Lease Versus Capital Investment
Leasing fixed assets is common in many industries. For example, hospitals
often lease medical equipment. Some advantages of leasing a fixed asset
include the following:

1. The company has use of the fixed asset without spending large amounts
of cash to purchase the asset.

Net Present Value Analysis—Unequal Lives of ProposalsE X H I B I T 4

1
2
3
4
5
Total

Amount to be invested
Net present value

1
2
3
4
5
6
7
8
9

10
11
12
13

Computer Network
Present
Value of

$1 at 10%

Net
Cash
Flow

Year

$  30,000
30,000
30,000
30,000
35,000

$155,000

Present
Value of

Net Cash Flow
$  27,270

24,780
22,530
20,490
21,735

$116,805

100,000
$  16,805

0.909
0.826
0.751
0.683
0.621

A B C D

1
2
3
4
5
6
7
8
Total

Amount to be invested
Net present value

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16

Truck
Present
Value of

$1 at 10%

Net
Cash
Flow

Year

$  30,000
30,000
25,000
20,000
15,000
15,000
10,000
10,000

$155,000

Present
Value of

Net Cash Flow
$  27,270

24,780
18,775
13,660

9,315
8,460
5,130
4,670

$112,060

100,000
$  12,060

0.909
0.826
0.751
0.683
0.621
0.564
0.513
0.467

A B C D

Net Present Value Analysis—Equal ized Lives of ProposalsE X H I B I T 5

1
2
3
4
5
5 (Residual
value)
Total

Amount to be invested
Net present value

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15

Truck—Revised to 5-Year Life
Present
Value of

$1 at 10%

Net
Cash
Flow

Year

$  30,000
30,000
25,000
20,000
15,000

40,000
$160,000

Present
Value of

Net Cash Flow
$  27,270

24,780
18,775
13,660

9,315

24,840
$118,640

100,000
$  18,640

0.909
0.826
0.751
0.683
0.621

0.621

A B C D

�

�

Truck Net Present
Value Greater than
Computer Network

Net Present Value by
$1,835
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2. The company eliminates the risk of owning an obsolete asset.

3. The company may deduct the annual lease payments for income tax
purposes.

A disadvantage of leasing a fixed asset is that it is normally more costly
than purchasing the asset. This is because the lessor (owner of the asset)
includes in the rental price not only the costs of owning the asset, but also a
profit.

The methods of evaluating capital investment proposals illustrated in this
chapter can also be used to decide whether to lease or purchase a fixed asset.

Uncertainty
All capital investment analyses rely on factors that are uncertain. For ex-
ample, estimates of revenues, expenses, and cash flows are uncertain. This is
especially true for long-term capital investments. Errors in one or more of
the estimates could lead to incorrect decisions. Methods that consider the
impact of uncertainty on capital investment analysis are discussed in ad-
vanced accounting and finance textbooks.

Changes in Price Levels
Price levels normally change as the economy improves or deteriorates.
General price levels often increase in a rapidly growing economy, which is
called inflation. During such periods, the rate of return on an investment
should exceed the rising price level. If this is not the case, the cash returned
on the investment will be less than expected.

Price levels may also change for foreign investments. This occurs as cur-
rency exchange rates change. Currency exchange rates are the rates at which
currency in another country can be exchanged for U.S. dollars.

If the amount of local dollars that can be exchanged for one U.S. dollar
increases, then the local currency is said to be weakening to the dollar.
When a company has an investment in another country where the local
currency is weakening, the return on the investment, as expressed in U.S.
dollars, is adversely impacted. This is because the expected amount of
local currency returned on the investment would purchase fewer U.S.
dollars.4

Qualitative Considerations
Some benefits of capital investments are qualitative in nature and cannot be
estimated in dollar terms. However, if a company does not consider quali-
tative considerations, an acceptable investment proposal could be rejected.

Some examples of qualitative considerations that may influence capital
investment analysis include the impact of the investment proposal on the
following:

1. Product quality

2. Manufacturing flexibility

3. Employee morale

4. Manufacturing productivity

5. Market (strategic) opportunities

4 Further discussion on accounting for foreign currency transactions is available on the companion Web site at
academic.cengage.com/accounting/warren.

IBM decided to develop
molecular and atomic-level
nanotechnology based more on
its strategic market potential
than on an economic analysis of
cash flows.

628 Chapter 15



Many qualitative factors, such as those listed above, may be as important
as, if not more important than, quantitative factors.

Capital Rationing
Capital rationing is the process by which management allocates funds among
competing capital investment proposals. In this process, management often
uses a combination of the methods described in this chapter, as shown in
Exhibit 6.

Capital Rationing Decision ProcessE X H I B I T 6

Alternative capital
investment proposals

Rejected proposalsMinimum cash payback
and average rate of 

return standards met?

Net present value and internal
rate of return standards met?

Ranking of proposals

Proposals for further analysis

Proposals for further analysis

Funded proposals Capital funds available? Unfunded proposals—Reconsider if 
funds subsequently become available

Do qualitative considerations
change the decision?

Do qualitative considerations
change the decision?

Rejected proposals

Rejected proposalsRejected proposals

Accepted proposals

No

No

No

NoYes

Yes

Yes

No Yes

Obj 5 Diagram the capital
rationing process.
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Exhibit 6 illustrates the capital rationing decision process. Alternative
proposals are initially screened by establishing minimum standards using the
cash payback and the average rate of return methods. The proposals that
survive this screening are further analyzed, using the net present value and
internal rate of return methods.

Qualitative factors related to each proposal should also be considered
throughout the capital rationing process. For example, new equipment
might improve the quality of the product and thus increase consumer sat-
isfaction and sales.

At the end of the capital rationing process, accepted proposals are ranked
and compared with the funds available. Proposals that are selected for
funding are included in the capital expenditures budget. Unfunded pro-
posals may be reconsidered if funds later become available.

Key Points

1. Explain the nature and importance of capital
investment analysis.
Capital investment analysis is the process by
which management plans, evaluates, and
controls investments involving fixed assets.
Capital investment analysis is important to a
business because such investments affect
profitability for a long period of time.

2. Evaluate capital investment proposals using
the average rate of return and cash payback
methods.
The average rate of return method measures
the expected profitability of an investment in
fixed assets. It is calculated using the follow-
ing formula:

Average Rate
of Return

¼
Estimated Average

Annual Income
Average Investment

The expected period of time that will pass
between the date of an investment and the
complete recovery in cash (or equivalent) of
the amount invested is the cash payback peri-
od. Investment proposals with the shortest cash
payback are considered the most desirable.

3. Evaluate capital investment proposals using
the net present value and internal rate of return
methods.
The net present value method uses present
values to compute the net present value of the

I N T E G R I T Y , O B J E C T I V I T Y , A N D E T H I C S I N B U S I N E S S

Assumption Fudging

The results of any capital budgeting analysis depend on many subjective estimates, such as the cash flows,
discount rate, time period, and total investment amount. The results of the analysis should be used to either
support or reject a project. Capital budgeting should not be used to justify an assumed net present value. That is,
the analyst should not work backward, filling in assumed numbers that will produce the desired net present
value. Such a reverse approach reduces the credibility of the entire process.
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cash flows expected from a proposal. The net
present values of the cash flows are then com-
pared across proposals. The present value of a
cash flow is computed by looking up the pre-
sent value of $1 from a table of present values
and multiplying it by the amount of the future
cash flow, as shown in the text.

The internal rate of return method uses
present values to compute the rate of return
from the net cash flows expected from capital
investment proposals. When equal annual net
cash flows are expected from a proposal, the
computations are simplified by using a table
of the present value of an annuity, as shown in
the text.

4. List and describe factors that complicate
capital investment analysis.
Factors that may complicate capital invest-
ment analysis include the impact of the fed-
eral income tax, unequal lives of alternative
proposals, leasing, uncertainty, changes in
price levels, and qualitative considerations. A
brief description of the effect of each of these
factors appears in the text.

5. Diagram the capital rationing process.
Capital rationing refers to the process by
which management allocates available invest-
ment funds among competing capital invest-
ment proposals. A diagram of the capital
rationing process appears in Exhibit 6.

Key Terms

Annuity A series of equal cash flows at fixed
intervals.

Average rate of return A method of evaluating
capital investment proposals that focuses on the
expected profitability of the investment.

Capital investment analysis The process by
which management plans, evaluates, and controls
long-term capital investments involving fixed
assets.

Capital rationing The process by which manage-
ment allocates available investment funds among
competing capital investment proposals.

Cash payback period The expected period of
time that will elapse between the date of a capital
expenditure and the complete recovery in cash
(or equivalent) of the amount invested.

Currency exchange rate The rate at which cur-
rency in another country can be exchanged for
local currency.

Inflation A period when prices in general are
rising and the purchasing power of money is
declining.

Internal rate of return method A method of
analyzing proposed capital investments that fo-
cuses on using present value concepts to compute
the rate of return from the net cash flows ex-
pected from the investment.

Net present value method A method of analyzing
proposed capital investments that focuses on the
present value of the cash flows expected from the
investments.

Present value concept Cash today is not the
equivalent of the same amount of money to be
received in the future.

Present value index An index computed by di-
viding the total present value of the net cash flow
to be received from a proposed capital invest-
ment by the amount to be invested.

Present value of an annuity The sum of the
present values of a series of equal cash flows to be
received at fixed intervals.

Time value of money concept The concept that
an amount of money invested today will earn
interest.

Illustrative Problem

The capital investment committee of Hopewell Company is currently consider-
ing two projects. The estimated income from operations and net cash flows ex-
pected from each project are shown on the next page.
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Project A Project B

Year
Income from
Operations

Net Cash
Flow

Income from
Operations

Net Cash
Flow

1 $ 6,000 $ 22,000 $13,000 $ 29,000
2 9,000 25,000 10,000 26,000
3 10,000 26,000 8,000 24,000
4 8,000 24,000 8,000 24,000
5 11,000 27,000 3,000 19,000

$44,000 $124,000 $42,000 $122,000

Each project requires an investment of $80,000. Straight-line depreciation will
be used, and no residual value is expected. The committee has selected a rate of
15% for purposes of the net present value analysis.

Instructions
1. Compute the following:

a. The average rate of return for each project.
b. The net present value for each project. Use the present value of $1 table

appearing in this chapter.

2. Why is the net present value of Project B greater than Project A, even though
its average rate of return is less?

3. Prepare a summary for the capital investment committee, advising it on the
relative merits of the two projects.

Solution
1. a. Average rate of return for Project A:

$44;000 � 5
ð$80;000 þ $0Þ � 2

¼ 22%

Average rate of return for Project B:

$42;000 � 5
ð$80;000 þ $0Þ � 2

¼ 21%

b. Net present value analysis:

Net Cash Flow
Present Value

of Net Cash Flow

Year
Present Value
of $1 at 15% Project A Project B Project A Project B

1 0.870 $ 22,000 $ 29,000 $19,140 $25,230
2 0.756 25,000 26,000 18,900 19,656
3 0.658 26,000 24,000 17,108 15,792
4 0.572 24,000 24,000 13,728 13,728
5 0.497 27,000 19,000 13,419 9,443
Total $124,000 $122,000 $82,295 $83,849

Amount to be invested 80,000 80,000
Net present value $ 2,295 $ 3,849
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2. Project B has a lower average rate of return than Project A because Project B’s
total income from operations for the 5 years is $42,000, which is $2,000 less
than Project A’s. Even so, the net present value of Project B is greater than
that of Project A, because Project B has higher cash flows in the early years.

3. Both projects exceed the selected rate established for the net present value
analysis. Project A has a higher average rate of return, but Project B offers a
larger net present value. Thus, if only one of the two projects can be accepted,
Project B would be the more attractive.

Self-Examination Questions (Answers appear at the end of chapter)

1. Methods of evaluating capital investment
proposals that ignore present value include:

A. average rate of return

B. cash payback

C. both A and B

D. neither A nor B

2. Management is considering a $100,000 in-
vestment in a project with a 5-year life and no
residual value. If the total income from the
project is expected to be $60,000 and rec-
ognition is given to the effect of straight-line
depreciation on the investment, the average
rate of return is:

A. 12%

B. 24%

C. 60%

D. 75%

3. The expected period of time that will elapse
between the date of a capital investment and
the complete recovery of the amount of cash
invested is called:

A. the average rate of return period

B. the cash payback period

C. the net present value period

D. the internal rate of return period

4. A project that will cost $120,000 is estimated
to generate cash flows of $25,000 per year for
8 years. What is the net present value of the
project, assuming a 10% required rate of re-
turn? (Use the present value tables in this
chapter.)

A. $11,675

B. $13,375

C. $75,000

D. $95,000

5. A project is estimated to generate cash flows of
$40,000 per year for 10 years. The cost of the
project is $226,000. What is the internal rate
of return for this project?

A. 8%

B. 10%

C. 12%

D. 15%

Class Discussion Questions

1. What are the principal objections to the use
of the average rate of return method in
evaluating capital investment proposals?

2. Discuss the principal limitations of the cash
payback method for evaluating capital in-
vestment proposals.

3. Why would the average rate of return differ
from the internal rate of return on the same
project?

4. What information does the cash payback
period ignore that is included by the net
present value method?

5. Your boss has suggested that a one-year pay-
back period is the same as a 100% average
rate of return. Do you agree?

6. Why would the cash payback method under-
state the attractiveness of a project with a
large residual value?
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7. Why would the use of the cash payback
period for analyzing the financial perfor-
mance of theatrical releases from a motion
picture production studio be supported over
the net present value method?

8. A net present value analysis used to evaluate
a proposed equipment acquisition indicated
a $7,900 net present value. What is the
meaning of the $7,900 as it relates to the
desirability of the proposal?

9. Two projects have an identical net present
value of $9,000. Are both projects equal in
desirability?

10. What are the major disadvantages of the use
of the net present value method of analyzing
capital investment proposals?

11. What are the major disadvantages of the use
of the internal rate of return method of
analyzing capital investment proposals?

12. What provision of the Internal Revenue
Code is especially important to consider in
analyzing capital investment proposals?

13. What method can be used to place two capi-
tal investment proposals with unequal useful
lives on a comparable basis?

14. What are the major advantages of leasing a
fixed asset rather than purchasing it?

15. Give an example of a qualitative factor that
should be considered in a capital investment
analysis related to acquiring automated fac-
tory equipment.

16. Monsanto Company, a large chemical and fi-
bers company, invested $37 million in state-
of-the-art systems to improve process control,
laboratory automation, and local area net-
work (LAN) communications. The invest-
ment was not justified merely on cost savings
but was also justified on the basis of qualita-
tive considerations. Monsanto management
viewed the investment as a critical element
toward achieving its vision of the future.
What qualitative and quantitative considera-
tions do you believe Monsanto would have
considered in its strategic evaluation of these
investments?

Exercises

The following data are accumulated by Eco-Labs, Inc. in evaluating two com-
peting capital investment proposals:

Testing Equipment Vehicle

Amount of investment $80,000 $28,000
Useful life 6 years 8 years
Estimated residual value 0 0
Estimated total income over the useful life $13,200 $14,000

Determine the expected average rate of return for each proposal. Round to
one decimal place.

Master Fab Inc. is considering an investment in equipment that will replace
direct labor. The equipment has a cost of $115,000 with a $10,000 residual
value and a 10-year life. The equipment will replace one employee who has an
average wage of $26,000 per year. In addition, the equipment will have oper-
ating and energy costs of $5,500 per year.

Determine the average rate of return on the equipment, giving effect to
straight-line depreciation on the investment.

E15-1
Average rate of return

Obj 2

✓ Testing equipment,
5.5%

E15-2
Average rate of return---cost
savings

Obj 2
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Pocket Pilot Inc. is considering an investment in new equipment that will be
used to manufacture a mobile communications device. The device is expected to
generate additional annual sales of 6,000 units at $280 per unit. The equipment
has a cost of $640,000, residual value of $50,000, and an 8-year life. The equip-
ment can only be used to manufacture the device. The cost to manufacture the
device is shown below.

Cost per unit:
Direct labor $ 45.00
Direct materials 180.00
Factory overhead (including depreciation) 32.00

Total cost per unit $257.00

Determine the average rate of return on the equipment.

Out of Eden, Inc. is planning to invest in new manufacturing equipment to
make a new garden tool. The new garden tool is expected to generate additional
annual sales of 9,000 units at $42 each. The new manufacturing equipment will
cost $156,000 and is expected to have a 10-year life and $12,000 residual value.
Selling expenses related to the new product are expected to be 5% of sales
revenue. The cost to manufacture the product includes the following on a per-
unit basis:

Direct labor $ 7.00
Direct materials 23.40
Fixed factory overhead—depreciation 1.60
Variable factory overhead 3.60

Total $35.60

Determine the net cash flows for the first year of the project, Years 2–9, and for
the last year of the project.

Primera Banco is evaluating two capital investment proposals for a drive-up ATM
kiosk, each requiring an investment of $360,000 and each with an 8-year life and
expected total net cash flows of $480,000. Location 1 is expected to provide
equal annual net cash flows of $60,000, and Location 2 is expected to have the
following unequal annual net cash flows:

Year 1 $120,000
Year 2 90,000
Year 3 75,000
Year 4 75,000
Year 5 30,000
Year 6 30,000
Year 7 30,000
Year 8 30,000

Determine the cash payback period for both location proposals.

Gentle Care Products Company is considering an investment in one of two new
product lines. The investment required for either product line is $500,000. The
net cash flows associated with each product are shown on the next page:

E15-3
Average rate of return—new
product

Obj 2

✓ Average annual
income, $138,000

E15-4
Calculate cash flows

Obj 2

✓ Year 1: ($102,900)

E15-5
Cash payback period

Obj 2

✓ Location 1: 6 years

E15-6
Cash payback method

Obj 2

S P R E A D S H E E T

✓ a. Liquid Soap: 3
years
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Year Liquid Soap Body Lotion

1 $190,000 $100,000
2 180,000 100,000
3 130,000 100,000
4 110,000 100,000
5 80,000 100,000
6 50,000 100,000
7 30,000 100,000
8 30,000 100,000
Total $800,000 $800,000

a. Recommend a product offering to Gentle Care Products Company, based
on the cash payback period for each product line.

b. Why is one product line preferred over the other, even though they both
have the same total net cash flows through eight periods?

The following data are accumulated by Reynolds Company in evaluating the
purchase of $104,000 of equipment, having a four-year useful life:

Net Income Net Cash Flow

Year 1 $38,000 $64,000
Year 2 23,000 49,000
Year 3 11,000 37,000
Year 4 (1,000) 25,000

a. Assuming that the desired rate of return is 15%, determine the net pre-
sent value for the proposal. Use the table of the present value of $1 ap-
pearing in Exhibit 1 of this chapter.

b. Would management be likely to look with favor on the proposal? Explain.

Rapid Delivery, Inc. is considering the purchase of an additional delivery
vehicle for $38,000 on January 1, 2010. The truck is expected to have a five-
year life with an expected residual value of $5,000 at the end of five years.
The expected additional revenues from the added delivery capacity are an-
ticipated to be $60,000 per year for each of the next five years. A driver will
cost $43,000 in 2010, with an expected annual salary increase of $2,000 for
each year thereafter. The insurance for the truck is estimated to cost $4,000
per year.

a. Determine the expected annual net cash flows from the delivery truck
investment for 2010–2014.

b. Calculate the net present value of the investment, assuming that the
minimum desired rate of return is 12%. Use the present value of $1 table
appearing in Exhibit 1 of this chapter.

c. Is the additional truck a good investment based on your analysis?

Hideaway Hotels is considering the construction of a new hotel for $150
million. The expected life of the hotel is 30 years with no residual value. The
hotel is expected to earn revenues of $44 million per year. Total expenses,
including depreciation, are expected to be $25 million per year. Hideaway
management has set a minimum acceptable rate of return of 14%.

a. Determine the equal annual net cash flows from operating the hotel.
b. Calculate the net present value of the new hotel using the present value

factor of an annuity of $1 at 14% for 30 periods of 7.0027. Round to the
nearest million dollars.

c. Does your analysis support construction of the new hotel?

E15-7
Net present value method

Obj 3

✓ a. NPV $27,370

E15-8
Net present value method

Obj 3

✓ a. 2011, $11,000

E15-9
Net present value
method---annuity

Obj 3

✓ a. $24 million
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E & T Excavation Company is planning an investment of $245,000 for a bull-
dozer. The bulldozer is expected to operate for 1,500 hours per year for five
years. Customers will be charged $130 per hour for bulldozer work. The bull-
dozer operator costs $32 per hour in wages and benefits. The bulldozer is ex-
pected to require annual maintenance costing $15,000. The bulldozer uses fuel
that is expected to cost $42 per hour of bulldozer operation.

a. Determine the equal annual net cash flows from operating the bulldozer.
b. Determine the net present value of the investment, assuming that the desired

rate of return is 10%. Use the table of present values of an annuity of $1 in the
chapter. Round to the nearest dollar.

c. Should E & T invest in the bulldozer, based on this analysis?

Carnival Corporation has recently placed into service some of the largest cruise
ships in the world. One of these ships, the Carnival Dream, can hold up to 3,600
passengers and cost $750 million to build. Assume the following additional
information:
● There will be 300 cruise days per year operated at a full capacity of 3,600

passengers.
● The variable expenses per passenger are estimated to be $90 per cruise day.
● The revenue per passenger is expected to be $450 per cruise day.
● The fixed expenses for running the ship, other than depreciation, are esti-

mated to be $100,000,000 per year.
● The ship has a service life of 10 years, with a residual value of $120,000,000 at

the end of 10 years.

a. Determine the annual net cash flow from operating the cruise ship.
b. Determine the net present value of this investment, assuming a 12% mini-

mum rate of return. Use the present value tables provided in the chapter in
determining your answer.

Hot on the Spot Doughnuts has computed the net present value for capital
expenditure locations A and B, using the net present value method. Relevant
data related to the computation are as follows:

Location A Location B

Total present value of net cash flow $ 371,290 $ 396,096
Amount to be invested 347,000 412,600
Net present value $ (24,290) $ (16,504)

Determine the present value index for each proposal.

MVP Sports Equipment Company is considering an investment in one of two
machines. The sewing machine will increase productivity from sewing 150 base-
balls per hour to sewing 270 per hour. The contribution margin is $0.48 per
baseball. Assume that any increased production of baseballs can be sold. The
second machine is an automatic packing machine for the golf ball line. The
packing machine will reduce packing labor cost. The labor cost saved is equivalent
to $26 per hour. The sewing machine will cost $384,600, have an eight-year life,
and will operate for 1,700 hours per year. The packing machine will cost $157,900,
have an eight-year life, and will operate for 1,600 hours per year. MVP seeks a
minimum rate of return of 15% on its investments.

E15-10
Net present value
method---annuity

Obj 3

✓ a. $69,000

E15-11
Net present value method

Obj 3

✓ a. $288,800,000

E15-12
Present value index

Obj 3

✓ Location A, 1.07

E15-13
Net present value method and
present value index

Obj 3

✓ b. Packing Machine,
1.18
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a. Determine the net present value for the two machines. Use the table of
present values of an annuity of $1 in the chapter. Round to the nearest dollar.

b. Determine the present value index for the two machines. Round to two
decimal places.

c. If MVP has sufficient funds for only one of the machines and qualitative fac-
tors are equal between the two machines, in which machine should it invest?

Great Plains Transportation Inc. is considering acquiring equipment at a cost of
$246,000. The equipment has an estimated life of 10 years and no residual value.
It is expected to provide yearly net cash flows of $61,500. The company’s mini-
mum desired rate of return for net present value analysis is 10%.

Compute the following:

a. The average rate of return, giving effect to straight-line depreciation on the
investment.

b. The cash payback period.
c. The net present value. Use the table of the present value of an annuity of $1

appearing in this chapter. Round to the nearest dollar.

The plant manager of Shannon Electronics Company is considering the pur-
chase of new automated assembly equipment. The new equipment will cost
$2,400,000. The manager believes that the new investment will result in direct
labor savings of $600,000 per year for 10 years.

a. What is the payback period on this project?
b. What is the net present value, assuming a 10% rate of return? Use the present

value tables appearing in this chapter.
c. What else should the manager consider in the analysis?

The internal rate of return method is used by Carlisle Construction Co. in ana-
lyzing a capital expenditure proposal that involves an investment of $49,890 and
annual net cash flows of $15,000 for each of the six years of its useful life.

a. Determine a present value factor for an annuity of $1 which can be used in
determining the internal rate of return.

b. Using the factor determined in part (a) and the present value of an annuity of
$1 table appearing in this chapter, determine the internal rate of return for
the proposal.

The Canyons Resort, a Utah ski resort, recently announced a $400 million ex-
pansion of lodging properties, lifts, and terrain. Assume that this investment is
estimated to produce $95.42 million in equal annual cash flows for each of the
first 10 years of the project life.

Determine the expected internal rate of return of this project for 10 years,
using the present value of an annuity of $1 table found in Exhibit 2.

Cousin’s Salted Snack Company is considering two possible investments: a de-
livery truck or a bagging machine. The delivery truck would cost $39,287 and
could be used to deliver an additional 48,200 bags of taquitos chips per year.
Each bag of chips can be sold for a contribution margin of $0.42. The delivery
truck operating expenses, excluding depreciation, are $0.60 per mile for 18,000
miles per year. The bagging machine would replace an old bagging machine,

E15-14
Average rate of return, cash
payback period, net present
value method

Objs 2, 3

✓ b. 4 years

E15-15
Payback period, net present
value analysis, and qualitative
considerations

Objs 2, 3, 4

✓ a. 4 years

E15-16
Internal rate of return method

Obj 3

✓ a. 3.326

E15-17
Internal rate of return method

Obj 3

E15-18
Internal rate of return
method---two projects

Obj 3

✓ a. Delivery truck, 15%

638 Chapter 15



and its net investment cost would be $65,718. The new machine would require
three fewer hours of direct labor per day. Direct labor is $18 per hour. There are
250 operating days in the year. Both the truck and the bagging machine are
estimated to have seven-year lives. The minimum rate of return is 13%. However,
Cousin’s has funds to invest in only one of the projects.

a. Compute the internal rate of return for each investment. Use the table of
present values of an annuity of $1 in the chapter.

b. Provide a memo to management with a recommendation.

Buckeye Healthcare Corp. is proposing to spend $109,296 on an eight-year
project that has estimated net cash flows of $22,000 for each of the eight years.

a. Compute the net present value, using a rate of return of 15%. Use the table of
present values of an annuity of $1 in the chapter.

b. Based on the analysis prepared in part (a), is the rate of return (1) more than
15%, (2) 15%, or (3) less than 15%? Explain.

c. Determine the internal rate of return by computing a present value factor for
an annuity of $1 and using the table of the present value of an annuity of $1
presented in the text.

Horizon Solutions Inc. is considering the purchase of automated machinery that
is expected to have a useful life of five years and no residual value. The average
rate of return on the average investment has been computed to be 20%, and the
cash payback period was computed to be 5.5 years.

Do you see any reason to question the validity of the data presented? Explain.

Lordsland Development Company has two competing projects: an apartment
complex and an office building. Both projects have an initial investment of
$720,000. The net cash flows estimated for the two projects are as follows:

Net Cash Flow
Year Apartment Complex Office Building

1 $225,000 $290,000
2 200,000 290,000
3 200,000 230,000
4 140,000 220,000
5 140,000
6 105,000
7 80,000
8 50,000

The estimated residual value of the apartment complex at the end of Year 4 is
$325,000.

Determine which project should be favored, comparing the net present values
of the two projects and assuming a minimum rate of return of 15%. Use the table
of present values in the chapter.

E15-19
Net present value method and
internal rate of return method

Obj 3

✓ a. ($10,582)

E15-20
Identify error in capital
investment analysis
calculations

Obj 3

E15-21
Net present value---unequal
lives

Objs 3, 4

S P R E A D S H E E T

✓ Net present value,
Apartment Complex,
$24,530
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A La Mode, Inc. is considering one of two investment options. Option 1 is a
$40,000 investment in new blending equipment that is expected to produce
equal annual cash flows of $12,000 for each of seven years. Option 2 is a $45,000
investment in a new computer system that is expected to produce equal annual
cash flows of $15,500 for each of five years. The residual value of the blending
equipment at the end of the fifth year is estimated to be $8,000. The computer
system has no expected residual value at the end of the fifth year.

Assume there is sufficient capital to fund only one of the projects. Determine
which project should be selected, comparing the (a) net present values and (b)
present value indices of the two projects, assuming a minimum rate of return of
10%. Round the present value index to two decimal places. Use the table of
present values in the chapter.

Problems

The capital investment committee of Cross Continent Trucking Inc. is con-
sidering two investment projects. The estimated income from operations and
net cash flows from each investment are as follows:

Warehouse Tracking Technology

Year
Income from
Operations

Net Cash
Flow

Income from
Operations

Net Cash
Flow

1 $ 42,000 $138,000 $ 89,000 $185,000
2 42,000 138,000 69,000 165,000
3 42,000 138,000 34,000 130,000
4 42,000 138,000 14,000 110,000
5 42,000 138,000 4,000 100,000
Total $210,000 $690,000 $210,000 $690,000

Each project requires an investment of $480,000. Straight-line depreciation
will be used, and no residual value is expected. The committee has selected a
rate of 15% for purposes of the net present value analysis.

Instructions
1. Compute the following:

a. The average rate of return for each investment. Round to one decimal place.
b. The net present value for each investment. Use the present value of $1

table appearing in this chapter.
2. Prepare a brief report for the capital investment committee, advising it on the

relative merits of the two projects.

At Home Publications Inc. is considering two new magazine products. The esti-
mated net cash flows from each product are as follows:

Year Home & Garden Music Beat

1 $150,000 $125,000
2 120,000 145,000
3 105,000 100,000
4 84,000 70,000
5 41,000 60,000
Total $500,000 $500,000

E15-22
Net present value—unequal
lives

Objs 3, 4

P15-1
Average rate of return method,
net present value method, and
analysis

Objs 2, 3

S P R E A D S H E E T

✓ 1.a. 17.5%

P15-2
Cash payback period, net
present value method, and
analysis

Objs 2, 3

S P R E A D S H E E T

✓ 1. b. Home & Garden,
$127,158
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Each product requires an investment of $270,000. A rate of 10% has been
selected for the net present value analysis.

Instructions
1. Compute the following for each product:

a. Cash payback period.
b. The net present value. Use the present value of $1 table appearing in this

chapter.
2. Prepare a brief report advising management on the relative merits of each of

the two products.

United Bankshores, Inc. wishes to evaluate three capital investment projects by
using the net present value method. Relevant data related to the projects are
summarized as follows:

Branch Office
Expansion

Computer System
Upgrade

Install Internet
Bill-Pay

Amount to be invested. $700,000 $475,000 $280,000
Annual net cash flows:

Year 1 350,000 250,000 160,000
Year 2 325,000 225,000 110,000
Year 3 300,000 200,000 80,000

Instructions
1. Assuming that the desired rate of return is 15%, prepare a net present value

analysis for each project. Use the present value of $1 table appearing in this
chapter.

2. Determine a present value index for each project. Round to two decimal
places.

3. Which project offers the largest amount of present value per dollar of in-
vestment? Explain.

The management of Quest Media Inc. is considering two capital investment
projects. The estimated net cash flows from each project are as follows:

Year Radio Station TV Station

1 $350,000 $700,000
2 350,000 700,000
3 350,000 700,000
4 350,000 700,000

The radio station requires an investment of $999,250, while the TV station
requires an investment of $2,125,900. No residual value is expected from either
project.

Instructions
1. Compute the following for each project:

a. The net present value. Use a rate of 10% and the present value of an
annuity of $1 table appearing in this chapter.

b. A present value index. Round to two decimal places.

P15-3
Net present value method,
present value index, and
analysis

Obj 3

S P R E A D S H E E T

✓ 2. Branch office
expansion, 1.07

P15-4
Net present value method,
internal rate of return method,
and analysis

Obj 3

✓ 1. a. Radio station,
$110,250
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2. Determine the internal rate of return for each project by (a) computing a
present value factor for an annuity of $1 and (b) using the present value of an
annuity of $1 table appearing in this chapter.

3. What advantage does the internal rate of return method have over the net
present value method in comparing projects?

The investment committee of Grid Iron Restaurants Inc. is evaluating two res-
taurant sites. The sites have different useful lives, but each requires an invest-
ment of $565,000. The estimated net cash flows from each site are as follows:

Net Cash Flows
Year Site A Site B

1 $225,000 $280,000
2 225,000 280,000
3 225,000 280,000
4 225,000 280,000
5 225,000
6 225,000

The committee has selected a rate of 20% for purposes of net present value
analysis. It also estimates that the residual value at the end of each restaurant’s
useful life is $0, but at the end of the fourth year, Site A’s residual value would be
$290,000.

Instructions
1. For each site, compute the net present value. Use the present value of an

annuity of $1 table appearing in this chapter. (Ignore the unequal lives of the
projects.)

2. For each site, compute the net present value, assuming that Site A is adjusted
to a four-year life for purposes of analysis. Use the present value of $1 table
appearing in this chapter.

3. Prepare a report to the investment committee, providing your advice on the
relative merits of the two sites.

Grant Communications Inc. is considering allocating a limited amount of capital
investment funds among four proposals. The amount of proposed investment,
estimated income from operations, and net cash flow for each proposal are as
follows:

Investment Year
Income from
Operations

Net Cash
Flow

Proposal A: $425,000 1 $ 40,000 $ 125,000
2 40,000 125,000
3 40,000 125,000
4 15,000 100,000
5 (35,000) 50,000

$100,000 $ 525,000

Proposal B: $610,000 1 $158,000 $ 280,000
2 158,000 280,000
3 78,000 200,000
4 28,000 150,000
5 (22,000) 100,000

$400,000 $1,010,000

(Continued )

P15-5
Evaluate alternative capital
investment decisions

Objs 3, 4

S P R E A D S H E E T

✓ 1. Site B, $159,920

P15-6
Capital rationing decision
involving four proposals

Objs 2, 3, 5

S P R E A D S H E E T

✓ 5. Proposal B, 1.26
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Investment Year
Income from
Operations

Net Cash
Flow

Proposal C: $275,000 1 $ 45,000 $ 100,000
2 45,000 100,000
3 45,000 100,000
4 45,000 100,000
5 35,000 90,000

$215,000 $ 490,000

Proposal D: $190,000 1 $ 22,000 $ 60,000
2 22,000 60,000
3 22,000 60,000
4 2,000 40,000
5 2,000 40,000

$ 70,000 $ 260,000

The company’s capital rationing policy requires a maximum cash payback
period of three years. In addition, a minimum average rate of return of 12% is
required on all projects. If the preceding standards are met, the net present
value method and present value indexes are used to rank the remaining
proposals.

Instructions
1. Compute the cash payback period for each of the four proposals.

2. Giving effect to straight-line depreciation on the investments and assuming
no estimated residual value, compute the average rate of return for each of
the four proposals. Round to one decimal place.

3. Using the following format, summarize the results of your computations in
parts (1) and (2). By placing the calculated amounts in the first two columns
on the left and by placing a check mark in the appropriate column to the
right, indicate which proposals should be accepted for further analysis and
which should be rejected.

Proposal
Cash Payback

Period
Average Rate

of Return
Accept for

Further Analysis Reject

A
B
C
D

4. For the proposals accepted for further analysis in part (3), compute the net
present value. Use a rate of 12% and the present value of $1 table appearing
in this chapter. Round to the nearest dollar.

5. Compute the present value index for each of the proposals in part (4). Round
to two decimal places.

6. Rank the proposals from most attractive to least attractive, based on the pre-
sent values of net cash flows computed in part (4).

7. Rank the proposals from most attractive to least attractive, based on the pre-
sent value indexes computed in part (5). Round to two decimal places.

8. Based on the analyses, comment on the relative attractiveness of the proposals
ranked in parts (6) and (7).
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Activities

Dawn Jeffries was recently hired as a cost analyst by Carenet Medical Supplies
Inc. One of Dawn’s first assignments was to perform a net present value analysis
for a new warehouse. Dawn performed the analysis and calculated a present
value index of 0.75. The plant manager, I. M. Madd, is very intent on purchasing
the warehouse because he believes that more storage space is needed. I. M.
Madd asks Dawn into his office and the following conversation takes place:

I. M.: Dawn, you’re new here, aren’t you?

Dawn: Yes, sir.

I. M.: Well, Dawn, let me tell you something. I’m not at all pleased with the
capital investment analysis that you performed on this new warehouse. I need
that warehouse for my production. If I don’t get it, where am I going to place our
output?

Dawn: Hopefully with the customer, sir.

I. M.: Now don’t get smart with me.

Dawn: No, really, I was being serious. My analysis does not support constructing a
new warehouse. The numbers don’t lie, the warehouse does not meet our in-
vestment return targets. In fact, it seems to me that purchasing a warehouse does
not add much value to the business. We need to be producing product to satisfy
customer orders, not to fill a warehouse.

I. M.: Listen, you need to understand something. The headquarters people will
not allow me to build the warehouse if the numbers don’t add up. You know as
well as I that many assumptions go into your net present value analysis. Why
don’t you relax some of your assumptions so that the financial savings will offset
the cost?

Dawn: I’m willing to discuss my assumptions with you. Maybe I overlooked
something.

I. M.: Good. Here’s what I want you to do. I see in your analysis that you don’t
project greater sales as a result of the warehouse. It seems to me, if we can store
more goods, then we will have more to sell. Thus, logically, a larger warehouse
translates into more sales. If you incorporate this into your analysis, I think you’ll
see that the numbers will work out. Why don’t you work it through and come
back with a new analysis? I’m really counting on you on this one. Let’s get off to a
good start together and see if we can get this project accepted.

What is your advice to Dawn?

A Masters of Accountancy degree at Mid-State University would cost $10,000 for
an additional fifth year of education beyond the bachelor’s degree. Assume that
all tuition is paid at the beginning of the year. A student considering this in-
vestment must evaluate the present value of cash flows from possessing a grad-
uate degree versus holding only the undergraduate degree. Assume that the
average student with an undergraduate degree is expected to earn an annual
salary of $46,000 per year (assumed to be paid at the end of the year) for 10
years. Assume that the average student with a graduate Masters of Accountancy
degree is expected to earn an annual salary of $57,000 per year (assumed to be

A15-1
Ethics and professional
conduct in businessiconicon

E T H I C S

A15-2
Personal investment analysis

644 Chapter 15



paid at the end of the year) for nine years after graduation. Assume a minimum
rate of return of 10%.

1. Determine the net present value of cash flows from an undergraduate degree.
Use the present value tables provided in this chapter.

2. Determine the net present value of cash flows from a Masters of Accountancy
degree, assuming no salary is earned during the graduate year of schooling.

3. What is the net advantage or disadvantage of pursuing a graduate degree
under these assumptions?

International Electronics Inc. invested $1,000,000 to build a plant in a foreign
country. The labor and materials used in production are purchased locally. The
plant expansion was estimated to produce an internal rate of return of 20% in
U.S. dollar terms. Due to a currency crisis, the currency exchange rate between
the local currency and the U.S. dollar doubled from two local units per U.S.
dollar to four local units per U.S. dollar.

a. Assume that the plant produced and sold product in the local economy. Ex-
plain what impact this change in the currency exchange rate would have on
the project’s internal rate of return.

b. Assume that the plant produced product in the local economy but exported
the product back to the United States for sale. Explain what impact the
change in the currency exchange rate would have on the project’s internal
rate of return under this assumption.

The following are some selected quotes from senior executives:

CEO, Worthington Industries (a high technology steel company): “We try to find
the best technology, stay ahead of the competition, and serve the customer. . . . We’ll
make any investment that will pay back quickly . . . but if it is something that we really
see as a must down the road, payback is not going to be that important.”

Chairman of Amgen Inc. (a biotech company): “You cannot really run the
numbers, do net present value calculations, because the uncertainties are really gi-
gantic. . . . You decide on a project you want to run, and then you run the numbers [as
a reality check on your assumptions]. Success in a business like this is much more
dependent on tracking rather than on predicting, much more dependent on seeing
results over time, tracking and adjusting and readjusting, much more dynamic, much
more flexible.”

Chief Financial Officer of Merck & Co., Inc. (a pharmaceutical company): “ . . . at
the individual product level—the development of a successful new product requires
on the order of $230 million in R&D, spread over more than a decade—discounted
cash flow style analysis does not become a factor until development is near the point
of manufacturing scale-up effort. Prior to that point, given the uncertainties associated
with new product development, it would be lunacy in our business to decide that we
know exactly what’s going to happen to a product once it gets out.”

Explain the role of capital investment analysis for these companies.

Metro-Goldwyn-Mayer Studios Inc. (MGM) is a major producer and distributor of
theatrical and television filmed entertainment. Regarding theatrical films, MGM
states, “Our feature films are exploited through a series of sequential domestic
and international distribution channels, typically beginning with theatrical

A15-3
Changing prices

A15-4
Qualitative issues in
investment analysis

A15-5
Net present value method

S P R E A D S H E E T
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exhibition. Thereafter, feature films are first made available for home video
generally six months after theatrical release; for pay television, one year after
theatrical release; and for syndication, approximately three to five years after
theatrical release.”

Assume that MGM produces a film during early 2011 at a cost of $195 million,
and releases it halfway through the year. During the last half of 2011, the film
earns revenues of $235 million at the box office. The film requires $50 million of
advertising during the release. One year later, by the end of 2012, the film is
expected to earn MGM net cash flows from home video sales of $36 million. By
the end of 2013, the film is expected to earn MGM $43 million from pay TV; and
by the end of 2014, the film is expected to earn $12 million from syndication.

a. Determine the net present value of the film as of the beginning of 2011 if the
desired rate of return is 20%. To simplify present value calculations, assume
all annual net cash flows occur at the end of each year. Use the table of the
present value of $1 appearing in Exhibit 1 of this chapter. Round to the
nearest whole million dollars.

b. Under the assumptions provided here, is the film expected to be financially
successful?

In one group, find a local business, such as a copy shop, that rents time on desktop
computers for an hourly rate. Determine the hourly rate. In the other group,
determine the price of a mid-range desktop computer at http://www.dell.com.
Combine this information from the two groups and perform a capital bud-
geting analysis. Assume that one student will use the computer for 40 hours
per semester for the next three years. Also assume that the minimum rate of
return is 10%. In performing your analysis, use the present value factor for 5%
compounded for six semiannual periods of 5.08

Does your analysis support the student purchasing the computer?

A15-6
Capital investment analysis

G R O U P P R O J E C T
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Answers to Self-Examination Questions

1. C Methods of evaluating capital investment
proposals that ignore the time value of
money are categorized as methods that
ignore present value. This category
includes the average rate of return method
(answer A) and the cash payback method
(answer B).

2. B The average rate of return is 24% (answer
B), determined by dividing the expected
average annual earnings by the average
investment, as follows:

$60;000 � 5
ð$100;000 þ $0Þ � 2

¼ 24%

3. B Of the four methods of analyzing
proposals for capital investments, the cash
payback period (answer B) refers to the
expected period of time required to
recover the amount of cash to be invested.
The average rate of return (answer A) is a
measure of the anticipated profitability of
a proposal. The net present value method
(answer C) reduces the expected future
net cash flows originating from a proposal

to their present values. The internal rate of
return method (answer D) uses present
value concepts to compute the rate of
return from the net cash flows expected
from the investment.

4. B The net present value is determined as
follows:
Present value of $25,000 for 8 years

at 10% ($25,000 � 5.335) $133,375
Less: Project cost 120,000
Net present value $ 13,375

5. C The internal rate of return for this project
is determined by solving for the present
value of an annuity factor that when
multiplied by $40,000 will equal $226,000.
By division, the factor is:

$226;000
$40;000

¼ 5:65

In Exhibit 2, scan along the n = 10 years
row until finding the 5.65 factor. The col-
umn for this factor is 12%.
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A P P E N D I X A

Double-Entry Accounting
Systems

Throughout this text, transactions are recorded and summarized by using
the accounting equation and the integrated financial statement framework.
Transactions were recorded as pluses or minuses for each item affected by a
transaction. At the same time, the effects of the transaction on the financial
statements were shown. The equality of the accounting equation aided in
preventing and detecting errors. That is, total assets must always equal total
liabilities plus stockholders’ equity.

Double-entry accounting also uses the accounting equation. However,
double-entry accounting uses debit and credit rules as an additional con-
trol on the accuracy of recording transactions. This appendix describes and
illustrates the basic elements of double-entry accounting.

In a double-entry accounting system, transactions are recorded in ac-
counts. An account, in its simplest form, has three parts.

1. A title, which identifies the accounting equation element recorded in
the account.

2. A space for recording increases in the amount of the element.

3. A space for recording decreases in the amount of the element.

The account form presented below is called a T account because it re-
sembles the letter T. The left side of the account is called the debit side,
and the right side is called the credit side.1

Title

Left side Right side
debit credit

Amounts entered on the left side of an account, regardless of the ac-
count title, are called debits to the account. When debits are entered in an
account, the account is said to be debited. Amounts entered on the right side
of an account are called credits, and the account is said to be credited. Debits
and credits are sometimes abbreviated as Dr. and Cr.

To illustrate, a T account for Cash is shown below.

Cash
25,000(a)

(d)
(b)
(e)
(f)
(h)

20,000
Debit
side of
account 

7,500

5,900

3,650 Credit
side of
account

950
2,000

Balance

Balance of account

Recording transactions in accounts using double-entry accounting fol-
lows certain rules. For example, increases in assets are recorded on the

1 The terms debit and credit are derived from the Latin debere and credere.
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debit (left side) of the account. Likewise, decreases in assets are recorded on
the credit (right side) of the account. With an asset account, the excess of
debits over its credits is the balance of the account.

To illustrate, the preceding cash account is used. The receipt of cash
(increase in Cash) of $25,000 in transaction (a) is entered on the debit (left)
side of the cash account. A reference notation (letter or date of the trans-
action) is also entered into the account. The reference notation provides a
means of backtracking to the underlying transaction data, should any ques-
tions arise.

The payment of cash (decrease in Cash) of $20,000 in transaction (b) is
entered on the credit (right) side of the account. The balance of the cash
account of $5,900 is the excess of debits over credits, as shown below.

Debits ($25,000 + $7,500) $32,500
Less credits ($20,000 + $3,650 + $950 + $2,000) 26,600
Balance of Cash as of November 30, 2011 $ 5,900

The balance of the cash account is inserted in the account, in the Debit
column. In this way, the balance is identified as a debit balance.

Rules of Debit and Credit
A standard method of recording debits and credits in accounts is essential to
ensure that businesses record transactions in a similar manner. The rules of
debit and credit are shown in Exhibit 1.

Exhibit 1 illustrates the following characteristics of the rules of debit and
credit.

1. The normal balance of an account is the side of the account used to
record increases. Thus, the normal balance of an asset account is a debit
balance, while the normal balance of a liability account is a credit balance.
This characteristic is often useful in detecting errors in the recording
process. That is, when an account normally having a debit balance

Rules of Debit and Credit ; Normal Balances of AccountsE X H I B I T 1

Dividends Revenue Accounts

The side of the account for recording increases and the normal balance is shown in dark blue shading. 

ASSETS LIABILITIES STOCKHOLDERS’ EQUITY
Asset Accounts Liability Accounts Capital Stock Retained Earnings

Income Statement Accounts

Expense Accounts

Credit for
decreases (   )

Credit for
decreases (   )

Credit for
decreases (   )

Debit for
decreases (   )

Debit for
increases  (   )
Balance 

Debit for
decreases (   )

Debit for
decreases (   )

Debit for
decreases (   )

Credit for
increases (   )
Balance 

Credit for
increases (  )
Balance 

Credit for
increases (   )
Balance 

Credit for
increases (   )
Balance 

Debit for
increases (   )
Balance 

Debit for
increases (   )
Balance 
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actually has a credit balance, or vice versa, an error has occurred or an
unusual situation exists.

2. Asset accounts (on the left side of the accounting equation) are increased
by debits and have a normal debit balance. The only exception is that
some asset accounts, called contra asset accounts, are increased by credits
and have normal credit balances. As the words contra asset imply, these
accounts offset the normal debit balances of asset accounts. For example,
accumulated depreciation, an offset to plant assets, is increased by credits
and has a normal credit balance. Thus, accumulated depreciation is a
contra asset account.

3. Liability and stockholders’ equity accounts (on the right side of the ac-
counting equation) are increased by credits and have normal credit balances.

4. Dividend accounts appear on the right side of the accounting equation
and decrease stockholders’ equity (retained earnings). Thus, dividends
accounts are increased by debits and have a normal debit balance. In this
sense, the dividend accounts can be thought of as a type of contra account
to retained earnings.

5. Revenue accounts appear on the right side of the accounting equation
and increase stockholders’ equity (retained earnings). Thus, revenue ac-
counts are increased by credits and have normal credit balances.

6. Expense accounts appear on the right side of the accounting equation
and decrease stockholders’ equity (retained earnings). Thus, expense
accounts are increased by debits and have a normal debit balance.
Expense accounts can be thought of as a type of contra account. In this
case, expense accounts can be thought of as contra accounts to revenues.

The rules of debit and credit require that for each transaction, the total
debits equal the total credits. That is, each transaction must be recorded so
that the total debits for the transaction equal the total credits.

To illustrate, assume that a company pays cash of $500 for supplies. The
asset account Supplies is debited (increased) by $500 and Cash is credited
(decreased) by $500. Likewise, if the company provides services and receives
$2,000 from customers, Cash is debited (increased) and Fees Earned is
credited (increased) by $2,000. This equality of debits and credits for each
transaction provides a control over the recording of transactions.

To summarize, under double-entry accounting each transaction is re-
corded using the rules shown in Exhibit 1. In doing so, the total debits equal
the total credits for each transaction.

The Journal
Under double-entry accounting, each transaction is initially entered in
chronological order in a record called a journal. In this way, the journal
documents the history of the company. The process of recording transac-
tions in the journal is called journalizing. The specific transaction record
entered in the journal is called a journal entry.

In practice, companies use a variety of formats for recording journal en-
tries. A small company may use one all-purpose journal, sometimes called a
general journal. Alternatively, another company may use special journals for
recording different types of transactions. To simplify, a basic two-column
general journal is used in this appendix.

Double-Entry Accounting Systems 651



Illustration of Double-Entry
Accounting
Assume that on November 1, 2010, Lee Dunbar organizes a corporation that
will be known as Web Solutions. The first phase of Lee’s business plan is to
operate Web Solutions as a service business providing assistance to individuals
and small businesses by developing Web pages and configuring and installing
application software. Lee expects this initial phase of the business to last one
to two years. During this period, Web Solutions will gather information on
the software and hardware needs of customers. During the second phase of
the business plan, Web Solutions will expand into an Internet-based retailer
of software and hardware to individuals and small business markets.

To start the business, Lee deposits $25,000 in a bank account in the name
of Web Solutions in return for shares of stock in the corporation. This first
transaction increases Cash and Capital Stock by $25,000. This transaction is
recorded in the journal using the following steps:

Step 1. The date of the transaction is entered in the Date column.
Step 2. The title of the account to be debited is recorded at the left-hand

margin under the Description column, and the amount to be deb-
ited is entered in the Debit column.

Step 3. The title of the account to be credited is listed below and to the right
of the debited account title, and the amount to be credited is en-
tered in the Credit column.

Using the preceding steps, transaction (a) is recorded in the journal as
follows:

2010
Nov.  1 Cash 25 0 0 0 00
    Capital Stock      25 0 0 0 00

Step 2

Step 3

Step 1

DescriptionDate CreditDebit

The increase in the asset is debited to the cash account. The increase in
stockholders’ equity (capital stock) is credited to the capital stock account.
As other assets are acquired, the increases are also recorded as debits to asset
accounts. Likewise, other increases in stockholders’ equity will be recorded
as credits to stockholders’ equity accounts.

Web Solutions entered into the following additional transactions during
the remainder of November:

Nov. 5 Purchased land for $20,000, paying cash. The land is located in a new
business park with convenient access to transportation facilities. Web
Solutions plans to rent office space and equipment during the first
phase of its business plan. During the second phase, the company
plans to build an office and warehouse on the land.

10 Purchased supplies on account for $1,350.

18 Received $7,500 for services provided to customers for cash.

30 Paid expenses as follows: wages, $2,125; rent, $800; utilities, $450;
and miscellaneous, $275.
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30 Paid creditors on account, $950.

30 Paid stockholder (Lee Dunbar) dividends of $2,000.

The journal entries to record these transactions follow.

Nov.  5 Land 20 0 0 0 00 
    Cash  20 0 0 0 00

 10 Supplies 1 3 5 0 00 
    Accounts Payable      1 3 5 0 00

 18 Cash 7 5 0 0 00 
    Fees Earned      7 5 0 0 00

 30 Wages Expense 2 1 2 5 00 
  Rent Expense  8 0 0 00 
  Utilities Expense  4 5 0 00 
  Miscellaneous Expense  2 7 5 00 
    Cash      3 6 5 0 00

 30 Accounts Payable  9 5 0 00
    Cash       9 5 0 00

 30 Dividends 2 0 0 0 00
    Cash      2 0 0 0 00

Posting to the Ledger
The journal lists the chronological history of businesses’ transactions. Peri-
odically, the journal entries must be transferred to the accounts. The group
of accounts for a business is called its general ledger. The list of accounts in
the general ledger is called the chart of accounts. The accounts are normally
listed in the order in which they appear in the financial statements, begin-
ning with the balance sheet and concluding with the income statement.

The chart of accounts for Web Solutions is shown in Exhibit 2.

Chart of Accounts for Web SolutionsE X H I B I T 2

Balance Sheet Accounts Income Statement Accounts
Assets Revenue
Cash Fees Earned
Accounts Receivable Rent Revenue
Supplies Expenses
Prepaid Insurance Wages Expense
Office Equipment Rent Expense
Accumulated Depreciation Depreciation Expense
Land Utilities Expense
Liabilities Supplies Expense
Accounts Payable Insurance Expense
Wages Payable Miscellaneous Expense
Unearned Rent
Stockholders’ Equity
Capital Stock
Retained Earnings
Dividends
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The process of transferring the journal entry debits and credits to the
accounts in the ledger is called posting. To illustrate the posting process, Web
Solutions’ November 1 transaction, along with its posting to the cash and
capital stock accounts, is shown in Exhibit 3.

The debits and credits for each journal entry are posted to the accounts in
the order in which they occur in the journal. In posting to the accounts, the
date is entered followed by the amount of the entry. After the journal entries
have been posted, the ledger becomes a chronological history of transac-
tions by account. The posting of Web Solutions’ remaining journal entries is
shown in Exhibit 7 on page 658.

Trial Balance and Financial
Statements
Errors may occur in posting debits and credits from the journal to the led-
ger. One way to detect such errors is by preparing a trial balance. Double-
entry accounting requires that debits must always equal credits. The trial
balance verifies this equality. The steps in preparing a trial balance are as
follows:

Step 1. List the name of the company, the title of the trial balance, and the
date the trial balance is prepared.

Step 2. List the accounts from the ledger and enter their debit or credit
balance in the Debit or Credit column of the trial balance.

Step 3. Total the Debit and Credit columns of the trial balance.
Step 4. Verify that the total of the Debit column equals the total of the

Credit column.

The trial balance for Web Solutions as of December 31, 2010, is shown in
Exhibit 4. The account balances in Exhibit 4 are taken from the November
30 balances in the ledger shown in Exhibit 7.

The trial balance does not provide complete proof of the accuracy of
the ledger. It indicates only that the debits and the credits are equal. How-
ever, this proof is still of value as errors often affect the equality of debits and
credits.

If the two totals of a trial balance are not equal, an error has occurred. In
such a case, the error must be located and corrected before financial state-
ments are prepared. This ability to detect errors in recording when the trial

Posting a Journal EntryE X H I B I T 3

Nov.  1 Cash 25 0 0 0 00
    Capital Stock      25 0 0 0 00

Cash

Nov. 1 25,000

Capital Stock

 Nov. 1 25,000
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balance totals are not equal is a primary control feature of the double-entry
accounting system.

The trial balance can be used as the source of data for preparing financial
statements. The financial statements prepared in a double-entry accounting
system are similar to those described and illustrated in the text. For this
reason, the financial statements are not illustrated in this appendix.

Review of Double-Entry Accounting
As a review of the double-entry accounting financial reporting system, Web
Solutions’ transactions for December are used. The journal entries for the
following December transactions are shown in Exhibit 5.

Dec. 1 Paid a premium of $2,400 for a comprehensive insurance policy
covering liability, theft, and fire. The policy covers a 2-year period.

1 Paid rent for December, $800. The company from which Web Solu-
tions is renting its store space now requires the payment of rent on
the first day of each month rather than at the end of the month.

1 Received an offer from a local retailer to rent the land purchased on
November 5. The retailer plans to use the land as a parking lot for its
employees and customers. Web Solutions agreed to rent the land to
the retailer for three months with the rent payable in advance. Web
Solutions received $360 for three months’ rent beginning December 1.

4 Purchased office equipment on account from Executive Supply Co.
for $1,800.

6 Paid $180 for a newspaper advertisement.

11 Paid creditors $400.

Trial BalanceE X H I B I T 4

WEB SOLUTIONS
Trial Balance

November 30, 2009
Credit

Balances
Debit

Balances
5,900Cash
1,350Supplies

20,000Land
Accounts Payable  400
Capital Stock  25,000

2,000Dividends
Fees Earned  7,500
Wages Expense 2,125
Rent Expense 800
Utilities Expense 450
Miscellaneous Expense    275 

32,90032,900

Step 1

Step 2

Steps 3–4
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Dec. 13 Paid a receptionist and a part-time assistant $950 for two weeks’
wages.

16 Received $3,100 from fees earned for the first half of December.

16 Earned fees on account totaling $1,750 for the first half of December.

20 Paid $1,800 to Executive Supply Co. on the debt owed from the
December 4 transaction.

21 Received $650 from customers in payment of their accounts.

23 Purchased $1,450 of supplies by paying $550 cash and charging the
remainder on account.

27 Paid the receptionist and the part-time assistant $1,200 for two
weeks’ wages.

31 Paid $310 telephone bill for the month.

31 Paid $225 electric bill for the month.

31 Received $2,870 from fees earned for the second half of December.

31 Earned fees on account totaling $1,120 for the second half of
December.

31 Paid dividends of $2,000 to stockholders.

The posting of the journal entries to the ledger accounts is shown in
Exhibit 7 on page 658. The trial balance shown in Exhibit 6 indicates that
after posting December transactions to the general ledger, the total of the
debit balances of accounts equals the total of the credit balances.

Journal Entr ies: December Transactions for Web Solut ionsE X H I B I T 5

Dec.  1 Prepaid Insurance 2 4 0 0 00
    Cash      2 4 0 0 00

  1 Rent Expense  8 0 0 00
    Cash       8 0 0 00

  1 Cash  3 6 0 00
    Unearned Rent       3 6 0 00

  4 Offi ce Equipment 1 8 0 0 00
    Accounts Payable      1 8 0 0 00

  6 Miscellaneous Expense  1 8 0 00
    Cash       1 8 0 00

 11 Accounts Payable  4 0 0 00
    Cash       4 0 0 00

 13 Wages Expense  9 5 0 00
    Cash       9 5 0 00

 16 Cash 3 1 0 0 00
    Fees Earned      3 1 0 0 00

 16 Accounts Receivable 1 7 5 0 00
    Fees Earned      1 7 5 0 00
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ContinuedE X H I B I T 5

 20 Accounts Payable 1 8 0 0 00
    Cash      1 8 0 0 00

 21 Cash  6 5 0 00
    Accounts Receivable       6 5 0 00

 23 Supplies 1 4 5 0 00
    Cash       5 5 0 00
    Accounts Payable       9 0 0 00

 27 Wages Expense 1 2 0 0 00
    Cash      1 2 0 0 00

 31 Utilities Expense  3 1 0 00
    Cash       3 1 0 00

 31 Utilities Expense  2 2 5 00
    Cash       2 2 5 00

 31 Cash 2 8 7 0 00
    Fees Earned      2 8 7 0 00

 31 Accounts Receivable 1 1 2 0 00
    Fees Earned      1 1 2 0 00

 31 Dividends 2 0 0 0 00
    Cash      2 0 0 0 00

Trial Balance for Web Solut ionsE X H I B I T 6

WEB SOLUTIONS
Trial Balance

December 31, 2010

Debit
Balances

Credit
Balances

Cash 2,065
Accounts Receivable 2,220
Supplies 2,800
Prepaid Insurance 2,400
Office Equipment 1,800
Land 20,000
Accounts Payable 900
Unearned Rent 360
Capital Stock 25,000
Dividends 4,000
Fees Earned 16,340
Wages Expense 4,275
Rent Expense 1,600
Utilities Expense 985
Miscellaneous Expense 455

42,600 42,600
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Ledger for Web Solut ionsE X H I B I T 7

Cash
Nov. 1 25,000 Nov. 5 20,000
 18 7,500  30 3,650
    30 950
          30  2,000
  32,500   26,600
Nov. 30 Bal.   5,900 Dec. 1 2,400
Dec. 1 360  1 800
 16 3,100  6 180
 21 650  11 400
 31 2,870  13 950
    20 1,800
    23 550
    27 1,200
    31 310
    31 225
          31  2,000
  12,880   10,815
Dec. 31 Bal.   2,065

Supplies
Nov. 10 1,350
Dec. 23 1,450
Dec. 31 Bal.   2,800

Prepaid Insurance
Dec. 1 2,400

Land
Nov. 5 20,000

Office Equipment
Dec. 4 1,800

Accounts Receivable
Dec. 16 1,750 Dec. 21 650
 31 1,120  
Dec. 31 Bal.   2,220

Wages Expense
Nov. 30 2,125
Dec. 13 950
 27 1,200
Dec. 31 Bal.   4,275

Rent Expense
Nov. 30 800
Dec. 1    800
Dec. 31 Bal.   1,600

Utilities Expense
Nov. 30 450
Dec. 31 310
 31 225
Dec. 31 Bal.      985

Miscellaneous Expense
Nov. 30 275
Dec. 6 180
Dec. 31 Bal.      455

Accounts Payable
Nov. 30    950 Nov. 10 1,350

 Nov. 30 Bal.     400
Dec. 11   400 Dec. 4 1,800
 20 1,800  23    900
  2,200   3,100

 Dec. 31 Bal.     900

Fees Earned
   Nov. 18 7,500
   Dec. 16 3,100

    16 1,750
    31 2,870
    31 1,120

Dec. 31 Bal. 16,340

Unearned Rent
   Dec. 1 360

Capital Stock
   Nov. 1 25,000

Dividends
Nov. 30 2,000
Dec. 31 2,000
Dec. 31 Bal.   4,000
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Exercises

The following table summarizes the rules of debit and credit. For each of the items
(a) through (l), indicate whether the proper answer is a debit or a credit.

Increase Decrease
Normal
Balance

Balance sheet accounts:
Asset Debit (a) (b)
Liability Credit (c) (d)
Stockholders’ equity:

Capital stock (e) Debit (f)
Retained earnings (g) Debit Credit
Dividends Debit (h) Debit

Income statement accounts:
Revenue (i) (j) (k)
Expense (l) Credit Debit

Cycle Tours Co. is a travel agency. The nine transactions recorded by Cycle Tours
during February 2010, its first month of operations, are indicated in the follow-
ing T accounts:

Cash Equipment Dividends
(1) 25,000 (2) 1,750 (3) 18,000 (9) 2,500
(7) 10,000 (3) 3,600

(4) 2,700
(6) 7,500
(9) 2,500

Accounts Receivable Accounts Payable Service Revenue
(5) 13,500 (7) 10,000 (6) 7,500 (3) 14,400 (5) 13,500

Supplies Capital Stock Operating Expenses
(2) 1,750 (8) 1,050 (1) 25,000 (4) 2,700

(8) 1,050

Indicate for each debit and each credit: (a) whether an asset, liability, capital
stock, dividend, revenue, or expense account was affected and (b) whether the
account was increased (+) or decreased (–). Present your answers in the follow-
ing form, with transaction (1) given as an example:

Account Debited Account Credited
Transaction Type Effect Type Effect

(1) asset + capital stock +

Based upon the T accounts in Exercise 2, prepare the nine journal entries from
which the postings were made.

E-1
Rules of debit and credit

E-2
Identifying transactions

E-3
Journal entries
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Based upon the data presented in Exercise 2, prepare an unadjusted trial bal-
ance, listing the accounts in their proper order.

During the month, Genesis Labs Co. has a substantial number of transactions
affecting each of the following accounts. State for each account whether it is
likely to have (a) debit entries only, (b) credit entries only, or (c) both debit and
credit entries.

1. Accounts Payable
2. Accounts Receivable
3. Cash
4. Fees Earned

5. Insurance Expense
6. Dividends
7. Supplies Expense

Identify each of the following accounts of Sesame Services Co. as asset, liability,
stockholders’ equity, revenue, or expense, and state in each case whether the
normal balance is a debit or a credit.

a. Accounts Payable
b. Accounts Receivable
c. Capital Stock
d. Cash
e. Dividends

f. Fees Earned
g. Office Equipment
h. Rent Expense
i. Supplies
j. Wages Expense

During the month, Racoon Co. received $319,750 in cash and paid out $269,900
in cash.

a. Do the data indicate that Racoon Co. earned $49,850 during the month?
Explain.

b. If the balance of the cash account is $72,350 at the end of the month, what
was the cash balance at the beginning of the month?

a. During July, $90,300 was paid to creditors on account, and purchases on ac-
count were $115,150. Assuming the July 31 balance of Accounts Payable was
$39,000, determine the account balance on July 1.

b. On May 1, the accounts receivable account balance was $36,200. During May,
$315,000 was collected from customers on account. Assuming the May 31
balance was $41,600, determine the fees billed to customers on account
during May.

c. On April 1, the cash account balance was $18,275. During April, cash receipts
totaled $279,100 and the April 30 balance was $13,200. Determine the cash
payments made during April.

Derby Co. has the following accounts in its ledger: Cash; Accounts Receivable;
Supplies; Office Equipment; Accounts Payable; Capital Stock; Retained Earn-
ings; Dividends; Fees Earned; Rent Expense; Advertising Expense; Utilities Ex-
pense; Miscellaneous Expense.

E-4
Trial balance

S P R E A D S H E E T

✓ Total Debit column:
$45,400

E-5
Normal entries for accounts

E-6
Normal balances of accounts

E-7
Cash account balance

E-8
Account balances

✓ c. $284,175

E-9
Transactions

660 Appendix A



Journalize the following selected transactions for March 2009 in a two-column
journal.

Mar. 1 Paid rent for the month, $3,000.
2 Paid advertising expense, $1,800.
5 Paid cash for supplies, $900.
6 Purchased office equipment on account, $12,300.

10 Received cash from customers on account, $4,100.
15 Paid creditor on account, $1,200.
27 Paid cash for repairs to office equipment, $500.
30 Paid telephone bill for the month, $180.
31 Fees earned and billed to customers for the month, $26,800.
31 Paid electricity bill for the month, $315.
31 Paid dividends, $2,000.

On August 7, 2010, Mainsail Co. purchased $2,190 of supplies on account.

a. Journalize the August 7, 2010 transaction.
b. Prepare a T account for Supplies. Enter a debit balance of $1,050 as of August

1, 2010.
c. Prepare a T account for Accounts Payable. Enter a credit balance of $15,600

as of August 1, 2010.
d. Post the August 7, 2010 transaction to the accounts.

The following selected transactions were completed during February of the
current year:

1. Billed customers for fees earned, $41,730.
2. Purchased supplies on account, $1,800.
3. Received cash from customers on account, $39,150.
4. Paid creditors on account, $1,100.

a. Journalize the above transactions in a two-column journal, using the appro-
priate number to identify the transactions. Journal entry explanations may be
omitted.

b. Post the entries prepared in (a) to the following T accounts: Cash, Supplies,
Accounts Receivable, Accounts Payable, Fees Earned. To the left of each
amount posted in the accounts, place the appropriate number to identify the
transactions.

The accounts in the ledger of Aznar Co. as of October 31, 2010, are listed in
alphabetical order as follows. All accounts have normal balances. The balance of
the cash account has been intentionally omitted.

Accounts Payable $ 28,000 Notes Payable $ 60,000
Accounts Receivable 56,250 Prepaid Insurance 4,500
Capital Stock 50,000 Rent Expense 90,000
Cash ? Retained Earnings 79,850
Dividends 30,000 Supplies 3,150
Fees Earned 465,000 Supplies Expense 11,850
Insurance Expense 9,000 Unearned Rent 13,500
Land 127,500 Utilities Expense 62,250
Miscellaneous Expense 13,350 Wages Expense 262,500

Prepare an unadjusted trial balance, listing the accounts in their proper order
and inserting the missing figure for cash.

E-10
Journalizing and posting

E-11
Transactions and T accounts

E-12
Trial balance

S P R E A D S H E E T

✓ Total of Credit
column: $696,350.
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Problems

On October 1, 2010, Cody Doerr established Banyan Realty, which completed
the following transactions during the month:

a. Cody Doerr transferred cash from a personal bank account to an account to
be used for the business in exchange for capital stock, $17,500.

b. Purchased supplies on account, $1,000.
c. Earned sales commissions, receiving cash, $12,250.
d. Paid rent on office and equipment for the month, $3,800.
e. Paid creditor on account, $600.
f. Paid dividends, $3,000.
g. Paid automobile expenses (including rental charge) for month, $1,500, and

miscellaneous expenses, $400.
h. Paid office salaries, $3,100.
i. Determined that the cost of supplies used was $725.

Instructions
1. Journalize entries for transactions (a) through (i), using the following account

titles: Cash; Supplies; Accounts Payable; Capital Stock; Dividends; Sales Com-
missions; Rent Expense; Office Salaries Expense; Automobile Expense; Supplies
Expense; Miscellaneous Expense. Journal entry explanations may be omitted.

2. Prepare T accounts, using the account titles in (1). Post the journal entries to
these accounts, placing the appropriate letter to the left of each amount to
identify the transaction. Determine the account balances, after all posting is
complete. Accounts containing only a single entry do not need a balance.

3. Prepare an unadjusted trial balance as of October 31, 2010.

Dodge City Realty acts as an agent in buying, selling, renting, and managing real
estate. The unadjusted trial balance on July 31, 2010, is shown below.

Dodge City Realty
Unadjusted Trial Balance

July 31, 2010

Debit
Balances

Credit
Balances

Cash 33,920
Accounts Receivable 57,200
Prepaid Insurance 7,200
Office Supplies 1,600
Land —
Accounts Payable 9,920
Unearned Rent —
Notes Payable —
Capital Stock 10,000
Retained Earnings 40,480
Dividends 25,600
Fees Earned 352,000
Salary and Commission Expense 224,000
Rent Expense 28,000
Advertising Expense 22,880
Automobile Expense 10,240
Miscellaneous Expense 1,760

412,400 412,400

P-1
Journal entries and trial
balance

S P R E A D S H E E T

P-2
Journal entries and trial
balance

S P R E A D S H E E T

✓ 4. Total of Debit
column: $560,750
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The following business transactions were completed by Dodge City Realty
during August 2010:

Aug. 1 Purchased office supplies on account, $2,100.
2 Paid rent on office for month, $4,000.
3 Received cash from clients on account, $44,600.
5 Paid annual insurance premiums, $5,700.
9 Returned a portion of the office supplies purchased on August 1, re-

ceiving full credit for their cost, $400.
17 Paid advertising expense, $5,500.
23 Paid creditors on account, $4,950.
29 Paid miscellaneous expenses, $500.
30 Paid automobile expense (including rental charges for an automobile),

$1,500.
31 Discovered an error in computing a commission; received cash from the

salesperson for the overpayment, $1,000.
31 Paid salaries and commissions for the month, $27,800.
31 Recorded revenue earned and billed to clients during the month,

$83,000.
31 Purchased land for a future building site for $75,000, paying $10,000 in

cash and giving a note payable for the remainder.
31 Paid dividends, $5,000.
31 Rented land purchased on August 31 to a local university for use as a

parking lot during football season (September, October, and November);
received advance payment of $3,600.

Instructions
1. Record the August 1, 2010 balance of each account in the appropriate bal-

ance column of a T account, and write Balance to identify the opening
amounts.

2. Journalize the transactions for August in a two-column journal.

3. Post the journal entries to the T accounts, placing the date to the left of each
amount to identify the transaction. Determine the balances for all accounts
with more than one posting.

4. Prepare a trial balance of the ledger as of August 31, 2010.
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A P P E N D I X B

Process Cost Systems

A process manufacturer produces products that are indistinguishable from
each other, using a continuous production process. For example, an oil
refinery processes crude oil through a series of steps to produce a barrel of
gasoline. One barrel of gasoline, the product, cannot be distinguished
from another barrel. Other examples of process manufacturers include
paper producers, chemical processors, aluminum smelters, and food
processors.

The cost accounting system used by process manufacturers is called the
process cost system. A process cost system records product costs for each
manufacturing department or process.

In contrast, a job order manufacturer produces custom products for
customers or batches of similar products. For example, a custom printer
produces wedding invitations, graduation announcements, or other special
print items that are tailored to the specifications of each customer. Each
item manufactured is unique to itself. Other examples of job order
manufacturers include furniture manufacturers, shipbuilders, and home
builders.

As described and illustrated in Chapter 10, the cost accounting system
used by job order manufacturers is called the job order cost system. A job order
cost system records product costs for each job using job cost sheets.

Some examples of process and job order manufacturers are shown below.

Process Manufacturers Job Order Manufacturers

Company Product Company Product
Pepsi soft drinks Walt Disney movies
Alcoa aluminum Nike, Inc. athletic shoes
Intel computer chips Tiger Woods Design golf courses
Apple iPhone Heritage Log Homes log homes
Hershey Foods chocolate bars DDB Advertising Agency advertising

Comparing Job Order and Process
Cost Systems
Process and job order cost systems are similar in that each system:

1. Records and summarizes product costs.

2. Classifies product costs as direct materials, direct labor, and factory
overhead.

3. Allocates factory overhead costs to products.

4. Uses a perpetual inventory system for materials, work in process, and
finished goods.

5. Provides useful product cost information for decision making.

Process and job costing systems are different in several ways. As a basis
for illustrating these differences, the cost systems for Frozen Delight and
Legend Guitars are used.
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Exhibit 1 illustrates the process cost system for Frozen Delight, an ice
cream manufacturer. As a basis for comparison, Exhibit 1 also illustrates the
job order cost system for Legend Guitars, a custom guitar manufacturer.
Legend Guitars was described and illustrated in Chapter 10.

Exhibit 1 indicates that Frozen Delight manufactures ice cream using two
departments:

1. Mixing Department mixes the ingredients using large vats.

2. Packaging Department puts the ice cream into cartons for shipping to
customers.

Since each gallon of ice cream is similar, product costs are recorded in
each department’s work in process account. As shown in Exhibit 1, Frozen
Delight accumulates (records) the cost of making ice cream in work in process

Process Cost and Job Order Cost SystemsE X H I B I T 1
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accounts for the Mixing and Packaging departments. The product costs of
making a gallon of ice cream include:

1. Direct materials cost, which includes milk, cream, sugar, and packing car-
tons. All materials costs are added at the beginning of the process for
both the Mixing Department and the Packaging Department.

2. Direct labor cost, which is incurred by employees in each department who
run the equipment and load and unload product.

3. Factory overhead costs, which include the utility costs (power) and depre-
ciation on the equipment.

When the Mixing Department completes the mixing process, its product
costs are transferred to the Packaging Department. When the Packaging
Department completes its process, the product costs are transferred to Fin-
ished Goods. In this way, the cost of the product (a gallon of ice cream)
accumulates across the entire production process.

In contrast, Exhibit 1 shows that Legend Guitars accumulates (records)
product costs by jobs using a job cost sheet for each type of guitar. Thus,
Legend Guitars uses just one work in process account. As each job is com-
pleted, its product costs are transferred to Finished Goods.

In a job order cost system, the work in process at the end of the period is the
sum of the job cost sheets for partially completed jobs. In a process cost system,
the work in process at the end of the period is determined by allocating costs
between completed and partially completed units within each department.

Cost Flows for a Process Manufacturer
Exhibit 2 illustrates the physical flow of materials for Frozen Delight. Ice
cream is made in a manufacturing plant in a similar way as you would at
home, except on a larger scale.

In the Mixing Department, direct materials in the form of milk, cream,
and sugar are placed into a vat. An employee (direct labor) fills each vat, sets
the cooling temperature, and sets the mix speed. The vat is cooled
(refrigerated) as the direct materials are being mixed by agitators (paddles).
Factory overhead is incurred in the form of power to run the vat (electricity)
and vat (equipment) depreciation.

Physical Flows for a Process ManufacturerE X H I B I T 2

Materials costs can be as
high as 70% of the total
product costs for many
process manufacturers.
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In the Packaging Department, the ice cream is received from the Mixing
Department in a form ready for packaging. The Packaging Department uses
direct labor and factory overhead (conversion costs) to package the ice
cream into one-gallon containers (direct materials). The ice cream is then
transferred to finished goods where it is frozen and stored in refrigerators
prior to shipment to customers (stores).

The cost flows in a process cost accounting system are similar to the physical
flow of materials described above. The cost flows for Frozen Delight are
illustrated in Exhibit 3.

a. The cost of materials purchased is recorded in the materials account.

b. The cost of direct materials used by the Mixing and Packaging depart-
ments is recorded in the work in process accounts for each department.

c. The cost of direct labor used by the Mixing and Packaging departments is
recorded in work in process accounts for each department.

d. The cost of factory overhead incurred for indirect materials and other
factory overhead such as depreciation is recorded in the factory overhead
accounts for each department.

e. The factory overhead incurred in the Mixing and Packaging departments
is applied to the work in process accounts for each department.

f. The cost of units completed in the Mixing Department is transferred to
the Packaging Department.

Cost Flows for a Process Manufacturer—Frozen DelightE X H I B I T 3

a. The cost of materials purchased is recorded in the materials account.
b. The cost of direct materials used by the Mixing and Packaging departments is recorded in the work in process accounts for
     each department.
c. The cost of direct labor used by the Mixing and Packaging departments is recorded in work in process accounts for each department.
d. The cost of factory overhead incurred for indirect materials and other factory overhead such as depreciation is recorded in the factory
     overhead accounts for each department.
e. The factory overhead incurred in the Mixing and Packaging departments is applied to the work in process accounts for each department.
f. The cost of units completed in the Mixing Department is transferred to the Packaging Department.
g. The cost of units completed in the Packaging Department is transferred to Finished Goods.
h. The cost of units sold is transferred to Cost of Goods Sold.

Materials
Work in Process—Mixing 

Department

Direct labor
Direct materials
Factory overhead applied
Costs of units transferred
out

Work in Process—Packaging
Department Finished Goods

(c)
(b)
(e)
(f)

Purchased
Direct materials
Indirect materials

(a)
(b)
(d)

Direct labor
Direct materials
Costs of units transferred in
Factory overhead applied
Costs of units transferred out

(c)
(b)
(f)
(e)
(g)

Costs of units transferred in
Cost of goods sold

(g)
(h)

Cost of Goods Sold

Cost of goods sold(h)

Factory Overhead Costs Incurred

Indirect materials
Depreciation of equipment
Other overhead (utilities, indirect labor)

Factory Overhead—Packaging
Department

Factory overhead incurred
Factory overhead applied

(d)
(e)

Factory Overhead—Mixing
Department

Factory overhead incurred
Factory overhead applied

(d)
(e)
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g. The cost of units completed in the Packaging Department is transferred
to Finished Goods.

h. The cost of units sold is transferred to Cost of Goods Sold.

As shown in Exhibit 3, the Mixing and Packaging Departments have
separate factory overhead accounts. The factory overhead costs incurred for
indirect materials, depreciation, and other overhead are recorded as an
increase to each department’s factory overhead account. The overhead is
applied to work in process by increasing each department’s work in process
account and decreasing the department’s factory overhead account.

Exhibit 3 illustrates how the Mixing and Packaging departments have
separate work in process accounts. Each work in process account is increased
for the direct materials, direct labor, and applied factory overhead. In
addition, the work in process account for the Packaging Department is in-
creased for the cost of the units transferred in from the Mixing Department.
Each work in process account is decreased for the cost of the units trans-
ferred to the next department.

Lastly, Exhibit 3 shows that the finished goods account is increased for the
cost of the units transferred from the Packaging Department. The finished
goods account is decreased for the cost of the units sold, which is recorded
as an increase in to the cost of goods sold account.

Average Cost Method
A cost flow assumption must be used as product costs flow through manu-
facturing processes. In this appendix, the average cost flow method is illu-
strated for S&W Ice Cream Company (S&W).1

Determining Costs Using the Average Cost Method
S&W’s operations are similar to those of Frozen Delight. Like Frozen De-
light, S&W mixes direct materials (milk, cream, sugar) in refrigerated vessels
and has two manufacturing departments, Mixing and Packaging.

The manufacturing data for the Mixing Department for July 2010 are as
follows:

Work in process inventory, July 1, 5,000 gallons (70% completed) $ 6,200
Direct materials cost incurred in July, 60,000 gallons 66,000
Direct labor cost incurred in July 10,500
Factory overhead applied in July 6,405
Total production costs to account for $89,105

Cost of goods transferred to Packaging in July
(includes units in process on July 1), 62,000 gallons ?

Cost of work in process inventory, July 31, 3,000 gallons,
25% completed as to conversion costs ?

Using the average cost method, the objective is to allocate the total costs
of production of $89,105 to the following:

1. The 62,000 gallons completed and transferred to the Packaging
Department

2. The 3,000 gallons in the July 31 (ending) work in process inventory

1 The first-in, first-out and last-in, first-out cost flow assumptions are described and illustrated in advanced cost
accounting textbooks and courses.
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The preceding costs show two question marks. These amounts are de-
termined by preparing a cost of production report using the following four
steps:

Step 1. Determine the units to be assigned costs.

Step 2. Compute equivalent units of production.

Step 3. Determine the cost per equivalent unit.

Step 4. Allocate costs to transferred out and partially completed units.

Under the average cost method, all production costs (materials and con-
version costs) are combined for determining equivalent units and cost per
equivalent unit. To simplify, this approach is used in this appendix.

Step 1: Determine the Units to Be Assigned Costs
The first step is to determine the units to be assigned costs. A unit can be any
measure of completed production, such as tons, gallons, pounds, barrels, or
cases. For S&W, a unit is a gallon of ice cream.

S&W’s Mixing Department had 65,000 gallons of direct materials to ac-
count for during July, as shown here.

Total gallons to account for:
Work in process, July 5,000 gallons
Received from materials storeroom 60,000

Total units to account for by the Packaging Department 65,000 gallons

There are two groups of units to be assigned costs for the period.

Group 1 Units completed and transferred out
Group 2 Units in the July 31 (ending) work in process inventory

During July, the Mixing Department completed and transferred 62,000
gallons to the Packaging Department. Of the 60,000 gallons started in July,
57,000 (60,000 – 3,000) gallons were completed and transferred to the
Packaging Department. Thus, the ending work in process inventory consists
of 3,000 gallons.

The total units (gallons) to be assigned costs for S&W can be summarized
as follows:

Group 1 Units transferred out to the Packaging Department in July 62,000 gallons
Group 2 Work in process inventory, July 31 3,000

Total gallons to be assigned costs 65,000 gallons

The total units (gallons) to be assigned costs (65,000 gallons) equal the
total units to account for (65,000 gallons).

Step 2: Compute Equivalent Units of Production
S&W has 3,000 gallons of whole units in the work in process inventory for the
Mixing Department on July 31. Since these units are 25% complete, the
number of equivalent units in process in the Mixing Department on July 31
is 750 gallons (3,000 gallons � 25%). Since the units transferred to the
Packaging Department have been completed, the whole units (62,000
gallons) transferred are the same as the equivalent units transferred.
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The total equivalent units of production for the Mixing Department are
determined by adding the equivalent units in the ending work in process
inventory to the units transferred and completed during the period as shown
below.

Equivalent units completed and transferred to the
Packaging Department during July 62,000 gallons

Equivalent units in ending work in process, July 31 750
Total equivalent units 62,750 gallons

Step 3: Determine the Cost per Equivalent Unit
Since materials and conversion costs are combined under the average cost
method, the cost per equivalent unit is determined by dividing the total
production costs by the total equivalent units of production as follows:

Cost per Equivalent Unit ¼ Total Production Costs
Total Equivalent Units

Cost per Equivalent Unit ¼ Total Production Costs
Total Equivalent Units

¼ $89,105
62,750 gallons

¼ $1.42

The cost per equivalent unit shown above is used in Step 4 to allocate the
production costs to the completed and partially completed units.

Step 4: Allocate Costs to Transferred Out and Partially
Completed Units
The cost of transferred and partially completed units is determined by
multiplying the cost per equivalent unit times the equivalent units of pro-
duction. For the Mixing Department, these costs are determined as follows:

Group 1 Transferred out to the Packaging Department (62,000 gallons � $1.42) $88,040
Group 2 Work in process inventory, July 31 (3,000 gallons � 25% � $1.42) 1,065

Total production costs assigned $89,105

The Cost of Production Report
The July cost of production report for S&W’s Mixing Department is shown in
Exhibit 4. This cost of production report summarizes the following:

1. The units for which the department is accountable and the disposition of
those units

2. The production costs incurred by the department and the allocation of
those costs between completed and partially completed units

Cost Flows for a Process Cost System
Exhibit 5 on page 673 shows the flow of costs for each transaction. Note that
the highlighted amounts in Exhibit 5 were determined from assigning the
costs charged to production in the Mixing Department. These amounts were
computed and are shown at the bottom of the cost of production report for
the department in Exhibit 4. Likewise, the amount transferred out of the
Packaging Department to Finished Goods would have also been determined
from a cost of production report for the Packaging Department.
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Using the Cost of Production Report
for Decision Making
The cost of production report is often used by managers for decisions in-
volving the control and improvement of operations. To illustrate, cost of
production reports for Holland Beverage Company are used. Finally, the
computation and use of yield is discussed.

Holland Beverage Company
A cost of production report may be prepared in greater detail than shown in
Exhibit 4. This greater detail can help managers isolate problems and seek
opportunities for improvement.

To illustrate, the Blending Department of Holland Beverage Company
prepared cost of production reports for April and May. To simplify, assume
that the Blending Department had no beginning or ending work in process
inventory in either month. In other words, all units started were completed

Cost of Production Report for S&W’s Mixing Department—Average CostE X H I B I T 4

Units to account for during production:
Work in process inventory, July 1
Received from materials storeroom 
Total units accounted for by the Mixing Department

Units to be assigned costs:
Transferred to Packaging Department in July
Inventory in process, July 31 (25% completed)
Total units to be assigned costs

COSTS

Cost per equivalent unit:
Total production costs for July in Mixing Department
Total equivalent units (from Step 2 above)
Cost per equivalent unit

Costs assigned to production:
Inventory in process, July 1
Direct materials, direct labor, and factory overhead incurred in July
Total costs accounted for by the Mixing Department

Costs allocated to completed and partially completed units:
Transferred to Packaging Department in July (62,000 gallons � $1.42)
Inventory in process, July 31 (3,000 gallons � 25% � $1.42) 
Total costs assigned by the Mixing Department

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34

S&W Ice Cream Company
Cost of Production Report—Mixing Department

For the Month Ended July 31, 2010

Whole Units
UNITS

Equivalent Units
of Production

5,000
60,000
65,000

62,000
3,000

65,000

62,000
750

62,750

$89,105
�62,750
$    1.42

$  6,200
82,905

$89,105

$88,040
1,065

$89,105

A B C

Step 2
Step 1

Step 3

Step 4
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in each month. The cost of production reports for April and May in the
Blending Department are as follows:

Direct materials
Direct labor
Energy
Repairs
Tank cleaning
Total
Units completed
Cost per unit

1
2
3
4
5
6
7
8
9

10
11
12
13

Cost of Production Reports
Holland Beverage Company—Blending Department
For the Months Ended April 30 and May 31, 2010

April May

$  20,000
15,000

8,000
4,000
3,000

$  50,000
�100,000
$      0.50

$  40,600
29,400
20,000

8,000
8,000

$106,000
�200,000
$      0.53

A B C D

The May results indicate that total unit costs have increased from $0.50 to
$0.53, or 6% from April. To determine the possible causes for this increase,
the cost of production report is restated in per-unit terms by dividing the
costs by the number of units completed, as shown below.

Direct materials
Direct labor
Energy
Repairs
Tank cleaning
Total

1
2
3
4
5
6
7
8
9

10

Blending Department
Per-Unit Expense Comparisons

April May % Change
$0.200

0.150
0.080
0.040
0.030

$0.500

$0.203
0.147
0.100
0.040
0.040

$0.530

1.50%
�2.00%
25.00%

0.00%
33.33%

6.00%

A B C D

S&W’s Cost FlowsE X H I B I T 5

Materials

July 1 Bal.
a. Purchases
b. Requisitions    −81,125

Factory Overhead—Mixing

b. Indirect materials
d. Depreciation
e.  Applied

4,125
3,350

−6,405

Factory Overhead—Packaging

b. Indirect materials
d. Depreciation
e.  Applied

3,000
1,000

−3,500

Work in Process—Mixing

 July 1
 Inventory
b. Materials
c. Labor
e. Overhead applied
f.  Transferred out

6,200
66,000

 10,500
 6,405

−88,040

Work in Process—Packaging

July 1
Inventory
b.materials
c. Labor
e. Overhead applied
f.  Transferred in
g.  Transferred out

3,750
8,000

 12,000
 3,500
88,040

−106,600

Finished Goods

July 1
Inventory
g.  Transferred in
h.  Cost of goods sold

   5,000
106,000

−107,000

0
88,000
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Both energy and tank cleaning per-unit costs have increased significantly
in May. These increases should be further investigated. For example, the
increase in energy may be due to the machines losing fuel efficiency. This
could lead management to repair the machines. The tank cleaning costs
could be investigated in a similar fashion.

Yield
In addition to unit costs, managers of process manufacturers are also con-
cerned about yield. The yield is computed as follows:

Yield ¼ Quantity of Material Output
Quantity of Material Input

To illustrate, assume that 1,000 pounds of sugar entered the Packaging
Department, and 980 pounds of sugar were packed. The yield is 98% as
computed below.

Yield ¼ Quantity of Material Output
Quantity of Material Input

¼ 980 pounds
1,000 pounds

¼ 98%

Thus, 2% (100% – 98%) or 20 pounds of sugar was lost or spilled during
the packing process. Managers can investigate significant changes in yield
over time or significant differences in yield from industry standards.

Exercises

The Hershey Foods Company manufactures chocolate confectionery products.
The three largest raw materials are cocoa beans, sugar, and dehydrated milk.
These raw materials first go into the Blending Department. The blended
product is then sent to the Molding Department, where the bars of candy are
formed. The candy is then sent to the Packing Department, where the bars
are wrapped and boxed. The boxed candy is then sent to the distribution
center, where it is eventually sold to food brokers and retailers.

Show the accounts increased and decreased for each of the following
business events:

a. Materials used by the Blending Department
b. Transfer of blended product to the Molding Department
c. Transfer of chocolate to the Packing Department
d. Transfer of boxed chocolate to the distribution center
e. Sale of boxed chocolate

Alcoa Inc. is the world’s largest producer of aluminum products. One prod-
uct that Alcoa manufactures is aluminum sheet products for the aerospace
industry. The entire output of the Smelting Department is transferred to the
Rolling Department. Part of the fully processed goods from the Rolling De-
partment are sold as rolled sheet, and the remainder of the goods are
transferred to the Converting Department for further processing into
sheared sheet.

E1
Entries for materials cost flows
in a process cost system

E2
Flowchart of accounts related
to service and processing
departments
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Prepare a chart of the flow of costs from the processing department accounts
into the finished goods accounts and then into the cost of goods sold account.
The relevant accounts are as follows:

Cost of Goods Sold Finished Goods—Rolled Sheet
Materials Finished Goods—Sheared Sheet
Factory Overhead—Smelting Department Work in Process—Smelting Department
Factory Overhead—Rolling Department Work in Process—Rolling Department
Factory Overhead—Converting Department Work in Process—Converting Department

The Converting Department of Osaka Napkin Company uses the average cost
method and had 2,000 units in work in process that were 60% complete at the
beginning of the period. During the period, 25,200 units were completed and
transferred to the Packing Department. There were 1,100 units in process that
were 30% complete at the end of the period.

a. Determine the number of whole units to be accounted for and to be assigned
costs for the period.

b. Determine the number of equivalent units of production for the period.

Units of production data for the two departments of Atlantic Cable and Wire
Company for August of the current fiscal year are as follows:

Drawing Department Winding Department

Work in process, August 1 2,100 units,
50% completed

2,000 units,
30% completed

Completed and transferred to
next processing department
during August 90,000 units 89,200 units

Work in process, August 31 2,500 units,
55% completed

2,800 units,
25% completed

Each department uses the average cost method.

a. Determine the number of whole units to be accounted for and to be assigned
costs and the equivalent units of production for the Drawing Department.

b. Determine the number of whole units to be accounted for and to be assigned
costs and the equivalent units of production for the Winding Department.

The following information concerns production in the Finishing Department
for March. The Finishing Department uses the average cost method.

ACCOUNT Work in Process—Finishing Department

Date Item

Mar. 1 Bal., 15,000 units, 40% completed 24,600
31 Direct materials, 144,000 units 345,000
31 Direct labor 163,200
31 Factory overhead 86,700
31 Goods transferred, 142,500 units �578,550
31 Bal., ? units, 60% completed 40,950

E3
Equivalent units of production

✓ a. 26,300

E4
Equivalent units of production

✓ a. 92,500 units to be
accounted for

E5
Equivalent units of production

✓ a. 16,500

Process Cost Systems 675



a. Determine the number of units in work in process inventory at the end of the
month.

b. Determine the number of whole units to be accounted for and to be assigned
costs and the equivalent units of production for March.

The charges to Work in Process—Baking Department for a period as well as
information concerning production are as follows. The Baking Department uses
the average cost method, and all direct materials are placed in process during
production.

Work in Process—Baking Department

Bal., 8,000 units, 70% completed 12,900
Direct materials, 82,300 units 161,000
Direct labor 91,800
Factory overhead 81,780
To Finished Goods, 85,400 units ?
Bal., 4,900 units,30% completed ?

Determine the following:

a. The number of whole units to be accounted for and to be assigned costs
b. The number of equivalent units of production
c. The cost per equivalent unit
d. The cost of the units transferred to Finished Goods
e. The cost of ending Work in Process

The following information concerns production in the Forging Department for
June.The Forging Department uses the average cost method.

ACCOUNT Work in Process—Forging Department

Date Item
June 1 Bal., 2,000 units, 40% completed 9,120

30 Direct materials, 46,200 units 324,800
30 Direct labor 137,045
30 Factory overhead 75,400
30 Goods transferred, 45,900 units ?
30 Bal., 2,300 units, 70% completed ?

a. Determine the cost per equivalent unit.
b. Determine the cost of the units transferred to Finished Goods.
c. Determine the cost of ending Work in Process.

The increases to Work in Process—Roasting Department for Boston Coffee
Company for December 2010 as well as information concerning production are
as follows:

Work in process, December 1, 1,500 pounds, 40% completed $ 3,600
Coffee beans added during December, 92,500 pounds 391,420
Conversion costs during December 167,900
Work in process, December 31, 900 pounds, 80% completed —
Goods finished during December, 93,100 pounds —

Prepare a cost of production report, using the average cost method.

E6
Equivalent units of production
and related costs

S P R E A D S H E E T

✓ b. 86,870 units

E7
Cost per equivalent unit

✓ a. $11.50

E8
Cost of production report

S P R E A D S H E E T

✓ Cost per equivalent
unit, $6.00
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Prepare a cost of production report for the Cutting Department of Chota Carpet
Company for October 2010. Use the average cost method with the following
data:

Work in process, October 1, 9,000 units, 75% completed $ 75,000
Materials added during October from Weaving Department,

105,000 units 807,750
Direct labor for October 175,200
Factory overhead for October 92,100
Goods finished during October (includes goods in process,

October 1), 103,500 units —
Work in process, October 31, 10,500 units, 10% completed —

Oasis Bottling Company bottles popular beverages in the Bottling Department.
The beverages are produced by blending concentrate with water and sugar. The
concentrate is purchased from a concentrate producer. The concentrate pro-
ducer sets higher prices for the more popular concentrate flavors. Below is a
simplified Bottling Department cost of production report separating the costs of
bottling the four flavors.

Concentrate
Water
Sugar
Bottles
Flavor changeover
Conversion cost
Total cost transferred to finished goods
Number of cases

1
2
3
4
5
6
7
8
9

10

Orange Cola Root BeerLemon-Lime
$  6,650

2,100
3,500
7,700
3,500
2,625

$26,075
3,500

$135,000
36,000
60,000

132,000
6,000

24,000
$393,000

60,000

$  99,000
27,000
45,000
99,000

4,500
18,000

$292,500
45,000

$  3,600
1,200
2,000
4,400
5,000
1,500

$17,700
2,000

A B C D E

Beginning and ending work in process inventories are negligible, so they are
omitted from the cost of production report. The flavor changeover cost re-
presents the cost of cleaning the bottling machines between production runs of
different flavors.

Prepare a memo to the production manager analyzing this comparative cost
information. In your memo, provide recommendations for further action, along
with supporting schedules showing the total cost per case and the cost per case
by cost element.

Instant Memories Inc. produces photographic paper for printing digital images.
One of the processes for this operation is a coating (solvent spreading) opera-
tion, where chemicals are coated onto paper stock. There has been some con-
cern about the cost performance of this operation. As a result, you have begun
an investigation. You first discover that all materials and conversion prices have
been stable for the last six months. Thus, increases in prices for inputs are not an
explanation for increasing costs. However, you have discovered three possible
problems from some of the operating personnel whose quotes follow:

Operator 1: “I’ve been keeping an eye on my operating room instruments. I feel
as though our energy consumption is becoming less efficient.”

E9
Cost of production report

S P R E A D S H E E T

✓ Cost per equivalent
unit, $11.00

E10
Decision making

S P R E A D S H E E T

E11
Decision making

S P R E A D S H E E T
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Operator 2: “Every time the coating machine goes down, we produce waste on
shutdown and subsequent startup. It seems like during the last half year we have
had more unscheduled machine shutdowns than in the past. Thus, I feel as
though our yields must be dropping.”

Operator 3: “My sense is that our coating costs are going up. It seems to me like
we are spreading a thicker coating than we should. Perhaps the coating machine
needs to be recalibrated.”

The Coating Department had no beginning or ending inventories for any
month during the study period. The following data from the cost of production
report are made available:

Paper stock
Coating
Conversion cost (incl. energy)
Pounds input to the process
Pounds transferred out

1
2
3
4
5
6
7

January February AprilMarch
$72,960
$16,416
$36,480

95,000
91,200

$69,120
$17,280
$34,560

90,000
86,400

$ 76,800
$ 21,120
$ 38,400
100,000

96,000

$69,120
$21,600
$34,560

90,000
86,400

JuneMay
$65,280
$21,216
$32,640

85,000
81,600

$61,440
$23,040
$30,720

80,000
76,800

A B C D E F G

a. Prepare a table showing the paper cost per output pound, coating cost per
output pound, conversion cost per output pound, and yield for each month.

b. Interpret your table results.

Problems

Olde Stone Mill Flour Company manufactures flour by a series of three pro-
cesses, beginning in the Milling Department. From the Milling Department, the
materials pass through the Sifting and Packaging departments, emerging as
packaged refined flour.

The balance in the account Work in Process—Sifting Department was as fol-
lows on December 1, 2010:

Work in Process—Sifting Department (1,200 units, 75% completed) $4,500

The following costs were charged to Work in Process—Sifting Department
during December:

Direct materials transferred from Milling Department: 14,500 units $51,400
Direct labor 14,350
Factory overhead 7,125

During December, 14,800 units of flour were completed. The balance of Work
in Process—Sifting Department on December 31 was 900 units, 75% completed.

P1
Equivalent units and related
costs; cost of production
report: average cost method

S P R E A D S H E E T

✓ Transferred to
Packaging Dept.,
$74,000
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Instructions
Prepare a cost of production report for the Sifting Department for December,
using the average cost method.

Starburst Coffee Company roasts and packs coffee beans. The process begins in
the Roasting Department. From the Roasting Department, the coffee beans are
transferred to the Packaging Department.

On January 1, 2010, the balance of the account Work in Process - Roasting
Department was as follows:

Work in Process – Roasting Department (9,400 units, 80% completed) $37,600

The account Work in Process - Roasting Department was increased during
January by the following costs:

Direct materials (65,200 units) $135,600
Direct labor 109,152
Factory overhead 67,900

During January, 66,800 units were completed and transferred to the Packa-
ging Department. As of January 31, 2010 there were 7,800 units, 60% complete
in the Roasting Department.

Instructions
Prepare a cost of production report for the Roasting Department, using the
average cost method.

P2
Cost of production report:
average cost method

S P R E A D S H E E T

✓ Cost per equivalent
unit, $4.90
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G L O S S A R Y

A
Accelerated depreciation method A
depreciation method that provides for
a higher depreciation amount in the
first year of the asset’s use, followed by
a gradually declining amount of
depreciation.

Account A record in which increases
and decreases in a financial statement
element are recorded.

Account form The form of balance
sheet presented with assets on the left-
hand side and the liabilities and
stockholders’ equity on the right-hand
side.

Accounting An information system that
provides reports to stakeholders about
the economic activities and condition
of a business.

Accounting cycle The process that
begins with the analysis of transactions
and ends with the preparation of the
accounting records for the next
accounting period.

Accounting equation Assets =
Liabilities + Stockholders’ Equity

Accounting period concept An
accounting concept in which
accounting data are recorded and
summarized by periods.

Accounts payable Liabilities for
amounts incurred from purchases of
products or services in the normal
operations of a business.

Accounts receivable Receivables
created by selling merchandise or
services on credit.

Accounts receivable analysis Analysis of
a company’s ability to collect its
accounts receivable.

Accounts receivable turnover The
relationship between net sales and
accounts receivable computed by
dividing the net sales by the average net
accounts receivable; measures how
frequently during the year the
accounts receivable are being
converted to cash.

Accrual basis of accounting A system of
accounting in which revenue is recorded
as it is earned and expenses are recorded
when they generate revenue.

Accruals Recognition of revenue when
earned or expenses when incurred
regardless of when cash is received or
disbursed.

Accrued assets Revenues that have
been earned at the end of an
accounting period but have not been
recorded in the accounts; sometimes
called accrued revenues.

Accrued expenses Expenses that have
been incurred at the end of an
accounting period but have not been
recorded in the accounts; sometimes
called accrued liabilities.

Accrued liabilities Expenses that have
been incurred at the end of an
accounting period but have not been
recorded in the accounts; sometimes
called accrued expenses.

Accrued revenues Revenues that have
been earned at the end of an
accounting period but have not been
recorded in the accounts; sometimes
called accrued revenues.

Accumulated depreciation An
offsetting or contra asset account used
to record depreciation on a fixed asset.

Activity base (driver) A measure of
activity that is related to changes in cost
and is used in the denominator in
calculating the predetermined factory
overhead rate to assign factory
overhead costs to cost objects.

Activity cost pools Cost accumulations
that are associated with a given activity,
such as machine usage, inspections,
moving, and production setups.

Activity-based costing (ABC) An
accounting framework based on
determining the cost of activities and
allocating these costs to products using
activity rates.

Adequate disclosure concept An
accounting concept that requires
financial statements to include all
relevant data a reader needs to
understand the financial condition
and performance of a business.

Adjustment process A process required
by the accrual basis of accounting in
which the accounts are updated prior
to preparing financial statements.

Administrative expenses Expenses
incurred in the administration or
general operations of the business.

Aging the receivables The process of
analyzing the accounts receivable and
classifying them according to various
age groupings, with the due date being
the base point for determining age.

Allowance for doubtful accounts The
contra asset account for accounts
receivable.

Allowance method The method of
accounting for uncollectible accounts
that provides an expense for
uncollectible receivables in advance of
their write-off.

Amortization The periodic transfer of
the cost of an intangible asset to
expense.

Annuity A series of equal cash flows at
fixed intervals.

Assets The resources owned by a
business.

Average inventory cost flow method
The method of inventory costing that is
based upon the assumption that costs
should be charged against revenue by
using the weighted average unit cost of
the items sold.

Average rate of return A method of
evaluating capital investment proposals
that focuses on the expected
profitability of the investment.

B
Bad debt expense The operating
expense incurred because of the failure
to collect receivables.

Balance sheet A list of the assets,
liabilities, and owner’s equity as of a
specific date, usually at the close of the
last day of a month or a year.

Balanced scorecard A performance
evaluation approach that incorporates
multiple performance dimensions by
combining financial and nonfinancial
measures.

Bank reconciliation The analysis that
details the items responsible for the
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difference between the cash balance
reported in the bank statement and the
cash balance in the ledger.

Bank statement A summary of all
transactions mailed to the depositor
by the bank each month.

Bond A form of interest-bearing note
used by corporations to borrow on a
long-term basis.

Bond indenture The contract between
a corporation issuing bonds and the
bondholders.

Bonds payable A type of long-term
debt financing with interest that is
normally paid semiannually.

Book inventory The amount of
inventory recorded in the accounting
records.

Book value The cost of a fixed asset
minus accumulated depreciation on
the asset.

Bottleneck A condition that occurs
when product demand exceeds
product capacity.

Break-even point The level of business
operations at which revenues and
expired costs are equal.

Budget An accounting device used to
plan and control resources of
operational departments and divisions.

Budget performance report A report
comparing actual results with budget
figures.

Budgetary slack Excess resources set
within a budget to provide for
uncertain events.

Budgeted variable factory overhead
The standard variable overhead for the
actual units produced.

Business An organization in which
basic resources (inputs), such as
materials and labor, are assembled and
processed to provide goods and services
(outputs) to customers.

Business entity concept An accounting
concept that limits the economic data
in the accounting system of a specific
business or entity to data related
directly to the activities of that business
or entity.

Business stakeholder A person or
entity that has an interest in the
economic performance of a business.

C
Capital expenditures The costs of
acquiring fixed assets, adding a
component, or replacing a component
of fixed assets.

Capital expenditures budget The
budget summarizing future plans for
acquiring plant facilities and
equipment.

Capital investment analysis The
process by which management plans,
evaluates, and controls long-term
capital investments involving fixed
assets.

Capital rationing The process by which
management allocates available
investment funds among competing
capital investment proposals.

Capital stock The portion of a
corporation’s stockholders’ equity
contributed by investors (owners) in
exchange for shares of stock.

Cash Coins, currency (paper money),
checks, money orders, and money on
deposit available for unrestricted
withdrawal from banks and other
financial institutions.

Cash basis of accounting A system of
accounting in which only transactions
involving increases or decreases of the
entity’s cash are recorded.

Cash budget A budget of estimated
cash receipts and payments.

Cash dividend A cash distribution of
earnings by a corporation to its
shareholders.

Cash equivalents Highly liquid
investments that are usually reported
with cash on the balance sheet.

Cash payback period The expected
period of time that will elapse between
the date of a capital expenditure and
the complete recovery in cash (or
equivalent) of the amount invested.

Cash short and over The account used
to record the difference between the
amount of cash in a cash register and
the amount of cash that should be on
hand according to the records.

Classified balance sheet A balance
sheet prepared with various sections,
subsections, and captions that aid in its
interpretation and analysis.

Common stock The basic type of stock
issued to stockholders of a corporation
when a corporation has issued only one
class of stock.

Common-sized statement A financial
statement in which all items are
expressed only in relative terms.

Compensating balance A requirement
by some banks requiring depositors to
maintain minimum cash balances in
their bank accounts.

Contingent liabilities Potential
liabilities if certain events occur in the
future.

Continuous budgeting A method of
budgeting that provides for
maintaining a 12-month projection
into the future.

Contract rate The periodic interest to
be paid on the bonds that is identified
in the bond indenture; expressed as a
percentage of the face amount of the
bond.

Contribution margin Sales less variable
cost of goods sold and variable selling
and administrative expenses.

Contribution margin ratio The
percentage of each sales dollar that is
available to cover the fixed costs and
provide income from operations.

Control environment The overall
attitude of management and employees
about the importance of controls.

Controllable expenses Costs that can
be influenced by the decisions of a
manager of a cost, profit, or investment
center.

Controllable revenues Revenues that
can be influenced by the decisions of a
manager of a profit or investment
center.

Controllable variance The difference
between the actual amount of
variable factory overhead cost
incurred and the amount of variable
factory overhead budgeted for the
standard product.

Controlling account The account in
the general ledger that summarizes the
balances of the accounts in the
subsidiary ledger.

Conversion costs The combination
of direct labor and factory overhead
costs.
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Copyright An exclusive right to publish
and sell a literary, artistic, or musical
composition.

Corporation A business organized
under state or federal statutes as a
separate legal entity.

Cost A payment of cash (or a
commitment to pay cash in the future)
for the purpose of generating revenues.

Cost accounting system A system used
to accumulate manufacturing costs for
decision-making and financial
reporting purposes.

Cost allocation The process of
assigning indirect costs to a cost object,
such as a job.

Cost behavior The manner in which a
cost changes in relation to its activity
base (driver).

Cost center A decentralized unit in
which the department or division
manager has responsibility for the
control of costs incurred and the
authority to make decisions that affect
these costs.

Cost concept An accounting concept
that determines the amount initially
entered into the accounting records for
purchases.

Cost of goods sold The cost of
products sold; may also be referred to
as cost of merchandise sold or cost
of sales.

Cost of goods sold budget A budget of
the estimated direct materials, direct
labor, and factory overhead consumed
by sold products.

Cost of merchandise purchased The
cost of merchandise purchased during
a period computed as purchases less
purchases returns and allowances, less
purchases discounts, plus freight in.

Cost of merchandise sold The cost of
products sold; may also be referred to
as cost of sales or cost of goods sold.

Cost of sales The cost of products sold;
may also be referred to as cost of
merchandise sold or cost of goods sold.

Cost price approach An approach to
transfer pricing that uses cost as the
basis for setting the transfer price.

Cost variance The difference between
the actual cost and the standard cost at
actual volumes.

Cost-volume-profit analysis The
systematic examination of the
relationships among costs, expenses,
sales, and operating profit or loss.

Cost-volume-profit chart A chart used
to assist management in understanding
the relationships among costs,
expenses, sales, and operating profit or
loss.

Credit memorandum A form used by
a seller to inform the buyer of the
amount the seller proposes to decrease
the account receivable due from the
buyer.

Credit period The amount of time the
buyer is allowed in which to pay the
seller.

Credit terms Terms for payment on
account by the buyer to the seller.

Currency exchange rate The rate at
which currency in another country can
be exchanged for local currency.

Current assets Cash and other assets
that are expected to be converted to
cash or sold or used up through the
normal operations of the business
within 1 year or less.

Current liabilities Liabilities that will
be due within a short time (usually 1
year or less) and that are to be paid out
of current assets.

Current position analysis Analysis of a
company’s ability to pay its current
liabilities.

Current ratio A financial ratio that is
computed by dividing current assets
by current liabilities.

Currently attainable standards
Standards that represent levels of
operation that can be attained with
reasonable effort.

D
Debit memorandum A form used by
a buyer to inform the seller of the
amount the buyer proposes to decrease
the account payable due the seller.

Deferrals Delayed recordings of
expenses or revenues.

Deferred expenses Items that are
initially recorded as assets but are
expected to become expenses over time
or through the normal operations of

the business; sometimes called prepaid
expenses.

Deferred revenues Items that are
initially recorded as liabilities but are
expected to become revenues over time
or through the normal operations of
the business; sometimes called
unearned revenues.

Depletion The process of transferring
the cost of natural resources to an
expense account.

Depreciation The systematic periodic
transfer of the cost of a fixed asset to an
expense account during its expected
useful life.

Differential analysis The area of
accounting concerned with the effect
of alternative courses of action on
revenues and costs.

Differential cost The amount of
increase or decrease in cost expected
from a particular course of action
compared with an alternative.

Differential income (or loss) The
difference between differential revenue
and differential cost.

Differential revenue The amount of
increase or decrease in revenue
expected from a particular course of
action as compared with an alternative.

Direct labor cost Wages of factory
workers who are directly involved in
converting materials into a finished
product.

Direct labor cost budget A budget that
estimates the direct labor hours and
related costs needed to support
budgeted production.

Direct labor rate variance The cost
associated with the difference between
the standard rate and the actual rate
paid for direct labor used in producing
a commodity.

Direct labor time variance The cost
associated with the difference between
the standard hours and the actual
hours of direct labor spent producing a
commodity.

Direct materials cost The cost of
materials that are an integral part of the
finished product.

Direct materials price budget The cost
associated with the difference between
the standard price and the actual price
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of direct materials used in producing a
commodity.

Direct materials price variance The
difference between the actual price and
standard price times the actual
quantity.

Direct materials purchases budget A
budget that uses the production budget
as a starting point.

Direct materials quantity variance The
cost associated with the difference
between the standard quantity and the
actual quantity of direct materials used
in producing a commodity.

Direct write-off method The method
of accounting for uncollectible
accounts that recognizes the expense
only when accounts are judged to be
worthless.

Discount on bonds payable The excess
of the face amount of bonds over their
issue price.

Dividend yield A ratio, computed by
dividing the annual dividends paid per
share of common stock by the market
price per share at a specific date, which
indicates the rate of return to
stockholders in terms of cash dividend
distributions.

Dividends Distributions of the earnings
of a corporation to its stockholders.

Dividends per share Measures the
extent to which earnings are being
distributed to common shareholders.

Double-declining balance method A
method of depreciation that provides
periodic depreciation expense based
on the declining book value of a fixed
asset over its estimated life.

DuPont formula An expanded
expression of return on investment
determined by multiplying the profit
margin by the investment turnover.

E
Earnings per share (EPS) A measure of
profitability computed by dividing net
income, reduced by preferred
dividends, by the number of shares
outstanding.

Earnings per share (EPS) on common
stock Net income per share of
common stock outstanding during a
period.

Electronic data interchange (EDI) An
information technology that allows
different business organizations to use
computers to communicate orders,
relay information, and make or receive
payments.

Electronic funds transfer (EFT) A
system in which computers rather than
paper (money, checks, etc.) are used to
effect cash transactions.

Elements of internal control The
control environment, risk assessment,
control activities, information and
communication, and monitoring.

Employee fraud The intentional act of
deceiving an employer for personal
gain.

Employee involvement A philosophy
that grants employees the responsibility
and authority to make their own
decisions about their operations.

Enterprise resource planning A system
used to plan and control internal and
supply chain operations.

Expenses Costs used to earn
(generate) revenues.

Extraordinary item An event or
transaction reported on the income
statement that is (1) unusual in nature
and (2) infrequent in occurrence.

F
Factory overhead cost All of the costs
of operating the factory except for
direct materials and direct labor.

Factory overhead cost budget A budget
that estimates the cost for each item of
factory overhead needed to support
budgeted production.

Factory overhead cost variance report
Reports budgeted and actual costs for
variable and fixed factory overhead for
each cost element along with the
related controllable and volume
variances.

Favorable cost variance Actual cost is
less than standard cost.

Fees earned Revenues received from
providing services.

Financial accounting The branch of
accounting that is associated with
preparing reports for users external to
the business.

Financial Accounting Standards Board
(FASB) The authoritative body that has
the primary responsibility for
developing accounting principles.

Financial accounting system A system
that includes (1) a set of rules for
determining what, when, and the
amount that should be recorded for an
economic event; (2) a framework for
facilitating preparing financial
statements; and, (3) one or more
controls to determine whether errors
could have arisen in the recording
process.

Financial statements Financial reports
that summarize the effects of events on
a business.

Financing activities Business activities
that involve obtaining funds to begin
and operate a business.

Finished goods inventory The cost of
finished products on hand that have
not been sold.

Finished goods ledger The subsidiary
ledger that contains the individual
accounts for each kind of commodity
or product produced.

First-in, first-out (FIFO) inventory
method A method of inventory costing
based on the assumption that the costs
of merchandise sold should be charged
against revenue in the order in which
the costs were incurred.

Fixed assets Long-lived or relatively
permanent tangible assets that are used
in the normal business operations;
sometimes called plant assets.

Fixed costs Costs that tend to remain
the same in amount, regardless of
variations in the level of activity.

Flexible budget A budget that adjusts
for varying rates of activity.

FOB (free on board) destination
Freight terms in which the seller pays
the transportation costs from the
shipping point to the final destination.

FOB (free on board) shipping point
Freight terms in which the buyer pays
the transportation costs from the
shipping point to the final destination.

Freight in Freight costs incurred in
obtaining merchandise.

Fringe benefits Benefits provided to
employees in addition to wages and
salaries.
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G
General expenses Expenses incurred
in the administration or general
operations of the business; sometimes
called administrative expenses.

Generally accepted accounting
principles (GAAP) Rules for the way
financial statements should be
prepared.

Goal conflict Situation when
individual self-interest differs from
business objectives.

Going concern concept An accounting
concept that assumes a business will
continue operating for an indefinite
period of time.

Goodwill An intangible asset of a
business that is created from
favorable factors such as location,
product quality, reputation, and
managerial skill, as verified from a
merger transaction.

Gross pay The total earnings of an
employee for a payroll period.

Gross profit Sales minus the cost of
merchandise sold.

H
High-low method A technique that
uses the highest and lowest total cost as
a basis for estimating the variable cost
per unit and the fixed cost component
of a mixed cost.

Horizontal analysis Financial analysis
that compares an item in a current
statement with the same item in prior
statements.

I
Ideal standards Standards that can be
achieved only under perfect operating
conditions, such as no idle time, no
machine breakdowns, and no materials
spoilage; also called theoretical
standards.

Income from operations The excess of
gross profit over total operating
expenses. Sometimes called operating
income.

Income statement A summary of the
revenue and expenses for a specific

period of time, such as a month or a
year.

Indirect method A method of
preparing the statement of cash flows
that reconciles net income with net
cash flows from operating activities.

Inflation A period when prices in
general are rising and the purchasing
power of money is declining.

Intangible assets Long-lived assets that
are useful in the operations of a
business, are not held for sale, and are
without physical qualities.

Interest payable A liability to pay
interest on a due date.

Internal control The policies and
procedures used to safeguard assets,
ensure accurate business information,
and ensure compliance with laws and
regulations.

Internal rate of return method A
method of analyzing proposed capital
investments that focuses on using
present value concepts to compute the
rate of return from the net cash flows
expected from the investment.

International Accounting Standards
Board An authoritative body that
establishes accounting principles and
practices for companies outside of the
United States.

Inventory analysis A company’s ability
to manage its inventory effectively.

Inventory shortage The amount by
which the merchandise for sale, as
indicated by the balance of the
merchandise inventory account, is
larger than the total amount of
merchandise counted during the
physical inventory. Sometimes called
inventory shrinkage.

Inventory shrinkage The amount by
which the merchandise for sale, as
indicated by the balance of the
merchandise inventory account, is
larger than the total amount of
merchandise counted during the
physical inventory. Sometimes called
inventory shortage.

Inventory turnover The relationship
between the volume of goods sold and
inventory, computed by dividing the
cost of goods sold by the average
inventory.

Investing activities Business activities
that involve obtaining the necessary

resources to start and operate the
business.

Investment center A decentralized unit
in which the manager has the
responsibility and authority to make
decisions that affect not only costs and
revenues but also the fixed assets
available to the center.

Investment turnover A component of
the rate of return on investment
computed as the ratio of sales to
invested assets.

Invoice The bill that the seller sends to
the buyer.

J
Job cost sheet An account in the work-
in-process subsidiary ledger in which
the costs charged to a particular job
order are recorded.

Job order cost system A type of cost
accounting system that provides for a
separate record of the cost of each
particular quantity of product that
passes through the factory.

Just-in-time (JIT) processing A
business philosophy that focuses on
eliminating time, cost, and poor quality
within manufacturing processes.

L
Last-in, first-out (LIFO) inventory
method A method of inventory costing
based on the assumption that the most
recent merchandise inventory costs
should be charged against revenue.

Lead time The elapsed time between
starting a unit of product into the
beginning of a process and its
completion.

Liabilities The rights of creditors that
represent a legal obligation to repay an
amount borrowed according to terms
of the borrowing agreement.

LIFO conformity rule A financial
reporting rule requiring a firm that
elects to use LIFO inventory valuation
for tax purposes to also use LIFO for
external financial reporting.

LIFO reserve A required disclosure for
LIFO firms, showing the difference
between inventory valued under FIFO
and inventory valued under LIFO.
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Limited liability company (LLC) A
form of corporation that combines
attributes of a partnership and a
corporation in that it is organized as
a corporation; but it can elect to be
taxed as a partnership.

Liquidity Refers to the ability to
convert an asset to cash.

Long-term liabilities Liabilities due
beyond one year or liabilities that will
be paid out of noncurrent assets.

Low-cost strategy A strategy where a
company designs and produces
products or services at a lower cost than
its competitors.

Lower-of-cost-or-market (LCM)
method A method of valuing inventory
that reports the inventory at the lower
of its cost or current market value
(replacement cost).

M
Management’s Discussion and Analysis
(MD&A) An annual report disclosure
that provides management’s analysis of
the results of operations and financial
condition.

Managerial accounting The branch of
accounting that aids management in
making financing, investing, and
operating decisions for the company.

Manufacturing businesses A type of
business that changes basic inputs into
products that are sold to individual
customers.

Margin of safety The difference
between current sales revenue and the
sales at the break-even point.

Market price approach An approach to
transfer pricing that uses the price at
which the product or service
transferred could be sold to outside
buyers as the transfer price.

Market rate of interest The effective
rate of interest at the time the bonds
were issued.

Markup An amount that is added to a
“cost” amount to determine product
price.

Master budget The comprehensive
budget plan linking the individual
budgets related to sales, cost of goods
sold, operating expenses, project,
capital expenditures, and cash.

Matching concept An accounting
concept that requires expenses of a
period to be matched with the revenue
generated during that period.

Materials inventory The cost of
materials that have not yet entered into
the manufacturing process.

Materials ledger The subsidiary ledger
containing the individual accounts for
each type of material.

Materials requisition The form or
electronic transmission used by a
manufacturing department to
authorize the issuance of materials
from the storeroom.

Maturity value The amount that is
due at the maturity or due date of a
note.

Merchandise available for sale The
cost of merchandise available for sale to
customers.

Merchandise inventory Merchandise
on hand (not sold) at the end of an
accounting period.

Merchandising businesses Businesses
that sell products they purchase from
other businesses to customers.

Mixed costs Costs with both variable
and fixed characteristics.

Multiple-step income statement A form
of income statement that contains
several sections, subsections, and
subtotals.

N
Negotiated price approach An
approach to transfer pricing that allows
managers of decentralized units to
agree (negotiate) among themselves as
to the transfer price.

Net income The excess of revenues
over expenses.

Net loss The excess of expenses over
revenues.

Net pay Gross pay less payroll
deductions; the amount the employer
is obligated to pay the employee.

Net present value method A method of
analyzing proposed capital investments
that focuses on the present value of the
cash flows expected from the
investments.

Net realizable value For a receivable,
the amount of cash expected to be
realized in the future. For inventory,
the estimated selling price of an item of
inventory less any direct costs of
disposal, such as sales commissions.

Net sales Gross sales less sales returns
and allowances and sales discounts.

Nonfinancial performance measure A
performance measure expressed in
other than dollars.

Non-value-added lead time The time
that units wait in inventories, move
unnecessarily, and wait during machine
breakdowns.

Note payable A type of short- or long-
term financing that requires payment
of the amount borrowed plus interest.

Notes receivable Written claim against
debtors who promise to pay the amount
of the note plus interest at an agreed
upon rate.

Number of days’ sales in inventory The
relationship between the volume of
sales and inventory, computed by
dividing the inventory at the end of the
year by the average daily cost of goods
sold.

Number of days’ sales in receivables
The relationship between sales and
accounts receivable, computed by
dividing the average accounts
receivable by the average daily sales.

Number of times interest charges
are earned A ratio that measures
creditor margin of safety for interest
payments, calculated as income before
interest and taxes divided by interest
expense.

O
Objectivity concept An accounting
concept that requires accounting
records and data reported in financial
statements be based on objective
evidence.

Operating activities Business activities
that involve using the business’s
resources to implement its business
strategy.

Operating income The excess of gross
profit over total operating expenses.
Sometimes called income from
operations.

686 Glossary



Operating leverage A measure of the
relative mix of a business’s variable
costs and fixed costs, computed as
contribution margin divided by income
from operations.

Opportunity cost The amount of
income forgone from an alternative to
a proposed use of cash or its equivalent.

Other expense Expenses that cannot
be traced directly to operations.

Other income Revenue from sources
other than the primary operating
activities of a business.

Outstanding stock The stock in the
hands of stockholders.

Overapplied factory overhead The
amount of factory overhead applied in
excess of the actual factory overhead
costs incurred for production during a
period.

Owner’s equity The financial rights of
the owner.

P
Par The monetary amount printed on
a stock certificate.

Partnership A business owned by two
or more individuals.

Patents Exclusive rights to produce
and sell goods with one or more unique
features.

Payroll The total amount paid to
employees for a certain period.

Period costs Those costs that are used
up in generating revenue during the
current period and that are not
involved in the manufacturing process.

Periodic inventory system The
inventory method in which the
inventory records do not show the
amount available for sale or sold during
the period.

Perpetual inventory system The
inventory system in which each
purchase and sale of merchandise is
recorded in an inventory account.

Petty cash fund A special-purpose cash
fund to pay relatively small amounts.

Physical inventory A detailed listing of
the merchandise for sale at the end of
an accounting period.

Predetermined factory overhead rate
The rate used to apply factory overhead
costs to the goods manufactured. The
rate is determined from budgeted
overhead cost and estimated activity
usage data at the beginning of the fiscal
period.

Preferred stock A class of stock
with preferential rights over common
stock.

Premium on bonds payable The excess
of the issue price of bonds over their
face amount.

Premium on stock The excess of the
issue price of a stock over its par value.

Premium-price strategy A strategy
where a company tries to design and
produce products or services that serve
unique market needs, allowing it to
charge premium prices.

Prepaid expenses Assets resulting from
the prepayment of future expenses
such as insurance or rent that are
expected to become expenses over time
or through the normal operations of
the business; often called deferred
expenses.

Present value concept Cash today is
not the equivalent of the same
amount of money to be received in
the future.

Present value index An index
computed by dividing the total present
value of the next cash flow to be
received from a proposed capital
investment by the amount to be
invested.

Present value of an annuity The sum of
the present values of a series of equal
cash flows to be received at fixed
intervals.

Price-earnings (P/E) ratio The ratio of
the market price per share of common
stock, at a specific date, to the annual
earnings per share.

Prime costs The combination of direct
materials and direct labor costs.

Process A sequence of activities linked
together for performing a particular
task.

Process cost system A type of cost
accounting system in which costs are
accumulated by department or process
within a factory.

Process-oriented layout Organizing
work in a plant or administrative
function around processes (tasks).

Product cost concept A concept used
in applying the cost-plus approach to
product pricing in which only the costs
of manufacturing the product, termed
the product costs, are included in the
cost amount to which the markup is
added.

Product costs The three components
of manufacturing costs: direct
materials, direct labor, and factory
overhead costs.

Production budget A budget of
estimated unit production.

Product-oriented layout Organizing
work in a plant or administrative
function around products; sometimes
referred to as product cells.

Profit center A decentralized unit in
which the manager has the
responsibility and the authority to
make decisions that affect both costs
and revenues (and thus profits).

Profit margin A component of the rate
of return on investment computed as
the ratio of income from operations to
sales.

Profitability The ability of a firm to
earn income.

Profit-volume chart A chart used to
assist management in understanding
the relationship between profit and
volume.

Proprietorship A business owned by
one individual.

Pull manufacturing A just-in-time
method wherein customer orders
trigger the release of finished goods,
which triggers production, which
triggers release of materials from
suppliers.

Purchases discounts Discounts taken
by the buyer for early payment of an
invoice.

Purchases returns and allowances
From the buyer’s perspective, returned
merchandise or an adjustment for
defective merchandise.

Push manufacturing Materials are
released into production and work in
process is released into finished goods
in anticipation of future sales.
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Q
Quick assets Cash and other current
assets that can be quickly converted to
cash, such as marketable securities and
receivables.

Quick ratio A financial ratio that
measure the ability to pay current
liabilities with quick assets (cash,
marketable securities, accounts
receivable).

R
Radio frequency identification devices
Electronic tags (chips) placed on or
embedded within products that can be
read by radio waves and that allow
instant monitoring of product location.

Rate earned on common stockholders’
equity A measure of profitability
computed by dividing net income less
preferred dividends by average
common stockholders’ equity.

Rate earned on stockholders’ equity A
measure of profitability computed by
dividing net income by average total
stockholders’ equity.

Rate earned on total assets A measure
of the profitability of assets, without
regard to the equity of creditors and
stockholders in the assets.

Rate of return on investment (ROI) A
measure of managerial efficiency in the
use of investments in assets computed
as income from operations divided by
invested assets.

Ratio of fixed assets to long-term
liabilities A leverage ratio that
measures the margin of safety of long-
term creditors, calculated as the net
fixed assets divided by the long-term
liabilities.

Ratio of liabilities to stockholders’
equity A comprehensive leverage ratio
that measures the relationship of the
claims of creditors to stockholders’
equity.

Ratio of net sales to assets Ratio that
measures how effectively a company
uses its assets, computed as net sales
divided by average total assets.

Receivables All money claims against
other entities, including people,
business firms, and other organizations.

Receiving report The form or
electronic transmission used by the
receiving personnel to indicate that
materials have been received and
inspected.

Relevant range The range of activity
over which changes in cost are of
interest to management.

Report form The form of balance
sheet in which assets, liabilities, and
stockholders’ equity are reported in a
downward sequence.

Residual income The excess of
divisional income from operations over
a “minimum” acceptable income from
operations.

Residual value The estimated value of
a fixed asset at the end of its useful life.

Responsibility accounting The process
of measuring and reporting operating
data by areas of responsibility.

Responsibility center A budgetary unit
within a company for which a manager
is assigned responsibility over costs,
revenues, or assets.

Retained earnings Net income
retained in a corporation.

Retained earnings statement A
summary of the changes in the retained
earnings of a corporation for a specific
period of time, such as a month or a
year.

Revenue The increase in assets from
selling products or services to
customers.

Revenue expenditures Costs that
benefit only the current period or costs
incurred for normal maintenance and
repairs of fixed assets.

S
Sales Revenues received from selling
products.

Sales budget A budget that indicates
for each product (1) the quantity of
estimated sales, and (2) the expected
unit selling price.

Sales discounts From the seller’s
perspective, discounts that a seller can
offer the buyer for early payment.

Sales mix The relative distribution of
sales among the various products
available for sale.

Sales returns and allowances From
the seller’s perspective, returned
merchandise or an adjustment for
damaged or defective merchandise.

Sarbanes-Oxley Act of 2002 An act
passed by Congress to restore public
confidence and trust in the financial
statements of companies.

Securities and Exchange Commission
An agency of the U.S. government that
has authority over the accounting and
financial disclosures for corporations
whose stock is traded and sold to the
public

Selling expenses Costs directly related
to the selling of a product or service
such as sales salaries and advertising
expenses.

Service businesses A type of business
that provides services rather than
products to customers.

Service department charges The costs
of services provided by an internal
service department and transferred to a
responsibility center.

Setup The effort required to
prepare an operation for a new
production run.

Single-step income statement A form
of income statement in which the total
of all expenses is deducted from the
total of all revenues.

Six Sigma A method of improving
product quality and manufacturing
processes developed by Motorola
Corporation that consists of five steps:
define, measure, analyze, improve, and
control.

Solvency The ability of a firm to pay its
debts as they come due.

Special–purpose fund A cash fund
used for a special business need.

Specific identification inventory
cost flow method An inventory
cost flow method where the cost of
each inventory unit is separately
identified.

Standard cost A detailed estimate of
what a product should cost.

Standard cost systems Accounting
systems that use standards for each
manufacturing cost entering into the
finished product.

Standards Performance goals.
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Stated value A value, similar to par
value, approved by the board of
directors of a corporation for no-par
stock.

Statement of cash flows A summary of
the cash receipts and cash payments for
a specific period of time, such as a
month or a year.

Statement of financial condition
Reports the financial condition as of a
point in time; often referred to as the
balance sheet.

Static budget A budget that does not
adjust to changes in activity levels.

Stock dividend A distribution of shares
of stock to stockholders.

Stock split The reduction in the par or
stated value of common stock and
issuance of a proportionate number of
additional shares.

Stockholders’ equity The stockholders’
rights to the assets of a business.

Stockholders Investors who purchase
stock in a corporation.

Straight-line method A method of
depreciation that provides for equal
periodic depreciation expense over the
estimated life of a fixed asset.

Subsidiary ledger A ledger containing
individual accounts with a common
characteristic.

Sunk cost A cost that is not affected by
subsequent decisions.

Supply chain management The
coordination and control of materials,
services, information, and finances as
they move in a process from the
supplier, through the manufacturer,
wholesaler, and retailer to the
consumer.

T
Tangible assets Assets such as
machinery, buildings, computers, office
furnishings, trucks, and automobiles
that have physical characteristics.

Target costing A concept used to
design and manufacture a product at a
cost that will deliver a target profit for a
given market-determined price.

Taxable income The income of a
corporation that is subject to taxes
as determined according to the tax
laws.

Temporary differences Differences
between taxable income and income
before income taxes that are created
because items are recognized in one
period for tax purposes and in another
period for income statement purposes.

Theoretical standards Standards that
can be achieved only under perfect
operating conditions, such as no idle
time, no machine breakdowns, and no
materials spoilage; also called ideal
standards.

Theory of constraints (TOC) A
manufacturing strategy that attempts to
remove the influence of bottlenecks
(constraints) on a process.

Time tickets The form on which the
amount of time spent by each
employee and the labor costs incurred
for each individual job, or for factory
overhead, are recorded.

Time value of money concept The
concept that an amount of money
invested today will earn interest.

Total cost concept A concept used in
applying the cost-plus approach to
product pricing in which all the costs of
manufacturing the product plus the
selling and administrative expenses are
included in the cost amount to which
the markup is added.

Total manufacturing cost variance The
difference between the total actual cost
and the total standard cost for the units
produced.

Trademark A name, term, or symbol
used to identify a business and its
products.

Transaction An economic event that
under generally accepted accounting
principles (GAAP) affects an element
of the accounting equation and
therefore must be recorded.

Transfer price The price charged one
decentralized unit by another for the
goods or services provided.

Treasury stock Stock that a
corporation has once issued and then
reacquires.

U
Underapplied factory overhead The
actual factory overhead costs incurred
in excess of the amount of factory
overhead applied for production
during a period.

Unearned revenues Items that are
initially recorded as liabilities but are
expected to become revenues over time
or through the normal operations of
the business.

Unfavorable cost variance Actual cost
exceeds standard cost.

Unit contribution margin The dollars
available from each unit of sales to
cover fixed costs and provide income
from operations.

Unit of measure concept An
accounting concept requiring that
economic data be recorded in
dollars.

V
Value-added lead time The time
required to manufacture a unit of
product or other output.

Variable cost concept A concept used
in applying the cost-plus approach to
product pricing in which only variable
costs are included in the cost amount
to which the markup is added.

Variable costing A method of reporting
variable and fixed costs that includes
only the variable manufacturing costs in
the cost of the product.

Variable costs Costs that vary in total
dollar amount as the level of activity
changes.

Vertical analysis An analysis that
compares each item in a current
statement with a total amount within
the same statement.

Volume variance The difference
between the budgeted fixed overhead
at 100% of normal capacity and the
standard fixed overhead for the actual
units produced.

Voucher Any document that serves as
proof of authority to pay cash.
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Voucher system A set of procedures for
authorizing and recording liabilities
and cash payments.

W
Working capital The excess of the
current assets of a business over its
current liabilities.

Work–in–process (WIP) inventory
The direct materials costs, the
direct labor costs, and the factory
overhead costs that have entered into
the manufacturing process but are
associated with products that have not
been finished.

Z
Zero-based budgeting A concept of
budgeting that requires all levels of
management to start from zero and
estimate budget data as if there had
been no previous activities in their units.
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A
ABC (activity-based costing) method,

387–390, 480–481
Accelerated depreciation method, 251
Account, defined, 83, 649
Account form, defined, 134
Account payable, defined, 7
Accounting

accrual basis of, 99
cash basis of, 100
defined, 9
nature of, 2–6
role in business, 9–10

Accounting concepts, 16–22
accounting period, 20
adequate disclosure, 20
business entity, 17–18
cost, 18–19
going concern, 19
matching, 19, 81–82
objectivity, 19
responsible reporting, 20–22
unit of measure, 20

Accounting cycle, defined, 103
Accounting equation, defined, 13
Accounting for

cost centers, responsibility, 573–574
depreciation, 248–253
investment centers, 579–586
merchandising businesses, 127–166
profit centers, 574–579

Accounting frauds, 21
Accounting period concept, defined, 20
Accounting rate of return, 614
Accounting system

controls for, 46–47
double-entry, 649–663
elements of, 45–47
framework of, 45–46
for manufacturing businesses,

360–418
rules for, 45

Accounts, chart of, 83, 653
Accounts payable, defined, 85
Accounts receivable

analysis of, defined, 321
defined, 7, 86, 207

Accounts receivable turnover, defined,
321

Accrual accounting
adjustment process, 88–94
concepts, 80–126
defined, 81

Accrual basis of accounting, 99–103
accounting cycle for, 103
concepts of, 81–82
defined, 99
importance of, 102–103
using accrual basis of, 101

Accruals, 89–94

Accrued
assets, 90
expenses, defined, 90
liabilities, defined, 90
revenues, 90

Accumulated depreciation, defined, 92
ACH (automated clearing house), 181
Activity base (driver), defined, 371–372,

420
Activity cost pools, defined, 387
Activity-based costing (ABC) method,

387–390, 480–481
Adequate disclosure concept, defined,

20
Adjustment process

accrual accounting, 88–94
defined, 88

Administrative expenses, defined, 9, 133
Aging the receivables, defined, 214
Allocation base, 371
Allowance account, write-offs to,

212–213
Allowance for doubtful accounts, defined,

211
Allowance method

defined, 210
for uncollectible accounts, 211–217

Allowances
purchase returns and, 131, 142–143
sales returns and, 130–131, 139,

140–141
American Institute of Certified Public

Accountants, 22
Amortization, defined, 256
Analysis of receivables method for

uncollectibles, 214–215
Analytical measures

other, 317–318
summary of, 332–333

Analytical methods, 313–318
common-sized statements, 317
horizontal analysis, 313–315
vertical analysis, 315–317

Anderson, Kerrii, 89
Annuity

defined, 619
present value of an, 619–620

Asset improvements, 247
Assets

current, 97
defined, 8
fixed, 97
intangible, 8, 98
quick, 320
rate earned on, 326–327

Association of Certified Fraud Examiners,
170

Automated clearing house (ACH), 181
Average cost method, 669–671

Average inventory cost flow method
defined, 220
use of, 223–224

Average rate of return method, 614–615

B
B&P (budget and planning) software,

509–510
Bad debt expense, defined, 209
Balance sheet (see also Statement of

financial condition)
budgeted, 523
classified, 96
comparative, 149
defined, 11
example of, 14, 56, 60, 97, 136
financial statements and, 13, 56–57,

60–61, 96–98, 134–135
objectives of, 10

Balance sheet budgets, 518–522
Balanced scorecard, 585–586
The Balanced Scorecard: Translating

Strategy into Action (Kaplan & Norton),
585

Bank accounts, 179–182
Bank errors, 186
Bank reconciliation, 183–186

defined, 183
example of, 185

Bank statements, 179–182
defined, 179
example of, 181
use of as control over cash, 182

Bankers’ ratio, 319
Bar code scanning devices, 367
Blockbuster business strategy, 382
Bond, defined, 282
Bond indenture, defined, 282
Bonds, 8, 282–284
Bonds payable

defined, 8
discount on, 284
premium on, 284

Book value, defined, 93, 251
Bottleneck, defined, 482
Bowerman, Bill, 312
Break-even chart, 434–435
Break-even point

defined, 428–429
effect of changes in, 432

Budget
balance sheet, 518–523
capital expenditures, 522–523
cash, 518–522
cost of goods sold, 516–517
defined, 504
direct labor cost, 515
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direct materials purchases, 513–514
factory overhead cost, 516
factory overhead flexible, 535–537
flexible, 508–509
master, 510–511
production, 513
sales, 512
selling and administrative expenses,

517–523
static, 507–508

Budget performance report, defined,
526–527

Budgetary performance evaluation,
525–528

Budgetary slack, defined, 505
Budgeted

balance sheet, 523
income statement, 518

Budgeted variable factory overhead, defined,
537

Budgeting
capital, 614
continuous, 506
goals, conflicting, 506
goals, setting too loosely, 505–506
goals, setting too tightly, 505
human behavior and, 505
nature and objectives of, 504–510
objectives of, 504–505
relative value units, 509
zero-based, 507

“Budgeting in the Real World” (Reason),
509

Budgeting systems, 506–507
computerized, 509
strategies, 509

Build strategy, budgeting, 509
Business

accepted at special price, 472–473
activities, 7–9
defined, 2
forms of, 2–3
nature of, 2–6
profit strategies, 3–4
types of, 2

Business entity concept, 17–18
Business stakeholders, defined, 6
Business strategy, 382

C
Capital budgeting, 614
Capital crime, 247
Capital expenditures, 246
Capital expenditures budget, defined,

522–523
Capital investment analysis, 613–647

defined, 614
factors that complicate, 625–630
nature of, 614

Capital investment vs. lease, 627–628
Capital investments, defined, 245
Capital market stakeholders, 5
Capital rationing

decision process, 629–630

defined, 629
Capital stock, defined, 8, 48
Carrying value, 93
Cash

bank statement as control over, 182
defined, 176
financial statement reporting of, 188

Sarbanes-Oxley, internal control and,
167–205

Cash basis of accounting, 99–103
defined, 100
using cash basis of, 100–101

Cash budget
completing the, 521–522
defined, 518

Cash controls over receipts and payments,
176–179

Cash dividend, defined, 287
Cash equivalents, defined, 188
Cash flows

from operating activities, 149–150
used for financing activities, 150
used for investing activities, 150

Cash fund, special-purpose, 187–188
Cash payback method, 615, 616–617
Cash payback period, defined, 616
Cash payments

controls for, 178–179
by EFT, 179
estimated, 520–521

Cash receipts
for cash received by EFT, 178
for cash received in the mail, 177–178
from cash sales, 176–177
control of, 176–179
estimated, 519–520

Cash received
from cash sales, 176–177
by EFT, 178
in the mail, 177–178

Cash short and over account, defined,
177

Centralization, defined, 572
Centralized and decentralized operations,

572–573
Chart of accounts, 83, 653
Check fraud, 182
Checks, NSF, 179
Chief financial officer, 9
Classified balance sheet, defined, 96
Clean opinion, statement, 335
Closing process, 1033
Collection agency, 210
Committee of Sponsoring Organizations

(COSO), 169
Common stock, defined, 8, 285
Common-sized statements, defined, 317
Communication and information, 174
Company reputation, 525
Comparative balance sheets, example of,

149
Compensating balance, defined, 188
Compensation

bonuses, 222
contingent, 382

Comptroller, 9

Constraints, 482
Construction in progress, 246
Contingent compensation, 382
Contingent liabilities, defined, 275
Continuous budgeting, defined, 506
Contra asset account, 92, 651
Contract rate, defined, 283
Contribution margin, defined, 425–426
Contribution margin ratio, defined, 426–427
Control enviornment, 170–172
Control procedures

custody of assets and accounting, 173
explanation of, 172
mandatory vacations, 172–173
proofs and security measures, 173–174
rotating duties, 172–173
separating operations, 173
separating responsibilities, 173

Controllable
expenses, defined, 576
revenues, defined, 574
variance, defined, 537

Controlling account, defined, 367
Controls

for accounting system, 46–47
of cash payments, 178–179
of cash receipts, 176–178

Conversion costs, defined, 363–364
Cooper, Cynthia, 21
Copyright, defined, 257
Corporate annual reports, 333–334
Corporation

defined, 3
financial statements for first period,

54–57
financial statements for second period,

59–62
recording first period operations, 48–54
recording second period operations,

57–59
COSO (Committee of Sponsoring

Organizations), 169
Cost

classifying, 244–245
conversion, 363–364
defined, 361
direct labor, 363
direct materials, 362
factory overhead, 363
fixed, 421–422
mixed, 422–424
period, 364–365
prime, 363–364
product, 364–365
standard, 523
sunk, 464
transportation, 143–144
variable, 420–421
variances, 526

Cost accounting system
defined, 365
overview, 365–366

Cost allocation, defined, 371
Cost behavior, 420–425

concepts, summary of, 425
defined, 420
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Cost center
defined, 573
responsibility accounting for, 573–574

Cost concept
cost-plus, 480
defined, 18–19
product, 476–478
total, 474–476
variable, 478–480

Cost flow assumptions, inventory, 219–221
Cost flows

average cost method, 669–671
for a process cost system, 668, 671–672
for a process manufacturer, 667–669
summary of, 378

Cost of
goods sold, 9, 218, 516–517
merchandise purchased, 132, 133
merchandise sold, 9, 129, 131–133, 217
production report, 671
sales, defined, 9
service, 381

Cost per equivalent units, 671
Cost price approach, defined, 591
Cost variance, defined, 526
Cost-plus approach cost concept, choosing,

480
Cost-volume-profit (break-even) chart,

defined, 434–435
Cost-volume-profit analysis

assumptions of, 438–439
computers, use of in, 438
defined, 425
graphic approach to, 434–440
mathematical approach to, 428–434

Cost-volume-profit relationships
basics, 425–428
special, 440–443

Coupon rate, defined, 283
Credit and debit, rules of, 650–651
Credit card interest, 209
Credit checks, 212
Credit memorandum, defined, 140
Credit period, defined, 138
Credit terms, defined, 138
Credits, 649
Currency exchange rates, defined, 628
Current assets

defined, 97
other receivables, 209

Current liabilities, 98, 275
Current position analysis, defined, 318
Current ratio, defined, 319
Currently attainable standards, defined,

524

D
Debit and credit, rules of, 650–651
Debit memorandum, defined, 142
Debits, 649
Decentralization

advantages of, 572–573
defined, 572

disadvantages of, 572–573
Decentralized and centralized operations,

572–573
Decision making

job order costing for, 378–380
using cost of production report for,

672–674
Deferrals, 89–94
Deferred expenses, defined, 84, 89
Deferred revenues, defined, 89
Depletion, defined, 255
Depreciable cost, 248
Depreciation

accounting for, 248–253
defined, 92, 248
double-declining-balance, 251–252
factors in computing, 248–249
for federal income tax, 252–253
methods, comparing, 251–252
straight-line method, 249–250
types of, 248

Differential analysis, 464–473
business accepted at special price,

472–473
defined, 465
discontinue segment or product,

467–468
lease or sell, 465–466
make or buy, 468–469
process or sell, 471–472
and product pricing, 463–502
replace equipment, 469–471

Differential costs, defined, 464
Differential income (loss), defined, 465
Differential revenue, defined, 464
Direct labor cost budget, defined, 515
Direct labor cost, defined, 363
Direct labor rate variance, defined, 532
Direct labor standards, nonmanufacturing

activities, 533
Direct labor time variance, defined, 532
Direct labor variances, 531–533

relationships, 532–533
reporting, 533

Direct materials cost, defined, 362
Direct materials price variances, defined,

529–530
Direct materials purchases budget, defined,

513–514
Direct materials quality variances, defined,

530
Direct materials variances, 528–531

relationships, 530
reporting, 531

Direct method, statement of cash flows,
147

Direct operating expenses, 576
Direct write-off method

defined, 210
for uncollectible accounts, 209–210

Discontinued operations, 335–336
Discount on bonds payable, 284
Discounted cash flow method, 622–625
Discounts

purchase, 131, 141

sales, 131, 138–139
Disposal of factory overhead balance,

374–375
Disposal of fixed assets, 253–255
Dividend yield, defined, 331–332
Dividends, 287–289

cash, 287–288
defined, 8
stock, 289

Dividends per share, defined, 330–331
Donegan, Dan, 360
Double-declining-balance depreciation,

251–252
Double-entry accounting systems,

649–663
illustration of, 652–653
review of, 655–658

Doubtful accounts
allowance for, 211
expense, 209

DuPont formula, defined, 581
Dynamic pricing, 472

E
Earnings per share (EPS), 290–293, 337
Earnings per share on common stock,

defined, 329–330
Ebbers, Bernard, 168
Economic value added (EVA), 584
EDI (electronic data interchange), defined,

387
Effective rate of interest, 283
Electronic data interchange (EDI), defined,

387
Electronic funds transfer (EFT), defined,

178
Elements of internal control, defined, 170
Employee fraud, 170, 174
Employee involvement, 385
Enterprise resource planning (ERP), defined,

387
Equivalent units

cost per, 671
of production, 670–671

ERP (enterprise resource planning), defined,
387

Estimated cash payments, 520–521
Estimated cash receipts, 519–520
Estimation method for uncollectibles, 213,

216–217
Ethical conduct, guidelines, 22
EVA (economic value added), 584
Expected useful life, 248
Expenses

accrued, 90
administrative, 9, 133
bad debt, 209
controllable, 576
deferred, 84, 89
defined, 9
direct operating, 576
general, 133
indirect, 576
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maintenance, 246
other, 134
prepaid, 8, 84, 89
repair, 246, 247
selling, 9, 133

Extraordinary items, defined, 336

F
Face value, defined, 8
Factor, 209
Factoring, 209
Factory burden, 363
Factory labor, 369–371
Factory overhead account, 540–542
Factory overhead balance, disposal of,

374–375
Factory overhead cost

allocating, 371–372
budget, defined, 516
defined, 363
disposal of balance, 374–376
predetermined rates, 372
variance report, 540
work in process, applying, 372–374

Factory overhead flexible budget, 535–537
Factory overhead variances

controllable, 537–538
overview, 535
reporting, 540
volume, fixed, 538–540

Factory overhead volume variance, fixed,
538–540

FASB (Financial Accounting Standards
Board), 16, 174, 471

Favorable cost variance, defined, 526
Federal Trade Commission, 476
Federal Unemployment Tax Act (FUTA),

281
Fees earned, defined, 9
FIFO (first-in, first-out) inventory method

defined, 220
use of, 221–222

Financial accounting
defined, 9
objectives of, 10

Financial Accounting Standards Board
(FASB), 16, 174, 471

Financial accounting system, defined, 45
Financial reporting

for fixed and intangibles assets, 260
reliability of, 20–22

Financial statement analysis
basic analytic methods, 313–318
corporate annual reports, 333–334
earnings per share, reporting, 337
income statement, unusual items

affecting current period’s, 335–337
profitability analysis, 325–333
quality of reporting, 333
solvency analysis, 318–325

Financial statements, 10–16, 94–99,
654–655

defined, 10
integrated, 15–16, 99, 100
integration of, 57
for merchandising business, 129–136
reporting of cash, 188

Financing activities, 7–8, 150
Financing operations, 275
Finished goods

inventory, defined, 217
overview, 376–377

Finished goods inventory, defined, 367
Finished goods ledger, defined, 376
First-in, first-out (FIFO) inventory method

defined, 220
use of, 221–222

Fixed assets, 243–273
asset improvements, 247
capital expenditures, 246
classifying cost, 244–245
cost of, 245–247
defined, 97, 244
depreciation of, 248–253
discarding, 253–254
disposal of, 253–255
financial reporting for, 260
maintenance expenses, 246
natural resources, 255–256
nature of, 244–247
ratio of to long-term liabilities, 324
repair expenses, 246, 247
revenue expenditures, 246
selling, 254–255

Fixed charge coverage ratio, 324
Fixed costs

defined, 421–422
effect of changes in, 430

Fixed factory overhead volume variance,
538–540

Flexible budget
defined, 508–509
factory overhead and, 535–537

FOB (free on board)
destination, defined, 144
shipping point, defined, 143

Fraud
accounting, 21
checks, 182
employees, 170, 174
invoices, 369
notes receivable, 207

Freight, 143–144
Freight in, defined, 132
Fringe benefits, defined, 282
Functional depreciation, 248
FUTA (Federal Unemployment Tax Act), 281

G
GAAP (generally accepted accounting

principles), 16, 471
General expenses, defined, 133
General journal, 651
General ledger, 653

Generally accepted accounting principles
(GAAP), 16, 471

Goal conflict, defined, 506
Going concern concept, defined, 19
Goodwill, 258–259
Government stakeholders, 5
Gross pay, defined, 281
Gross profit, defined, 129, 133
Growth investing, 334

H
Harvest strategy, budgeting, 509
High-low method, defined, 423
Horizontal analysis, defined, 313–315
Human behavior and budgeting, 505
Hurdle rate, 620

I
IASB (International Accounting Standards

Board), 17
Ideal standards, defined, 524
Income

from operations, 133–134, 579
other, 134
taxable, 277

Income statement
budgeted, 512–517
defined, 11
example of, 11, 55, 59, 135
financial statements and, 11–12, 55, 59,

94–96
multiple-step, 129
objectives of, 10
reporting unusual items, 335
single-step, 134
unusual items affecting current period,

335–337
Income taxes, 276–278, 592, 626
Incremental analysis, 465
Indirect expenses, 576
Indirect method

defined, 16, 135
of reporting, 1034
statement of cash flows, 147–150

Inflation, defined, 628
Information and communication, 174
Institute of Management Accountants,

22
Intangible assets, 256–259

copyrights, 257
defined, 8, 98, 256
financial reporting for, 260
goodwill, 258–259
patents, 256–257
trademarks, 257

Integrated budget and planning (B&P)
software, 509–510

Integrated financial statements
example of, 17, 58, 61, 138
explanation of, 15–16, 99, 100
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Integration of financial statements, 57
Interest

credit card, 209
effective rate of, 283, 428–429
market rate of, 283
number of times charges earned,

324–325
Interest payable, defined, 8
Internal controls, 169–175

cash, and Sarbanes-Oxley, 167–205
defined, 168
elements of, 170
environment, 170–172
information and communication, 174
integrated framework, 169
limitations of, 174
monitoring, 174
objectives of, 169–170
procedures, 172–174
risk assessment, 172

Internal rate of return (IRR) method, 614,
622–625

Internal Revenue Code, 252–253
Internal Revenue Service (IRS), 592
Internal stakeholders, 5
International Accounting Standards Board

(IASB), 17
Internet banking services, 179
Inventory (see also Just-in-time practices)

finished goods, 217
materials, 217
merchandise, 217
number of days’ sales in, 323
reporting, 225
shifting to suppliers, 383
work-in-process, 217

Inventory analysis, 322
Inventory classification for merchandisers

and manufacturers, 217–219
Inventory cost flow assumptions,

219–221
Inventory costing methods, comparing,

221–224
Inventory shortage, defined, 147
Inventory shrinkage, defined, 147
Inventory turnover, defined, 322–323
Investing activities

cash flows used for, 150
defined, 7
types of, 8

Investment centers
defined, 579
responsibility accounting for, 579–586

Investment turnover, defined, 581
Investments

other receivables, 209
strategies for, 334

Invoice
controls for, 369
defined, 138
example of, 139
fraud, 369

IRR (internal rate of return) method, 614,
622–625

IRS (Internal Revenue Service), 592
Issuance of stock, 285

J
JIT (see Just-in-time practices)
Job cost sheets, defined, 369
Job order cost system

for decision making, 378–380
defined, 366, 665
for manufacturing businesses, 366–378
process cost system, compared to, 665
for professional service businesses, 381

Jobs, Steve, 78
Journal, 651
Journal entry, 651
Journalizing, 651
Just-in-time practices, 381–387

defined, 381
employee involvement, 385
principles, 381–382
product-oriented layout, 384–385
pull manufacturing, 386
reducing inventory, 382–383
reducing lead times, 383–384
reducing setup time, 384
supply chain management, 386–387
zero defects, 386

K
Kaizen costing, 524
Kanban, 386
Kaplan, R. S., 585
Kersnar, Janet, 510
Knight, Phil, 312
Korn, Lester B., 574

L
Last-in, first-out (LIFO) inventory method

defined, 220
use of, 222–223

Lay, Kenneth, 21
LCM (lower-of-cost-or-market) method,

defined, 226
Lead time, defined, 383
Lease vs. capital investment, 627–628
Ledger

general, 653
posting to, 653–654

Liabilities, 275–282
contingent, 275
current, 98, 275
defined, 7
income taxes, 275–282
long-term, 98, 275
notes payable, 275–276

Liabilities and stockholders’ equity, 290
LIFO (last-in, first-out) inventory method

defined, 220

use of, 222–223
LIFO conformity rule, defined, 223
LIFO reserve, defined, 223
Limited liability company (LLC), 3
Line of credit, 188
Liquidity, defined, 56
Long-term liabilities, defined, 98, 275
Low-cost strategy, defined, 4
Lower-of-cost-or-market (LCM) method,

defined, 226

M
MACRS (Modified Accelerated Cost

Recovery System), 252
Make-to-order manufacturing, 386
Make-to-stock manufacturing, 386
Madoff, Bernard, 22
Madway, Gabriel, 78
Maintenance expenses, 246
Management’s discussion and analysis

(MD&A), 334
Managerial accounting, defined, 9
Manufacturers, inventory classification for,

217–219
Manufacturing business

accounting system for, 360–418
activity-based costing, 387–390
cost terms, 361–366
defined, 2
job order cost system for, 366–378
job order costing for decision making,

378–380
job order costing for professional service

businesses, 381
just-in-time practices, 381–387
nature of, 361

Manufacturing cost variances, 527–528
Manufacturing overhead, 363
MAP (minimum advertised price), 476
Margin of safety, defined, 443
Market price approach, defined, 588
Market rate of interest, defined, 283
Market segmentation, 390
Markup

defined, 474
percentage, 474–475, 477–479

Master budget, 510–511
Matching concept, 12, 19, 81–82
Materials, 368
Materials, ledger, defined, 367
Materials inventory, defined, 217, 366
Materials requisition, defined, 369
Maturity value, defined, 209
MD&A (management’s discussion and

analysis), 334
Merchandise

available for sale, defined, 132
inventory, defined, 129, 217–219
operations, 128–129
shrinkage, 147
sold, cost of, 131–133
transactions, dual nature of, 145–146
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Merchandisers, inventory classification for,
217–219

Merchandising business
accounting for, 127–166
defined, 2
financial statements for, 129–136
operating cycle, 128

Minimum advertised price (MAP), 476
Mixed costs, defined, 422–424
Modified Accelerated Cost Recovery

System (MACRS), 252
Monitoring, 174
Moussaoui, Zacarias, 21
Mueller, Robert, 21
Multiple-step income statement, 129–133

defined, 129
example of, 130

N
National Check Fraud Center, 182
Natural resources, 255–256
Negotiated price approach, defined, 589
Net cash flows from operations and net

income, 103–105
Net income

defined, 9
net cash flows from operations and,

103–105
Net loss, defined, 9
Net pay, defined, 281
Net present value method, 614, 620–622
Net realizable value

defined, 212
valuation at, 225

Net sales, defined, 131
Network businesses, 441
Nisbett, Richard, 425
Nonfinancial performance measures,

534–535
Nonmanufacturing activities, standards for,

533
Non-value-added lead time, 384
Normal standards, 524
Norton, D. P., 585
Not sufficient funds (NSF) checks, 179
Notes payable, 8, 275–276
Notes receivable, 97, 207–209
NSF (not sufficient funds) checks, 179
Number of days’ sales in inventory, defined,

323
Number of days’ sales in receivables,

defined, 321–322
Number of times interest charges earned,

324–325

O
Objectivity concept, defined, 19
Operating

cycle, 128
efficiency, 581

income, defined, 133
leverage, defined, 441–443
profitability, 581

Operating activities, 8–9
cash flows from, 149–150
defined, 7

Operations
discontinued, 335–336
income from, 133–134, 579

Opportunity cost, defined, 470
Orphan Drug Act (1982), 434
Other expenses, defined, 134
Other income

defined, 134
and expenses, 134

Other receivables, 209
Outstanding stock, defined, 284
Overabsorbed factory overhead, 374
Overapplied factory overhead, defined,

374
Owners’ equity, defined, 13

P
Par, defined, 285
Partnership, defined, 2
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Payroll, 280–282
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Percentage of sales method for

uncollectibles, 213–214
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Price
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transfer, 587
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Process, defined, 534
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Product cells, 384, 385
Product cost concept, 476–478
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Product market stakeholders, 5
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equivalent units of, 670–671
report, 671, 672–674
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Schuessler, Jack, 89
Section 179 depreciation, 252
Securities and Exchange Commission

(SEC), 11, 16
Selling and administrative expenses budget,

517–523
Selling expenses, defined, 9, 133
Selling price, normal, 473
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Stated value, defined, 285
Statement of cash flows

defined, 13
description of, 11
example of, 15, 56, 60, 99, 137

Subject Index 697



financial statements and, 13–15, 57,
98–99, 135

indirect method, 147–150
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Stern, Howard, 433
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preferred, 285
premium on, 286
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Stock ledger, 376
Stock split, defined, 289
Stockholder, defined, 3, 8
Stockholders’ equity
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rate earned on, 328–329
reporting, 290

Straight-line depreciation, 249–250
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Supply chain management, 386
SUTA (State Unemployment Tax Acts), 281
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Target profit, 432
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Thomas, Dave, 81, 89
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Transfer pricing, 587–592
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U
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allowance method for, 211–217
direct write-off method for, 209–210
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Uncollectible receivables
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216–217

overview, 209–210
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based on analysis of receivables,
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based on percentage of sales, 213–214
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Underabsorbed factory overhead, 374
Underapplied factory overhead, defined,

374
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545
Unit contribution margin, defined, 427–428
Unit of measure concept, defined, 20
Unit of production, equivalent, 670–671
Unit selling price, effect of changes in,

431–432
United States Tax Code, 276

V
Vacations, mandatory as control procedures,

172–173
Valuation at lower of cost or market, 226
Valuation at net realizable value, 225
Value investing, 334
Value-added lead time, 384
Variable cost concept, 478–480
Variable costing, defined, 425
Variable costs

defined, 420–421

effect of changes in, 430–431
Variable factory overhead controllable

variance, 537–538
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direct labor, 531–533
direct labor rate, 532
direct labor relationships, 532–533
direct labor time, 532
direct materials, 528–531
direct materials price, 529–530
direct materials quantity variances, 530
direct materials relationships, 530
fixed factory overhead volume,

538–540
manufacturing cost, 527–528
reporting direct labor, 533
reporting direct materials, 531
reporting factory overhead, 540
from standards, 527–533
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537–538
Venture capital firms, 77
Vertical analysis, defined, 315–317
Volume variance, defined, 538, 545
Voucher, defined, 179
Voucher system, defined, 179
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Watkins, Sherron, 21
Weinstein, Michael, 207
Work in process

applying factory overhead to,
372–374

overview, 375–376
Working capital, defined, 319
Working capital ratio, 319
Work-in-process inventory, defined, 217,

366
Wrigley, Phillip K., 52
Wrigley, William Jr., 52
Write-offs to the allowance account,

212–213

Y
Yield, 674
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Zero-based budgeting, defined, 507, 545
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