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David H. Marshall is Professor of Accounting Emeritus at Millikin University. 
He taught at Millikin, a small, independent university located in Decatur, Illinois, for 
25 years. He taught courses in accounting, finance, computer information systems, and 
business policy, and was recognized as an outstanding teacher. The draft manuscript of this 
book was written in 1986 and used in a one-semester course that was developed for the 
non-business major. Subsequently supplemented with cases, it was used in the business core 
accounting principles and managerial accounting courses. Concurrently, a one-credit hour 
accounting laboratory taught potential accounting majors the mechanics of the accounting 
process. Prior to his teaching career, Marshall worked in public accounting and industry and 
he earned an MBA from Northwestern University. Professor Marshall’s interests outside
academia include community service, woodturning, sailing, and travel.

Wayne W. McManus makes his home in Grand Cayman, Cayman Islands, 
BWI, where he worked in the private banking sector for several years and is now a semiretired  
consultant. He maintains an ongoing relationship with the International College of 
the Cayman Islands as an adjunct Professor of Accounting and Law and as a member of 
the College’s Board of Trustees. McManus now offers the Cayman CPA Review course 
through the Financial Education Institute Ltd. and several professional development courses 
through the Chamber of Commerce. He earned an M.S. in accounting from Illinois State 
University, an MBA from the University of Kansas, a law degree from Northern Illinois 
University, and a master’s of law in taxation from the University of Missouri-Kansas City. 
He serves as a director of Endeavour Financial Corp. (EDV on the TSX exchange).  
He is an active member of the Cayman Islands Society of Professional Accountants and the 
local chapter of the CFA Institute. Professor McManus volunteers as a “professional” Santa 
each December, enjoys travel, golf, and scuba diving, and is an audio/video enthusiast.  
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Daniel F. Viele is Professor of Accounting and currently serves as Associate Vice 
President for Academic Affairs at Webster University. He teaches courses in financial, 
managerial, and cost accounting, as well as accounting information systems. He has
developed and taught numerous online graduate courses and for his leadership role
in pioneering online teaching and learning, the university presented him with a 
Presidential Recognition Award. Professor Viele’s students and colleagues have also cited

him its highest honor—the Kemper Award for Teaching Excellence. Prior to joining
Webster University in 1998, he served  as a systems consultant to the graphics arts

University with Professor Marshall. Professor Viele holds an M.S. in Accounting from
Colorado State University and has completed the Information Systems Faculty Development

his dedication to teaching and innovative use of technology and in 2002 Webster awarded

industry, and  his  previous   teaching  experience  includes  10  years  at  Millikin  

Institute at the University of Minnesota and the Advanced Information Systems Faculty
Development Institute at Indiana University. He is a member of the American
Accounting Association and the Institute of Management Accountants  where  he  has
served  as  President  of the Sangamon Valley Chapter and as a member of the National
Board of Directors. Professor Viele enjoys sports of all kind, boating, and a good book.   
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Welcome  to the  Ninth Edition  of Accounting: What the Numbers  
Mean. We are confident that this text and supplemental resources will permit the 
achievement of understanding the basics of financial reporting by corporations and 
other enterprises.

Accounting has become known as the language of business. Financial statements result 
from the accounting process and are used by owners/investors, employees, creditors, 
and regulators in their planning, controlling, and decision-making activities as they 
evaluate the achievement of an organization’s objectives. Active study of this text will 
allow you to acquire command of the language and help you become an informed user 
of accounting information.

Accounting issues are likely to touch the majority of career paths in today’s economy. 
Students whose principal academic interests are not in accounting, but who are inter-
ested in other areas of business or nonbusiness areas, such as engineering, behavioral 
sciences, public administration and prelaw programs, will benefit from the approach 
used in this book. Individuals aspiring to an MBA degree or other graduate programs 
that focus on administration and management, who do not have an undergraduate 
business degree, will benefit from a course using this text.

Accounting: What the Numbers Mean takes the user through the basics: what 
accounting information is, how it is developed, how it is used, and what it means. 
Financial statements are examined to learn what they do and do not communicate, 
enhancing the student’s decision-making and problem-solving abilities from a user 
perspective. Achieving expertise in the preparation of financial statements is not an 
objective of this text. In short, we have designed these materials to assist those who 
wish to learn “what the numbers mean” without concentrating on the mechanical 
aspects of the accounting process. 

Best wishes for successful use of the information presented here.
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Putting the Pieces Together  
    

Named after a Chinese word meaning “sparrow,” mah-jongg is a centuries-old game of 
skill. The object of the game is to collect different tiles; players win points by accumulating 
different combinations of pieces and creating patterns. We’ve chosen mah-jongg tiles as 
our cover image for the ninth edition of Accounting: What the Numbers Mean because 
the authors show students how to put the pieces together and understand their relationship 
to one another to see the larger pattern. By focusing on the meaning of the numbers used in 
financial statements, students develop the crucial decision-making and problem-solving 
skills needed to succeed in any professional environment.

Marshall continues to be the market-leading text for the Survey of Accounting 
course, helping students to succeed through clear and concise writing, a conceptual 
focus, and unparalleled technology support.  

Clear
Instructors and students alike have praised Accounting: What the Numbers Mean for its 
effectiveness in explaining difficult and important accounting concepts to all students, not 
just future accountants. Instructors consistently point out that students find this text much 
less intimidating and easier to follow than others they have used.

Concise
In concentrating on the basics—what accounting information is, what it means, and how it 
is used—Accounting: What the Numbers Mean does not overwhelm students with encyclo-
pedic detail. The emphasis on discovering what financial statements communicate and how 
to better use them (as well as other pieces of accounting information) facilitates student 
comprehension of the big picture.

Conceptual
Accounting: What the Numbers Mean focuses on helping students understand the 
meaning of the numbers in financial statements, their relationship to each other, and 
how they are used in evaluation, planning, and control. Technical details are mini-
mized wherever possible, allowing instructors to highlight the function of financial 
statements, as opposed to their formation.

Technology
To meet the evolving needs of instructors and students, the ninth edition features 
a far more extensive technology support package than ever before. An expanded Online 
Learning Center includes a wealth of self-study material for students. McGraw-Hill’s 
Connect Accounting lets instructors assign, collect, and grade homework online. In 
addition, McGraw-Hill’s Connect Accounting Plus gives students the ability to work with 
an integrated eBook while managing and completing homework online.

VII
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Preface VIII

• Business in Practice
  Throughout each chapter, these boxes highlight 

and discuss various business practices and 
their impact on financial statements. Seeing 
the real-world impact of these business 
practices helps students more completely 
understand financial statements in general.  

• What Does It Mean?
  As students progress through each chapter, 

What Does It Mean? questions prompt 
students to self-test their understanding 
following coverage of key topics. What Does 
It Mean? answers are provided in the end-of-
chapter section.  

• Study Suggestion
  Here the authors offer advice and tips to 

students to help them better grasp specific 
chapter concepts.    

• Business on the Internet
  These boxes direct students’ attention to the 

Internet for a fresh perspective on how the 
concepts they’ve just learned are applied in 
a modern context.  

• Intel 2008 Annual Report 
  Excerpts from Intel’s annual report are

included as an appendix at the back of the  
book. Frequent references to this material are 
made in the financial chapters of the text. The 
Intel icon is located next to end-of-chapter 
material that requires the student to call 
upon this real-world resource. The inclusion 
of annual report data piques student interest 
and provides valuable hands-on experience.    

What Makes Accounting: What the Numbers Mean  
Such a Powerful Learning Tool?

•
 

mar27068_fm_i-xxii, 1.indd   viiimar27068_fm_i-xxii, 1.indd   viii 11/13/09   11:23:26 PM11/13/09   11:23:26 PM



ix

• Chapter Summaries and Key Terms 
and Concepts promote greater retention of 
important points and definitions as well as facilitate 
review.

• Demonstration Problems drive students 
to the Marshall/McManus/Viele Online Learning Center 
(www.mhhe.com/marshall9e) to view a fully worked-out 
problem with solution. 

• Self-Study Material  features multiple choice
and matching questions. Answers for this section are 
given on the final page of each chapter.

• A Continuous Case is provided for Chapters

  

4, 6, 8 and 11 to allow the student to link concepts learned
in earlier chapters to what they learn in later chapters. 
It also allows for an understanding of how the material 
works together to form a larger picture. 

• Exercises give students a chance to practice using 
the knowledge gained from working through the chapter 
material.

• Problems challenge students to apply what they 
have learned. Specific problems are tied to the Intel 2008
Annual Report, excerpts of which are included at the 
back of the text, bringing a strong, real-world flavor to 
the assignment material.

• Cases allow students to think analytically about topics 
from the chapter and apply them to business decisions.

• Icons
Excel Templates, the 2008 Intel Annual Report, Connect
Accounting, and Web-based Excel Tutors.

More great pedagogy to guide student learning, and 
extensive end-of-chapter material to challenge 
students in applying what they have learned.

IX

identify exercises, problems, and cases involving

e celx

accounting

• Self-Study Quizzes are an additional online 
resource located on the Online Learning Center (www. 
mhhe.com/marshall9e). They help students test their 
knowledge and understanding of chapter concepts. 
Results are tabulated and can be routed to multiple email 
addresses if necessary.    
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McGraw-Hill 
Connect 
Accounting

Less Managing. More Teaching.  
Greater Learning.
McGraw-Hill Connect Accounting is an online as-

signment and assessment solution that connects stu-

dents with the tools and resources they’ll need to 

achieve success.

McGraw-Hill Connect Accounting helps prepare 

students for their future by enabling faster learn-

ing, more effi cient studying, and higher retention of 

knowledge.

McGraw-Hill Connect  
Accounting features
Connect Accounting offers a number of powerful 

tools and features to make managing assignments 

easier, so faculty can spend more time teaching. With 

Connect Accounting, students can engage with their 

coursework anytime and anywhere, making the learn-

ing process more accessible and effi cient. Connect 
Accounting offers you the features described below.

Simple assignment management
With Connect Accounting, creating assignments is 

easier than ever, so you can spend more time teaching 

and less time managing. The assignment management 

function enables you to:

•  Create and deliver assignments easily with selectable 

end-of-chapter questions and test bank items.

•  Streamline lesson planning, student progress 

reporting, and assignment grading to make 

classroom management more efficient than ever.

•  Go paperless with the eBook and online 

submission and grading of student assignments.

Smart grading
When it comes to studying, time is precious. Connect 
Accounting helps students learn more effi ciently by 

providing feedback and practice material when they 

need it, where they need it. When it comes to teach-

ing, your time also is precious. The grading function 

enables you to:

•  Have assignments scored automatically, giving 

students immediate feedback on their work 

and side-by-side comparisons with correct 

answers. 

•  Access and review each response; manually 

change grades or leave comments for students to 

review.

•  Reinforce classroom concepts with practice tests 

and instant quizzes. 

Instructor library
The Connect Accounting Instructor Library is your 

repository for additional resources to improve student 

engagement in and out of class. You can select and 

use any asset that enhances your lecture. The Con-
nect Accounting Instructor Library for Marshall 9e 

includes:

• eBook
• PowerPoints
• Instructor’s and Solutions Manual
• Test Bank
• Solutions to Excel Spreadsheets
• Web-enhanced Solutions

Student study center
The Connect Accounting Student Study Center is 

the place for students to access additional resources. 

The Student Study Center:

•  Offers students quick access to lectures, practice 

materials, eBooks, and more.

•  Provides instant practice material and study 

questions, easily accessible on the go.

A Market-leading Book deserves market-
leading technology.

X
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Student progress tracking
Connect Accounting keeps instructors informed about 

how each student, section, and class is performing, 

allowing for more productive use of lecture and of-

fi ce hours. The progress-tracking function enables 

you to:

•  View scored work immediately and track 

individual or group performance with assignment 

and grade reports.

•  Access an instant view of student or class 

performance relative to learning objectives.

•  Collect data and generate reports required by 

many accreditation organizations, such as AACSB 

and AICPA.

Lecture Capture
Increase the attention paid to lecture discussion by 

decreasing the attention paid to note-taking. For an 

additional charge, Lecture Capture offers new ways 

for students to focus on the in-class discussion, know-

ing they can revisit important topics later. For more 

information on Lecture Capture capabilities in Con-
nect, see the discussion of Tegrity on the next page.

McGraw-Hill Connect Plus Accounting
McGraw-Hill reinvents the textbook learning ex-

perience for the modern student with Connect Plus 

Accounting. A seamless integration, Connect Plus 
Accounting provides all of the Connect Accounting 
features plus the following:

•  An integrated eBook, allowing for anytime, 

anywhere access to the textbook. 

•  Dynamic links between the problems or 

questions you assign to your students and the 

location in the eBook where that problem or 

question is covered.

•  A powerful search function to pinpoint and 

connect key concepts in a snap.

In short, Connect Accounting offers you and your stu-

dents powerful tools and features that optimize your 

time and energies, enabling you to focus on course 

content, teaching, and student learning.  Connect Ac-
counting also offers a wealth of content  resources for 

both instructors and students. This state-of-the-art, 

thoroughly tested system supports you in preparing 

students for the world that awaits.

For more information about Connect, go to www.
mcgrawhillconnect.com, or contact your local 

McGraw-Hill sales representative.
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Tegrity Campus is a service that makes class time 

available 24/7 by automatically capturing every lec-

ture. With a simple one-click start-and-stop process, 

you capture all computer screens and corresponding 

audio in a format that is easily searchable, frame by 

frame. Students can replay any part of any class with 

easy-to-use browser-based viewing on a PC, Mac, an 

iPod, or other mobile device.

Educators know that the more students can see, hear, 

and experience class resources, the better they learn. 

In fact, studies prove it. Tegrity Campus’s unique 

search feature helps students effi ciently fi nd what 

they need, when they need it, across an entire semes-

ter of class recordings. Help turn all your students’ 

study time into learning moments immediately sup-

ported by your lecture. With Tegrity Campus, you 

also increase intent listening and class participation 

by easing students’ concerns about note-taking. Lec-

ture Capture will make it more likely you will see 

students’ faces, not the tops of their heads. To learn 

more about Tegrity watch a two-minute Flash demo 

at http://tegritycampus.mhhe.com.

Tegrity Campus: Lectures 24/7

X II
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ONLINE LEARNING CENTER (OLC)
www.mhhe.com/marshall9e

More and more students are studying online. That’s 

why we offer an Online Learning Center (OLC) that 

follows Accounting: What the Numbers Mean chapter 

by chapter. It doesn’t require any building or mainte-

nance on your part. It’s ready to go the moment you 

and your students enter in the URL.

As your students study, they can refer to the OLC Web

site and access

• Check Figures and Odd Problem Solutions

• Self-grading quizzes

• PowerPoint slides

• Excel Problem Tutorials

• Study Guide

• Demonstration Problems

• Working Papers

A secured Instructor Resource Center stores your 

essential course materials to save you prep time before 

class. The Instructor’s Resource Manual, Solutions 

Manual, Test Bank, and PowerPoint slides are now just 

a couple of clicks away. 

COURSESMART
CourseSmart is a 

new way to fi nd 

and buy eText-

books. At Course-

Smart you can save up to 50 percent off the cost 

of a print textbook, reduce your impact on the en-

vironment, and gain access to powerful Web tools 

for learning. CourseSmart has the largest selection 

of eTextbooks available anywhere, offering thou-

sands of the most commonly adopted textbooks 

from a wide variety of higher-education publish-

ers. CourseSmart eTextbooks are available in one 

standard online reader with full text search, notes 

and highlighting, and e-mail tools for sharing notes 

between classmates.

MCGRAW-HILL/IRWINCARES
At McGraw-Hill/Irwin, we understand that getting 

the most from new technology can be challenging. 

That’s why our services don’t stop after you pur-

chase our book. You can e-mail our Product Spe-

cialists 24 hours a day, get product training online, 

or search our knowledge bank of Frequently Asked 

Questions on our support Web site.

McGraw-Hill/Irwin Customer Care Contact Infor-

mation:

For all Customer Support call (800) 331-5094

Email be_support@mcgraw-hill.com, or visit www.

mhhe.com/support

One of our Technical Support Analysts will be able 

to assist you in a timely fashion.
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Instructor Supplements
Assurance of Learning Ready
Many educational institutions today are focused on 

the notion of assurance of learning, an important el-

ement of some accreditation standards. Accounting: 
What the Numbers Mean is designed specifi cally to 

support your assurance of learning initiatives with a 

simple, yet powerful, solution. 

Each test bank question for Accounting: What the 
Numbers Mean maps to a specifi c chapter learning 

outcome/objective listed in the text. You can use our 

test bank software, EZ Test, to easily query for learn-

ing outcomes/objectives that directly relate to the 

learning objectives for your course. You can then use 

the reporting features of EZ Test to aggregate student 

results in similar fashion, making the collection and 

presentation of assurance of learning data simple and 

easy.

AACSB Statement
McGraw-Hill Companies is a proud corporate mem-

ber of AACSB International. Recognizing the impor-

tance and value of AACSB accreditation, we have 

sought to recognize the curricula guidelines detailed 

in AACSB standards for business accreditation by 

connecting selected test bank questions in Account-
ing: What the Numbers Mean 9e with the general 

knowledge and skill guidelines found in the AACSB 

standards. 

The statements contained in Accounting: What the 
Numbers Mean 9e are provided only as a guide for the 

users of this text. The AACSB leaves content coverage 

and assessment clearly within the realm and control 

of individual schools, the mission of the school, and 

the faculty. The AACSB also charges schools with the 

obligation of doing assessment against their own con-

tent and learning goals. While Accounting: What the 
Numbers Mean 9e and its teaching package make no 

claim of any specifi c AACSB qualifi cation or evalua-

tion, we have labeled selected questions according to 

the six general knowledge and skills areas.

Connect Accounting 
MHID: 0-07-726940-3

ISBN: 978-0-07-726940-1

Connect Accounting Plus 
MHID: 0-07-726941-1

ISBN: 978-0-07-726941-8

Instructor CD-ROM
MHID: 0-07-726943-8

ISBN: 978-0-07-726943-2

Allowing instructors to create a customized multime-

dia presentation, this all-in-one resource incorporates 

the Test Bank, PowerPoint® Slides, Instructor’s Man-

ual, Solutions Manual, and Web-Enhanced Solutions.

Instructor’s Manual (Available on the password-

protected Instructor OLC and Instructor’s Resource 

CD) 

This supplement contains the lecture notes to help 

with classroom presentation. It contains useful sug-

gestions for presenting key concepts and ideas.

Solutions Manual
(Available on the password-protected Instructor 

OLC and Instructor’s Resource CD)

This supplement contains completely worked-out 

solutions to all assignment material and a general 

discussion of the use of group exercises. In addition, 

the manual contains suggested course outlines and a 

listing of exercises, problems, and cases scaled ac-

cording to diffi culty.

Test Bank
(Available on the password-protected Instructor OLC 

and Instructor’s Resource CD)

Hundreds of  questions are organized by chapter and 

include true/false, multiple-choice, and problems. 

This edition of the test bank includes worked-out 

solutions and all items have been tied to AACSB-

AICPA and Bloom’s standards.

Computerized Test Bank
(Available on the password-protected Instructor 

OLC and Instructor’s Resource CD)

This test bank utilizes McGraw-Hill’s EZ Test 

software to quickly create customized exams. This 

X IV

accounting

accounting
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 user-friendly program allows instructors to sort ques-

tions by format; edit existing questions, or add new 

ones. It also can scramble questions for multiple ver-

sions of the same test.

Online Course Management
No matter which on-

line course solution 

you choose, you can 

count on the highest 

level of service from 

 McGraw-Hill. Our 

specialists offer free 

training and answer any questions you have through-

out the life of your adoption. 

CPS Classroom Performance System
This is a revolutionary system that brings ultimate in-

teractivity to the classroom. CPS is a wireless response 

system that gives you immediate feedback from every 

student in the class. CPS units include easy-to-use 

software for  creating and delivering questions and 

assessments to your class. With CPS you can ask 

subjective and objective questions.

Student Supplements
Online Learning Center
www.mhhe.com/marshall9e 

See page xiii for details.

Study Guide & Working Papers
(Available on the Online Learning Center)

Includes several hundred matching, true/false, mul-

tiple choice, and short answer review questions with 

annotated answers, as well as working papers for 

all exercises, problems, and cases in the text. This 

valuable study tool is available FREE on the text 

Web site!
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1
 The worldwide financial and credit crisis that came to a head in the fall of 2008 was precipitated 

by many factors. Not the least of these factors were greed, inadequate market regulatory supervi-

sion, and an excess of “financial engineering” involved in the creation of financial instruments which 

almost defied understanding even by sophisticated investors. This crisis was preceded in the first 

decade of the century by the bankruptcy filings of two large, publicly owned corporations that 

resulted in billions of dollars of losses by thousands of stockholders. In 2001 it had been Enron 

Corporation, and a few months later, WorldCom, Inc. In each case a number of factors caused the 

precipitous fall in the value of the firms’ stock. The most significant factor was probably the loss of 

investor confidence in each company’s financial reports and other disclosures reported to stock-

holders and other regulatory bodies, including the Securities and Exchange Commission. 

  The Enron and WorldCom debacles, and other widely publicized breakdowns of corporate 

financial reporting, resulted in close scrutiny of such reporting by the accounting profession itself 

and also by the U.S. Congress and other governing bodies. The accounting practices that were 

criticized generally involved complex transactions. 

  Also contributing to the issue were aggressive attempts by some executives to avoid the 

spirit of sound accounting even though many of the reporting practices in question were not 

specifically forbidden by existing accounting pronouncements. To be sure, the financial report-

ing requirements faced by companies whose securities are publicly traded have now become 

more strenuously scrutinized under the Sarbanes–Oxley Act of 2002 (SOX ) and the watchful eye 

of the Public Company Accounting Oversight Board (PCAOB or Board), which is the regulatory 

body created under SOX to oversee the activities of the auditing profession and further protect 

the public interest. These increased regulatory efforts have increased the transparency of the 

financial reporting process and the understandability of financial statements, at least to some 

extent. Although the financial crisis that disrupted the financial world in 2008 has not been directly 

blamed on financial accounting or auditing weaknesses, some accounting and financial reporting 

practices have been severely criticized. This book will briefly address some of the more trouble-

some technical issues faced by the accounting profession today, but the elaborate attempts to 

embellish the financial image of the companies in question go well beyond the accounting funda-

mentals described in the following pages. 

  Accounting—
Present and Past  
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 Chapter 1 Accounting—Present and Past 3

  The objective of this text is to present enough fundamentals of accounting to permit the non-

accountant to understand the financial statements of an organization operating in our society and 

to understand how financial information can be used in the management planning, control, and 

decision-making processes. Although usually expressed in the context of profit-seeking business 

enterprises, most of the material is equally applicable to not-for-profit social service and govern-

mental organizations. 

  Accounting is sometimes called the  language of business , and it is appropriate for people 

who are involved in the economic activities of our society—and that is just about everyone—to 

know at least enough of this language to be able to make decisions and informed judgments 

about those economic activities. 

  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand   

 1.  The definition of  accounting.    

 2.  Who the users of accounting information are and why they find accounting information useful.   

 3.  The variety of professional services that accountants provide.   

 4.  The development of accounting from a broad historical perspective.   

 5.  The role that the Financial Accounting Standards Board (FASB) plays in the development of 

financial accounting standards. 

 6.    How financial reporting standards evolve.   

 7.  The key elements of ethical behavior for a professional accountant.   

 8.  The FASB’s Conceptual Framework project.   

 9.  The objectives of financial reporting for business enterprises.   

 10.  The plan of the book.       

  What Is Accounting? 
  In a broad sense,  accounting  is the process of identifying, measuring, and communi-

cating economic information about an organization for the purpose of making deci-

sions and informed judgments. (Accountants frequently use the term entity instead of 

 organization  because it is more inclusive.) 

  This definition of accounting can be expressed schematically as follows: 

 Accounting is the process of: 

Identifying

Measuring 

Communicating
} Economic information 

about an entity

For decisions and 

informed judgments

 LO 1

Understand the 

 definition of  accounting.  

mar27068_ch01_002-031.indd   3mar27068_ch01_002-031.indd   3 11/12/09   8:59:18 AM11/12/09   8:59:18 AM



4 Chapter 1 Accounting—Present and Past

  Who makes these decisions and informed judgments? Users of accounting in-

formation include the management of the entity or organization; the owners of the 

organization (who are frequently not involved in the management process); potential 

investors in and creditors of the organization; employees; and various federal, state, 

and local governmental agencies that are concerned with regulatory and tax matters.  

 Exhibit 1-1 describes some of the users and uses of accounting information. Pause, 

and try to think of at least one other decision or informed judgment that each of these 

users might make from the economic information that could be communicated about 

an entity. 

  Accounting information must be provided for just about every kind of organiza-

tion. Accounting for business firms is what many people initially think of, but not-for-

profit social service organizations, governmental units, educational institutions, social 

clubs, political committees, and other groups all require accounting for their economic 

activities as well. 

  Accounting is frequently perceived as something that others do, rather than as 

the process of providing information that supports decisions and informed judgments. 

Relatively few people actually become accountants, but almost all people use account-

ing information. The principal objective of this text is to help you become an informed 

user of accounting information, rather than to prepare you to become an accountant. 

However, the essence of this user orientation provides a solid foundation for students 

who choose to seek a career in accounting. 

  If you haven’t already experienced the lack of understanding or confusion that 

results from looking at one or more financial statements, you have been spared one 

of life’s frustrations. Certainly during your formal business education and early dur-

ing your employment experience, you will be presented with financial data. Being an 

informed user means knowing how to use those data as information. 

  The following sections introduce the major areas of practice within the account-

ing discipline and will help you understand the types of work done by professional 

 LO 2 

Understand who the 

users of accounting 

information are and why 

they find accounting 

information useful. 

User Decision/Informed Judgment Made

Management When performing its functions of planning, directing, and controlling, 

management makes many decisions and informed judgments. For example, 

when considering the expansion of a product line, planning involves identifying 

and measuring costs and benefi ts; directing involves communicating the 

strategies selected; and controlling involves identifying, measuring, and 

communicating the results of the product line expansion during and after its 

implementation.

Investors/

shareholders

When considering whether to invest in the common stock of a company, 

investors use accounting information to help assess the amounts, timing, and 

uncertainty of future cash returns on their investment.

Creditors/

suppliers

When determining how much merchandise to ship to a customer before 

receiving payment, creditors assess the probability of collection and the risks of 

late (or non-) payment. Banks also become creditors when they make loans and 

thus have similar needs for accounting information.

Employees When planning for retirement, employees assess the company’s ability to offer 

long-term job prospects and an attractive retirement benefi ts package.

SEC (Securities 

and Exchange 

Commission)

When reviewing for compliance with SEC regulations, analysts determine 

whether fi nancial statements issued to investors fully disclose all required 

information.

Exhibit 1-1

Users and Uses of 

Accounting Information

mar27068_ch01_002-031.indd   4mar27068_ch01_002-031.indd   4 11/12/09   8:59:18 AM11/12/09   8:59:18 AM



 Chapter 1 Accounting—Present and Past 5

accountants within each of these broad categories. The following Business in Practice 

discussion highlights career opportunities in accounting. 

1. What does it mean to state that the accounting process should support decisions 

and informed judgments? QWhat Does
It Mean?

Answer  on 
page  26

 

 Business in 

Practice 

  Career Opportunities in Accounting 

  Because accounting is a profession, most entry-level positions require a bachelor of science de-

gree with a major in accounting. Individuals are encouraged to achieve CPA licensure as quickly 

as feasible. Persons who work hard and smart can expect to attain high professional levels in 

their careers. The major employers of accountants include public accounting firms, industrial 

firms, government, and not-for-profit organizations. 

  Public Accounting 
 The work done by public accountants varies significantly depending on whether the employer 

is a local, regional, or international CPA firm. Small local firms concentrate on the bookkeeping, 

accounting, tax return, and financial planning needs of individuals and small businesses. These 

firms need generalists who can adequately serve in a variety of capacities. The somewhat larger, 

regional firms offer a broad range of professional services but concentrate on the performance of 

audits, corporate tax returns, and management advisory services. They often hire experienced 

financial and industry specialists to serve particular client needs, in addition to recruiting well-

qualified recent graduates. 

  The large, international CPA firms also perform auditing, tax, and consulting services. Their 

principal clients are large domestic and international corporations. The “Big 4” CPA firms are 

PricewaterhouseCoopers, Deloitte Touche Tohmatsu, Ernst & Young, and KPMG International. 

These firms dominate the market in terms of total revenues, number of corporate audit clients, 

and number of offices, partners, and staff members. These international firms generally recruit 

outstanding graduates and highly experienced CPAs and encourage the development of spe-

cialized skills by their personnel. ( Visit any of the Big 4 Web sites for detailed information regard-

ing career opportunities in public accounting:  www.pwc.com, www.deloitte.com, www.ey.com, 

or www.kpmg.com.)  

  Industrial Accounting 
 More accountants are employed in industry than in public accounting because of the vast 

number of manufacturing, merchandising, and service firms of all sizes. In addition to using the 

services of public accounting firms, these firms employ cost and management accountants, as 

well as financial accountants. Many accountants in industry start working in this environment 

right out of school; others get their start in public accounting as auditors but move to industry 

after getting at least a couple of years of experience.  

  Government and Not-for-Profit Accounting 
 Opportunities for accounting professionals in the governmental and not-for-profit sectors of the 

economy are constantly increasing. In the United States, literally thousands of state and local 

government reporting entities touch the lives of every citizen. Likewise, accounting specialists 

are employed by colleges and universities, hospitals, and voluntary health and welfare organiza-

tions such as the American Red Cross, United Way, and Greenpeace.    
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6 Chapter 1 Accounting—Present and Past

  Financial Accounting 

  Financial accounting  generally refers to the process that results in the preparation 

and reporting of financial statements for an entity. As will be explained in more detail, 

financial statements present the financial position of an entity at a point in time, the 

results of the entity’s operations for some period of time, the  cash flow  activities for 

the same period, and other information (the explanatory notes or financial review) 

about the entity’s financial resources, obligations, owners’ interests, and operations. 

  Financial accounting is primarily oriented toward the external user. The financial 

statements are directed to individuals who are not in a position to be aware of the 

day-to-day financial and operating activities of the entity. Financial accounting is also 

primarily concerned with the historical results of an entity’s performance. Financial 

statements reflect what has happened in the past. Although readers may want to proj-

ect past activities and their results into future performance, financial statements are not 

a crystal ball. Many corporate annual reports refer to the historical nature of financial 

accounting information to emphasize this fact. For instance, on the inside front cover 

of Intel Corporation’s 2008 annual report, the bulk of which is reproduced in the ap-

pendix, it is noted that “Past performance does not guarantee future results.” Users 

must make their own judgments about a firm’s future prospects. 

   Bookkeeping  procedures are used to accumulate the financial results of many of 

an entity’s activities, and these procedures are part of the financial accounting process. 

Bookkeeping procedures have been thoroughly systematized using manual, mechani-

cal, and computer techniques. Although these procedures support the financial ac-

counting process, they are only a part of the process. 

  Financial accounting is done by accounting professionals who have generally 

earned a bachelor’s degree with a major in accounting. The financial accountant is 

employed by an entity to use her or his expertise, analytical skills, and judgment in 

the many activities that are necessary for the preparation of financial statements. The 

title  controller  is used to designate the chief accounting officer of a corporation. The 

controller is usually responsible for both the financial and managerial accounting 

functions of the organization (as discussed later). Sometimes the title  comptroller  (the 

Old English spelling) is used for this position. 

  An individual earns the  Certified Public Accountant (CPA)  professional desig-

nation by fulfilling certain education and experience requirements and passing a com-

prehensive four-part examination. A uniform CPA exam is given nationally, although 

it is administered by individual states.  1   Some states require that candidates have ac-

counting work experience before sitting for the exam. Forty-five states and three other 

jurisdictions (Guam, Puerto Rico, and Washington, DC) have enacted legislation in-

creasing the educational requirements for CPA candidates from 120 semester hours of 

college study, or a bachelor’s degree, to a minimum of 150 semester hours of college 

study to be granted licensure as a CPA.  2   Twenty-two of these states allow candidates 

to sit for the CPA exam with 120 hours, but require 150 hours for certification.  3   The 

American Institute of Certified Public Accountants (AICPA), the national professional 

 LO 3

Understand the variety 

of professional services 

that accountants 

provide. 

  1  Since 2004, CPA candidates have been allowed to schedule their own exam dates; they may sit for one 

part at a time because the examination is now computer-based. The former “pencil and paper” CPA exam has 

become a relic of the past. 
  2  California, Colorado, Delaware, New Hampshire, Vermont, and U.S. Virgin Islands are the only jurisdic-

tions that have not enacted the 150-hour education requirement as this text goes to print. See www.aicpa.org/

download/states/150_Hour_Education_Requirement.pdf for the effective date of the legislation in your state. 
  3  See www.beckercpa.com/state for state-by-state details. 
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organization of CPAs, has also endorsed this movement by requiring that an indi-

vidual CPA wishing to become a member must have met the 150-hour requirement. 

This increase in the educational requirements for becoming a CPA and for joining the 

AICPA reflects the increasing demands placed on accounting professionals to be both 

broadly educated and technically competent. Practicing CPAs work in all types of 

organizations, but as explained later, a CPA who expresses an auditor’s opinion about 

an entity’s financial statements must be licensed by the jurisdiction/state in which she 

or he performs the auditing service.   

  Managerial Accounting/Cost Accounting 

  Managerial accounting  is concerned with the use of economic and financial informa-

tion to plan and control many activities of the entity and to support the management 

decision-making process.  Cost accounting  is a subset of managerial accounting that 

relates to the determination and accumulation of product, process, or service costs. 

Managerial accounting and cost accounting have primarily an internal orientation, 

as opposed to the primarily external orientation of financial accounting. Many of the 

same data used in or generated by the financial accounting process are used in mana-

gerial and cost accounting, but the data are more likely to be used in a future-oriented 

way, such as in the preparation of budgets. A detailed discussion of the similarities and 

differences between financial and managerial accounting is provided in Chapter 12 

and highlighted in Exhibit 12-1. 

  Managerial accountants and cost accountants are professionals who have usually 

earned a bachelor’s degree with a major in accounting. Their work frequently involves 

close coordination with the production, marketing, and finance functions of the entity. 

The  Certified Management Accountant (CMA)  designation can be earned by a man-

agement accountant or cost accountant by passing a broad four-part examination. The 

CMA examination is given in a computer-based format using only objective questions.  

  Auditing—Public Accounting 

 Many entities have their financial statements reviewed or examined by an indepen-

dent third party. In most cases, an audit (examination) is required by securities laws if 

the stock or bonds of a company are owned and publicly traded by investors.  Public 
 accounting  firms and individual CPAs provide this  auditing  service, which consti-

tutes an important part of the accounting profession. 

  The result of an audit is the  independent auditor’s report.  The report usually 

has four relatively brief paragraphs. The first paragraph identifies the financial state-

ments that were audited, explains that the statements are the responsibility of the 

company’s management, and states that the auditor’s responsibility is to express an 

opinion about the financial statements. The second paragraph explains that the audit 

was conducted “in accordance with the standards of the Public Company Account-

ing Oversight Board (United States)” and describes briefly what those standards 

require and what work is involved in performing an audit. (In effect, they require 

the application of  generally accepted auditing standards, or GAAS. ) The third 

paragraph contains the auditor’s opinion, which is usually that the named statements 

“present fairly, in all material respects” the financial position of the entity and the 

results of its operations and cash flows for the identified periods “in conformity with 

U.S. generally accepted accounting principles.” This is an unqualified, or “clean,” 

opinion. Occasionally the opinion will be qualified with respect to fair presentation, 
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departure from generally accepted accounting principles (GAAP), or the auditor’s 

inability to perform certain auditing procedures. Similarly, an explanatory paragraph 

may be added to an unqualified opinion regarding the firm’s ability to continue as 

a going concern (that is, as a viable economic entity) when substantial doubt exists. 

An unqualified opinion is not a clean bill of health about either the current finan-

cial condition or the future prospects of the entity. Readers must reach their own 

judgments about these and other matters after studying the annual report, which 

includes the financial statements and the explanatory notes (financial review) to the 

financial statements, as well as management’s extensive discussion and analysis. A 

final paragraph makes reference to the auditors’ opinion about the effectiveness of 

the company’s internal control over financial reporting. The entire auditors’ report is 

further discussed in Chapter 10. 

  Auditors who work in public accounting are professional accountants who usu-

ally have earned at least a bachelor’s degree with a major in accounting. The auditor 

may work for a public accounting firm (a few firms have several thousand partners 

and professional staff) or as an individual practitioner. Most auditors seek and earn 

the CPA designation; the firm partner or individual practitioner who actually signs the 

audit opinion must be a licensed CPA in the state in which she or he practices. To be 

licensed, the CPA must satisfy the character, education, examination, and experience 

requirements of the state or other jurisdiction. 

  To see an example of the independent auditors’ report, refer to page 112 of the 

2008 annual report of  Intel Corporation , which is reproduced in the appendix. 

2. What does it mean to work in public accounting?

3. What does it mean to be a CPA?QWhat Does
It Mean?
Answers  on 
page  26

   Internal Auditing 

 Organizations with many plant locations or activities involving many financial trans-

actions employ professional accountants to do  internal auditing.  In many cases, the 

internal auditor performs functions much like those of the external auditor/public 

accountant, but perhaps on a smaller scale. For example, internal auditors may be re-

sponsible for reviewing the financial statements of a single plant or for analyzing the 

operating efficiency of an entity’s activities. The qualifications of an internal auditor 

are similar to those of any other professional accountant. In addition to having the 

CPA and the CMA designation, the internal auditor may have also passed the exami-

nation to become a Certified Internal Auditor (CIA).  

  Governmental and Not-for-Profit Accounting 

 Governmental units at the municipal, state, and federal levels and not-for-profit enti-

ties such as colleges and universities, hospitals, and voluntary health and welfare 

organizations require the same accounting functions to be performed as do other 

accounting entities. Religious organizations, labor unions, trade associations, per-

forming arts organizations, political parties, libraries, museums, country clubs, and 

many other not-for-profit organizations employ accountants with similar educational 

qualifications as those employed in business and public accounting.  
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 Chapter 1 Accounting—Present and Past 9

  Income Tax Accounting 

 The growing complexity of federal, state, municipal, and foreign income tax laws has 

led to a demand for professional accountants who are specialists in various aspects 

of taxation. Tax practitioners often develop specialties in the taxation of individuals, 

partnerships, corporations, trusts and estates, or in international tax law issues. These 

accountants work for corporations, public accounting firms, governmental units, and 

other entities. Many tax accountants have bachelor’s degrees and are CPAs; some have 

a master’s degree in accounting or taxation or are attorneys as well.    

  How Has Accounting Developed? 
  Accounting has developed over time in response to the needs of users of financial 

statements for financial information to support decisions and informed judgments 

such as those mentioned in Exhibit 1-1 and others that you were challenged to identify. 

Even though an aura of exactness is conveyed by the numbers in financial statements, 

a great deal of judgment and approximation is involved in determining the numbers 

to be reported. Although broad generally accepted principles of accounting exist, dif-

ferent accountants may reach different but often equally legitimate conclusions about 

how to account for a particular transaction or event. A brief review of the history of the 

development of accounting principles may make this often confusing state of affairs 

a little easier to understand. 

  Early History 

 It is not surprising that evidence of record keeping for economic events has been found 

in the earliest civilizations. Dating back to the clay tablets used by Mesopotamians of 

about 3000 b.c. to record tax receipts, accounting has responded to the information 

needs of users. In 1494, Luca Pacioli, a Franciscan monk and mathematics professor, 

published the first known text to describe a comprehensive double-entry bookkeep-

ing system. Modern bookkeeping systems (as discussed in Chapter 4) have evolved 

directly from Pacioli’s “method of Venice” system, which was developed in response 

to the needs of the Italian mercantile trading practices in that period. 

  The Industrial Revolution generated the need for large amounts of capital to 

finance the enterprises that supplanted individual craftsmen. This need resulted in 

the corporate form of organization marked by absentee owners, or investors, who en-

trusted their money to managers. It followed that investors required reports from the 

corporate managers showing the entity’s financial position and results of operations. 

In mid-19th-century England, the independent (external) audit function added cre-

dence to financial reports. As British capital was invested in a growing U.S. economy 

in the late 19th century, British-chartered accountants and accounting methods came 

to the United States. However, no group was legally authorized to establish financial 

reporting standards. This led to alternative methods of reporting financial condition 

and results of operations, which resulted in confusion and, in some cases, outright 

fraud.  

  The Accounting Profession in the United States 

 Accounting professionals in this country organized themselves in the early 1900s 

and worked hard to establish certification laws, standardized audit procedures, and 

other attributes of a profession. However, not until 1932–1934 did the American 

 LO 4

Understand the devel-

opment of accounting 

from a broad historical 

perspective. 
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10 Chapter 1 Accounting—Present and Past

Institute of Accountants (predecessor of today’s American Institute of Certified Public 

Accountants—AICPA) and the New York Stock Exchange agree on five broad prin-

ciples of accounting. This was the first formal accounting standard-setting activity. 

The accounting, financial reporting, and auditing weaknesses related to the 1929 stock 

market crash gave impetus to this effort. 

  The Securities Act of 1933 and the Securities Exchange Act of 1934 apply to 

securities offered for sale in interstate commerce. These laws had a significant ef-

fect on the standard-setting process because they gave the  Securities and Exchange 
Commission (SEC)  the authority to establish accounting principles to be followed by 

companies whose securities had to be registered with the SEC. The SEC still has this 

authority, but the standard-setting process has been delegated to other organizations 

over the years.   Between 1939 and 1959, the Committee on Accounting Procedure of 

the American Institute of Accountants issued 51  Accounting Research Bulletins  that 

dealt with accounting principles. This work was done without a common concep-

tual framework for financial reporting. Each bulletin dealt with a specific issue in a 

relatively narrow context, and alternative methods of reporting the results of similar 

transactions remained. 

  In 1959, the Accounting Principles Board (APB) replaced the Committee on Ac-

counting Procedure as the standard-setting body. The APB was an arm of the AICPA, 

and although it was given resources and directed to engage in more research than its 

predecessor, its early efforts intensified the controversies that existed. The APB did 

issue 39  Opinions  on serious accounting issues, but it failed to develop a conceptual 

underpinning for accounting and financial reporting.  

  Financial Accounting Standard Setting 
at the Present Time 

 In 1973, as a result of congressional and other criticism of the accounting standard-

setting process being performed by an arm of the AICPA, the  Financial  Accounting 
Foundation (FAF)  was created as a more independent entity. The foundation es-

tablished the  Financial Accounting Standards Board (FASB)  as the authoritative 

standard-setting body within the accounting profession. The FASB embarked on 

a project called the Conceptual Framework of Financial Accounting and Report-

ing and had issued seven  Statements of Financial Accounting Concepts  through 

September 2009. 

  Concurrently with its conceptual framework project, the FASB has issued 168 

 Statements of Financial Accounting Standards (SFAS)  that have established stan-

dards of accounting and reporting for particular issues, much as its predecessors did. 

Alternative ways of accounting for and reporting the effects of similar transactions 

still exist. In many aspects of financial reporting, the accountant still must use judg-

ment in selecting between equally acceptable alternatives. To make sense of financial 

statements, one must understand the impact of the accounting methods used by a firm, 

relative to alternative methods that were not selected. Subsequent chapters will de-

scribe many of these alternatives and the impact that various accounting choices have 

on financial statements. For example, Chapter 5 discusses the effects of the first-in, 

first-out inventory cost flow assumption in comparison to the last-in, first-out and the 

weighted-average assumptions. Likewise, Chapter 6 discusses the difference between 

the straight-line and accelerated methods of depreciating long-lived assets. Although 

such terminology may not be meaningful to you at this time, you should understand 

that the FASB has sanctioned each of these alternative methods of accounting for 
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inventory and depreciation, and that the methods selected can significantly affect a 

firm’s reported profits. 

  The FASB does not set standards in a vacuum. An open, due process procedure 

is followed. The FASB invites input from any individual or organization that cares 

to provide ideas and viewpoints about the particular standard under consideration. 

Among the many professional accounting and financial organizations that regularly 

present suggestions to the FASB, in addition to the AICPA and the SEC, are the 

 International Accounting Standards Board, the American Accounting Association, 

the Institute of Management Accountants, Financial Executives International, and the 

Chartered Financial Analysts Institute. 

  The accounting and auditing standard-setting processes were heavily criticized 

as a result of the  Enron  and  WorldCom  collapses and the accounting and reporting 

problems of other companies that came to light in 2001 and early 2002. In July 2002, 

President George W. Bush signed into law the most significant legislation affect-

ing the accounting profession since 1933: the Sarbanes–Oxley Act (SOX) of 2002.  

 Essentially, the act created a five-member  Public Company Accounting Oversight 
Board (PCAOB) , which has the authority to set and enforce auditing, attestation, 

quality control, and ethics (including independence) standards for public companies. 

It is also empowered to inspect the auditing operations of public accounting firms 

that audit public companies as well as impose disciplinary sanctions for violations of 

the Board’s rules, securities laws, and professional auditing standards. The impact of 

SOX on financial reporting has been far-reaching and will be explored in some detail 

in Chapter 10, which addresses corporate governance and disclosure issues. 

  The point of this discussion is to emphasize that financial accounting and 

reporting practices are not codified in a set of inflexible rules to be mastered and 

blindly followed. The reality is that financial reporting practices have evolved over 

time in response to the changing needs of society, and are still evolving. In recent 

years, financial instruments and business transactions have become increasingly 

complex, and are now being used with greater frequency by firms of all sizes. The 

FASB has thus been hard pressed to develop appropriate standards to adequately 

address emerging accounting issues in a timely manner. Moreover, many recent 

FASB standards appear to be more like rules than the judgmental application of 

fair guidelines. Don’t worry about any critical reviews you may read concerning 

new FASB standards; instead, keep your eye on the big picture. Your objective 

is to learn enough about the fundamentals of financial accounting and reporting 

practices to be neither awed nor confounded by the overall presentation of finan-

cial data. 

4. What does it mean to state that generally accepted accounting principles are not 

a set of rules to be blindly followed?

5. What does it mean when the Financial Accounting Standards Board issues a 

new Statement of Financial Accounting Standards?

QWhat Does
It Mean?

Answers  on 
page  26

     Standards for Other Types of Accounting 

 Because managerial/cost accounting is oriented primarily to internal use, it is pre-

sumed that internal users will know about the accounting practices being followed by 

their firms. As a result, the accounting profession has not regarded the development 
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of internal reporting standards for use by management as an important issue. Instead, 

individual companies are generally allowed to self-regulate with respect to internal 

reporting matters. One significant exception is accounting for the cost of work done 

under government contracts. Over the years, various governmental agencies have 

issued directives prescribing the procedures to be followed by government contrac-

tors. During the 1970–1980 period, the  Cost Accounting Standards Board (CASB)  
operated as a governmental body to establish standards applicable to government 

contracts. Congress abolished the CASB in 1981, although its standards remained in 

effect. In 1988, Congress reestablished the CASB as an independent body within the 

Office of Federal Procurement Policy and gave it authority to establish cost account-

ing standards for government contracts in excess of $500,000. Since 1995, CASB 

standards also have applied to colleges and universities that receive major federal 

research funds. 

  In the auditing/public accounting area, auditing standards are established by the 

Auditing Standards Board, a technical committee of the AICPA, unless superseded 

or amended by the PCAOB. The SEC has had input into this process, and over the 

years a number of auditing standards and procedures have been issued. One of the 

most important of these standards requires the auditor to be  independent  of the client 

whose financial statements are being audited. Yet the auditor’s judgment is still very 

important in the auditing process. Because of this, critics of the accounting profession 

often raise questions concerning the independence of CPA firms in the auditing pro-

cess (see Business in Practice—Auditor Independence). It is worth repeating here that 

an unqualified auditor’s opinion does not constitute a clean bill of health about either 

the current financial condition of or the future prospects for the entity. It is up to the 

 Business in 

Practice 

  Auditor Independence 

  Certified public accountants have traditionally provided auditing, tax, and consulting services 

designed to meet a broad range of client needs. In recent years, the consultancy area of prac-

tice has expanded considerably, especially among the Big 4 international CPA firms. Consulting 

services commonly offered include financial advisory services, assurance (risk management) 

services, and information systems design and installation services. Until recent years, it was not 

unusual for a CPA firm to provide such services to its audit clients. 

  In the opinion of some observers, including the SEC, having the auditing firm involved in 

the development of information and accounting systems raises the possibility and appearance 

of a conflict of interest. Such a conflict might arise if the auditors are reluctant to challenge the 

results of a system from which the amounts shown on an audit client’s financial statements were 

derived. The appearance of independence could be further affected by the fact that consulting 

fees frequently exceed the auditing fees generated from many corporate clients. 

  For several years prior to the  Enron  case, the SEC and the AICPA discussed the impact of 

auditors’ consulting practices on auditor independence. To help achieve independence in fact 

and in appearance, several auditing firms split off their consulting practices, thus making them 

separate entities. However, when it was learned that  Arthur Andersen  had earned considerably 

more in consulting fees from Enron than it had earned in auditing fees, and that this situation 

prevailed for many auditing firms, there was strong pressure to require all auditing firms to di-

vest their consulting practices. As discussed in Chapter 10, SOX now prohibits auditors from 

performing a variety of nonaudit services for financial statement audit clients. Clearly, the issue 

of auditor independence has acquired “hot button” status, and it is likely to remain under close 

scrutiny for the foreseeable future.   
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readers of the financial statements to reach their own judgments about these and other 

matters after studying the firm’s annual report, which includes the financial statements 

and explanatory notes (financial review). 

  In 1984, the  Governmental Accounting Standards Board (GASB)  was es-

tablished to develop guidelines for financial accounting and reporting by state and 

local governmental units. The GASB operates under the auspices of the Financial 

Accounting Foundation, which is also the parent organization of the FASB. The 

GASB is attempting to unify practices of the nation’s many state and municipal 

entities, thus providing investors and taxpayers with a better means of comparing 

financial data of the issuers of state and municipal securities. In the absence of a 

GASB standard for a particular activity or transaction occurring in both the public 

and private sectors, governmental entities will continue to use FASB standards 

for guidance. The GASB had issued 56 standards and five concepts statements by 

 September 2009. 

  The United States Internal Revenue Code and related regulations and the various 

state and local tax laws specify the rules to be followed in determining an entity’s 

income tax liability. Although quite specific and complicated, the code and regula-

tions provide rules of law to be followed. In income tax matters, accountants use their 

judgment and expertise to design transactions so that the entity’s overall income tax 

liability is minimized. In addition, accountants prepare or help prepare tax returns, 

and may represent clients whose returns are being reviewed or challenged by taxing 

authorities.    

  International Accounting Standards 

 Accounting standards in individual countries have evolved in response to the unique 

user needs and cultural attributes of each country. Thus despite the development of 

a global marketplace, accounting standards in one country may differ significantly 

from those in another country. In 1973, the International Accounting Standards 

Committee (IASC) was formed by accountancy bodies in Australia, Canada, France, 

Germany, Japan, Mexico, the Netherlands, the United Kingdom and Ireland, and 

the United States to create and promote worldwide acceptance and observation of 

accounting and financial reporting standards. In 2001 the International Accounting 

Standards Board (IASB) was formed in a restructuring effort and has since assumed 

all responsibilities previously carried out by the IASC, which was disbanded at that 

time. The IASB is a private organization based in London. Although now supported 

by more than 100 nations, the development of uniform standards has been an almost 

impossible objective to achieve. One major challenge relates to a country’s inter-

est in protecting its local markets, where participants’ interests are frequently quite 

different from entities involved in a global financial network. Countries throughout 

the world vary, for instance, in the complexity of their capital markets, the need 

for disclosure of financial information, and the role of government oversight in the 

standard-setting process. Unfortunately, these nationalism issues are not the only 

obstacles confronting the IASB. The simple truth is that because the IASB is a pri-

vate body, its pronouncements cannot be enforced. What is hoped for instead is that 

each country’s accounting professional body will make and keep a “best efforts” 

pledge to move toward the acceptance of international standards. The IASB and its 

predecessor organization had issued 41 international accounting standards (IAS) and 

eight  international financial reporting standards (IFRS)  by September 2009, with 

much of this progress coming in recent years. 
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  Currently the IASB is seeking methods of providing comparability between finan-

cial statements prepared according to the differing accounting standards of its member 

nations. This effort, often referred to as  harmonization , involves both the elimination 

of inferior accounting methods that continue to exist today in many areas of the world 

and the limitation of alternative acceptable methods within the IASB’s own standards. 

The IASB has been working with the FASB on both major joint projects (such as the 

business consolidations project that was completed in 2008, resulting in the issuance 

of common, converged standards that regulate this important area of accounting prac-

tice) and the so-called short-term convergence project, which is limited to those dif-

ferences between U.S. GAAP and IFRS in which convergence around a high-quality 

solution appears achievable in the short term.The progress made by these joint efforts 

has been swift, measurable, and highly encouraging. 

  In August 2008, the U.S. Securities and Exchange Commission announced that 

it was beginning a two-step process that could ultimately require all publicly listed 

American companies to follow IASB standards. The proposal would allow some 

large multinational companies to report earnings according to international standards, 

beginning as early as 2010, and would require all U.S. companies to switch to IFRS 

beginning in 2014. If approved, the proposal would result in significant changes from 

present U.S. financial accounting and reporting standards. The principal difference 

is that U.S. standards have been increasingly based on detailed rules, whereas inter-

national standards require companies to follow broad principles, which can result in 

“situational” accounting that can lead to reporting differences between companies 

having similar transactions. Another issue that needs to be carefully addressed is that 

the accounting and reporting standards for some transactions are significantly differ-

ent under U.S. and international GAAP. Although it is appropriate to follow the prog-

ress of the SEC harmonization proposal, this text explains and illustrates only those 

current U.S. financial accounting and reporting standards that are necessary for you 

to gain a comprehension of the “big picture”—what the numbers mean. A variety of 

hot topic issues affecting the accounting profession, such as those mentioned here, are 

discussed further in the Epilogue, “Accounting—The Future.” 

  Exhibit 1-2 has the Web site addresses for various accounting organizations. You 

are encouraged to visit these sites for more information about each one. 

6. What does it mean that it is diffi cult to have generally accepted international 

 accounting standards?QWhat Does
It Mean?
Answer  on 
page  26

   American Institute of Certified Public Accountants: www.aicpa.org  

  Financial Accounting Standards Board: www.fasb.org  

  Government Accounting Standards Board: www.gasb.org  

  Institute of Internal Auditors: www.theiia.org  

  Institute of Management Accountants: www.imanet.org  

  International Accounting Standards Board: www.iasb.org  

  Public Company Accounting Oversight Board: www.pcaob.org  

  Securities and Exchange Commission: www.sec.gov   

Exhibit 1-2

 Web Sites for 

Accounting 

Organizations 
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   Ethics and the Accounting Profession 

 One characteristic frequently associated with any profession is that those practicing 

the profession acknowledge the importance of an ethical code. This is especially 

important in the accounting profession because so much of an accountant’s work in-

volves providing information to support the informed judgments and decisions made 

by users of accounting information. 

  The American Institute of Certified Public Accountants (AICPA) and the Institute 

of Management Accountants (IMA) have both published ethics codes. The  Code of 
Professional Conduct , most recently amended in 2006, was adopted by the member-

ship of the AICPA. The organization’s bylaws state that members shall conform to 

the rules of the Code or be subject to disciplinary action by the AICPA. Although it 

doesn’t have the same enforcement mechanism, the IMA’s  Statement of Ethical Pro-
fessional Practice  calls on management accountants to maintain the highest standards 

of ethical conduct as they fulfill their obligations to the organizations they serve, their 

profession, the public, and themselves. 

  Both codes of conduct identify integrity and objectivity as two key elements of 

ethical behavior for a professional accountant. Having  integrity  means being honest 

and forthright in dealings and communications with others;  objectivity  means impar-

tiality and freedom from conflict of interest. An accountant who lacks integrity and/or 

objectivity cannot be relied on to produce complete and relevant information with 

which to make an informed judgment or decision. 

  Other elements of ethical behavior include independence, competence, and ac-

ceptance of an obligation to serve the best interests of the employer, the client, and 

the public.  Independence  is related to objectivity and is especially important to the 

auditor, who must be independent both in appearance and in fact. Having competence 

means having the knowledge and professional skills to adequately perform the work 

assigned. Accountants should recognize that the nature of their work requires an un-

derstanding of the obligation to serve those who will use the information communi-

cated by them. 

  In the recent past, incidents involving allegations that accountants have violated 

their ethical codes by being dishonest, biased, and/or incompetent have been highly 

publicized. The fact that some of these allegations have been proved true should not 

be used to condemn all accountants. The profession has used these rare circumstances 

to reaffirm that the public and the profession expect accountants to exhibit a very high 

level of ethical behavior. In this sense, are accountants really any different from those 

involved in any other endeavor? 

7. What does it mean to state that ethical behavior includes being objective and 

independent? QWhat Does
It Mean?

Answer  on 
page  26

       The Conceptual Framework 

 Various accounting standards have existed for many years. But it wasn’t until the 

mid-1970s that the FASB began the process of identifying a structure or framework 

of financial accounting concepts. New users of financial statements can benefit from 

an overview of these concepts because they provide the foundation for understanding 

 LO 7

 Understand the key ele-

ments of ethical behav-

ior for a professional 

accountant.  

LO 8

 Understand the FASB’s 

Conceptual Framework 

project. 
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Business in 

Practice

 Business Ethics 

 Events like the 2008–2009 global economic crisis have highlighted the necessity of sound ethical 

practices across the business world. An indication of the breadth of this concern is the devel-

opment of the term stakeholder to refer to the many entities—owners, managers, employees, 

customers, suppliers, communities, and even competitors—who have a stake in the way an 

organization conducts its activities. Another indicator of this concern is that business ethics and 

corporate social responsibility issues are merging into a single broad area of interest. 

  This concern is international in scope and is attracting political attention. In 2008 the Caux 

Round Table (CRT) celebrated its 14th year of leadership in corporate business ethics after pub-

lishing its  Principles for Business , in 1994, which attempts to express a worldwide standard for 

ethical and socially responsible corporate behavior. Another influential organization is Business 

for Social Responsibility (BSR), a U.S.-based global resource for companies seeking to sustain 

their commercial success in ways that demonstrate respect for ethical values and for people, 

communities, and the environment. For more information, visit www.cauxroundtable.org or 

www.bsr.org. 

  The Foreign Corrupt Practices Act of 1977, as amended by the International Anti-Bribery 

and Fair Competition Act of 1998, has certainly contributed to a management focus on ethical 

behavior—although government regulation, in and of itself, tends to curtail only the most abu-

sive ethical violations. As early as 1987, a private sector commission was convened in response 

to perceived weaknesses in corporate financial reporting practices. This resulted in a series of 

recommendations to the SEC that publicly owned corporations include in their annual reports 

disclosures about how the company fulfills its responsibilities for achieving a broadly defined 

set of internal control objectives related to safeguarding assets, authorizing transactions, and 

reporting properly. (See the Business in Practice discussion of internal control in Chapter 5.) 

Section 404 of the Sarbanes-Oxley Act of 2002 now requires all SEC-regulated companies 

to include in their annual reports a report by management on the effectiveness of the com-

pany’s  internal control over financial reporting. The auditor that audits the company’s financial 

statements included in the annual report is required to attest to and report on management’s 

assessment of internal controls. Many companies provide further disclosures in their annual 

reports concerning their corporate code of conduct or ethics and whistle blowing systems. 

Within the accounting profession, it is generally accepted that an organization’s integrity and 

ethical values bear directly on the effectiveness of its internal control system. 

  Researchers are beginning to demonstrate that well-constructed ethical and social pro-

grams can contribute to profitability by helping to attract customers, raise employee morale and 

productivity, and strengthen trust relationships within the organization. Indeed, organizations that 

are committed to ethical quality often institute structures and procedures (such as codes of con-

duct) to encourage decency. Ethics codes vary from generalized value statements and credos 

to detailed discussions of global ethical policy. Johnson & Johnson’s “Our Credo” is perhaps the 

most frequently cited corporate ethics statement, and rightfully so (see www.jnj.com). 

  For a list of the 100 Best Corporate Citizens as determined by one observer of the corpo-

rate scene, see www.thecro.com. Incidentally, Intel was ranked thirteenth on the 2009 list, which 

also included General Mills, IBM, Cisco Systems, Mattel, and Abbott Labs in the top 10. 

  For additional guidance, check out The Social Investment Forum, which offers comprehen-

sive information, contacts, and resources on socially responsible investing (see www.socialinvest

.org). 

  It is never too early to understand and refine your own value system and to sharpen your 

awareness of the ethical dimensions of your activities; and don’t be surprised if you are asked 

to literally “sign on” to an employer’s code of conduct. 

  The following Web sites reference other sites dealing with business ethics: 

  www.ethicsworld.org 

  www.scu.edu/ethics (then click on Business Ethics) 
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financial accounting reports. The  Statements of Financial Accounting Concepts  issued 

by the FASB through September 2009 are:

Number Title Issue Date

1.

2.

3.

4.

5.

6.

7.

Objectives of Financial Reporting by Business Enterprises

Qualitative Characteristics of Accounting Information (Amended by 

Statement 6)

Elements of Financial Statements of Business Enterprises (Replaced 

by Statement 6)

Objectives of Financial Reporting by Nonbusiness Organizations

Recognition and Measurement in Financial Statements of Business 

Enterprises

Elements of Financial Statements

Using Cash Flow Information and Present Value in Accounting 

Measurements

November 1978

May 1980

December 1980

December 1980

December 1984

December 1985

February 2000

  These statements represent a great deal of effort by the FASB, and the progress 

made on this project has not come easily. The project was somewhat controversial at 

its inception because of the concern that trying to define the underlying concepts of 

accounting would inevitably have a significant impact on current generally accepted 

accounting principles and would be likely to result in major changes to financial re-

porting practices. Critics believed that, at best, this would cause financial statement 

readers to become confused (or more confused than they already were) and, at the 

worst, would possibly disrupt financial markets and contractual obligations that were 

based on then-present financial reporting practices. The FASB recognized this concern 

and made the following assertions about the concepts statements:  4   

 Statements of Financial Accounting Concepts do not establish standards prescribing ac-

counting procedures or disclosure practices for particular items or events, which are issued 

by the Board as Statements of Financial Accounting Standards. Rather, Statements in this 

series describe concepts and relations that will underlie future fi nancial accounting stan-

dards and practices and in due course serve as a basis for evaluating existing standards and 

practices. 

 Establishment of objectives and identifi cation of fundamental concepts will not di-

rectly solve accounting and reporting problems. Rather, objectives give direction, and con-

cepts are tools for solving problems. 

 The Board itself is likely to be the most direct benefi ciary of the guidance provided 

by the Statements in this series. They will guide the Board in developing accounting and 

reporting standards by providing the Board with a common foundation and basic reasoning 

on which to consider merits of alternatives.  

 “Highlights” of Concepts Statement No. 1—Objectives 
of Financial Reporting by Business Enterprises  

 To set the stage more completely for your study of financial accounting, it is appropri-

ate to have an overview of the “Highlights” of  Concepts Statement No. 1 , as contained 

in that statement. The “Highlights” are reproduced in Exhibit 1-3.   

 LO 9

Understand the 

 objectives of financial 

reporting for business 

enterprises. 

   4  Preface, FASB Statement of Financial Accounting Concepts No. 6 (Stamford, CT, 1985). Copyright © 

the Financial Accounting Standards Board, High Ridge Park, Stamford, CT 06905, U.S.A. Excerpted with 

permission. Copies of the complete document are available from the FASB.  
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•   Financial reporting is not an end in itself but is intended to provide information that is useful in making 

 business and economic decisions.  

•   The objectives of financial reporting are not immutable—they are affected by the economic, legal, political, 

and social environment in which financial reporting takes place.  

•   The objectives are also affected by the characteristics and limitations of the kind of information that financial 

reporting can provide.

    The information pertains to business enterprises rather than to industries or the economy as a whole.  

   The information often results from approximate, rather than exact, measures.  

   The information largely reflects the financial effects of transactions and events that have already happened.  

   The information is but one source needed by those who make decisions about business enterprises.  

   The information is provided and used at a cost.     

•   The objectives in this Statement are those of general purpose external financial reporting by business 

enterprises.

    The objectives stem primarily from the needs of external users who lack the authority to prescribe the 

information they want and must rely on the information management communicates to them.  

   The objectives are directed toward the common interests of many users in the ability of an enterprise to 

generate favorable cash flows but are phrased using investment and credit decisions as a reference 

to give them focus. The objectives are intended to be broad, rather than narrow.  

   The objectives pertain to financial reporting and are not restricted to financial statements.     

•   The objectives state that:

    Financial reporting should provide information that is useful to present and potential investors [stock-

holders] and creditors [lenders] and other users in making rational investment, credit, and similar deci-

sions. The information should be comprehensible to those who have a reasonable understanding of 

business and economic activities and are willing to study the information with reasonable diligence.  

   Financial reporting should provide information to help present and potential investors and creditors 

and other users in assessing the amounts, timing, and uncertainty of prospective cash receipts from 

dividends or interest and the proceeds from the sale, redemption, or maturity of securities or loans. 

Since investors’ and creditors’ cash flows are related to enterprise cash flows, financial reporting 

should provide information to help investors, creditors, and others assess the amounts, timing, and 

uncertainty of prospective net cash inflows to the related enterprise.  

   Financial reporting should provide information about the economic resources of an enterprise, the claims 

to those resources (obligations of the enterprise to transfer resources to other entities and owners’ 

equity), and the effects of transactions, events, and circumstances that change its resources and 

claims to those resources.     

•   “Investors” and “creditors” are used broadly and include not only those who have or contemplate having a 

claim to enterprise resources but also those who advise or represent them.  

•   Although investment and credit decisions reflect investors’ and creditors’ expectations about future enter-

prise performance, those expectations are commonly based at least partly on evaluations of past enterprise 

performance.  

•   The primary focus of financial reporting is information about earnings and its components.  

•   Information about enterprise earnings based on accrual accounting generally provides a better indication 

of an enterprise’s present and continuing ability to generate favorable cash flows than information limited to 

the financial effects of cash receipts and payments.  

•   Financial reporting is expected to provide information about an enterprise’s financial performance during 

a period and about how management of an enterprise has discharged its stewardship responsibility to 

owners.  

Exhibit 1-3  “Highlights” of Concepts Statement No. 1—Objectives of Financial Reporting by Business Enterprises* 

*The FASB cautions that these highlights are best understood in the context of the full Statement. (continued)
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     Here is a summary overview of the highlights. Financial reporting is done for 

individual firms, or entities, rather than for industries or the economy as a whole. It is 

aimed primarily at meeting the needs of external users of accounting information who 

would not otherwise have access to the firm’s records. Investors, creditors, and finan-

cial advisers are the primary users who create the demand for accounting information. 

Financial reporting is designed to meet the needs of users by providing information 

that is relevant to making rational investment and credit decisions and other informed 

judgments. The users of accounting information are assumed to be reasonably astute 

in business and financial reporting practices. However, each user reads the financial 

statements with her or his own judgment and biases and must be willing to take re-

sponsibility for her or his own decision making. 

  Most users are on the outside looking in. For its own use, management can prescribe 

the information it wants. Reporting for  internal  planning, control, and decision making 

need not be constrained by financial reporting requirements–thus the concepts state-

ments are not directed at internal (i.e., managerial) uses of accounting information. 

  Financial accounting is historical scorekeeping; it is not future oriented. Although 

the future is unknown, it is likely to be influenced by the past. To the extent that ac-

counting information provides a fair basis for the evaluation of past performance, it may 

be helpful in assessing an entity’s future prospects. However, financial reports are not 

the sole source of information about an entity. For example, a potential employee might 

want to know about employee turnover rates, which are not disclosed in the financial 

reporting process. The information reported in financial accounting relates primarily to 

past transactions and events that can be measured in dollars and cents. 

  Financial accounting information is developed and used at a cost, and the benefit 

to the user of accounting information should exceed the cost of providing it. 

Exhibit 1-3 (concluded)

•   Financial accounting is not designed to measure directly the value of a business enterprise, but the informa-

tion it provides may be helpful to those who wish to estimate its value.  

•   Investors, creditors, and others may use reported earnings and information about the elements of financial state-

ments in various ways to assess the prospects for cash flows. They may wish, for example, to evaluate man-

agement’s performance, estimate “earning power,” predict future earnings, assess risk, or to confirm, change, 

or reject earlier predictions or assessments. Although financial reporting should provide basic information to aid 

them, they do their own evaluating, estimating, predicting, assessing, confirming, changing, or rejecting.  

•   Management knows more about the enterprise and its affairs than investors, creditors, or other “outsiders” 

and accordingly can often increase the usefulness of financial information by identifying certain events and 

circumstances and explaining their financial effects on the enterprise.  

 Source: “Highlights,” FASB Statement of Financial Accounting Concepts No. 1 (Stamford, CT, 1978). Copyright © the Financial Accounting Standards 

Board, High Ridge Park, Stamford, CT 06905, U.S.A. Excerpted with permission. Copies of the complete document are available from the FASB. 

 At this point, it is unlikely that you will fully grasp and retain all of the details expressed by these 

highlights. Don’t try to memorize the highlights! Instead, read through this material to get a basic 

understanding of what the accounting profession is “gearing toward.” That way, as specific 

applications of these concepts are presented later in the course, you will have a basis for com-

parison, and you won’t be surprised very often. Study

Suggestion
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  Many of the objectives of financial reporting relate to the presentation of earnings 

and cash flow information. Investors and creditors are interested in making judgments 

about the firm’s profitability and whether or not they are likely to receive payment of 

amounts owed to them. The user may ask, “How much profit did the firm earn during 

the year ended December 31, 2010?” or “What was the net cash inflow from operating 

the firm for the year?” Users understand that cash has to be received from somewhere 

before the firm can pay principal and interest to its creditors or dividends to its inves-

tors. A primary objective of financial reporting is to provide timely information about 

a firm’s earnings and cash flow. 

  Financial reporting includes footnotes and other disclosures. 

   Accrual accounting —to be explained in more detail later—involves accounting 

for the effect of an economic activity, or transaction, on an entity when the activity has 

occurred, rather than when the cash receipt or payment takes place. Thus the company 

for which you work reports a cost for your wages in the month in which you do the 

work, even though you may not be paid until the next month. Earnings information is 

reported on the accrual basis rather than the cash basis because past performance can 

be measured more accurately under accrual accounting. In the process of measuring 

a firm’s accrual accounting earnings, some costs applicable to one year’s results of 

operations may have to be estimated; for example, product warranty costs applicable 

to 2010 may not be finally determined until 2013. Reporting an approximately correct 

amount in 2010 is obviously preferable to recording nothing at all until 2013, when 

the precise amount is known. 

  In addition to providing information about earnings and cash flows, financial 

reporting should provide information to help users assess the relative strengths and 

weaknesses of a firm’s financial position. The user may ask, “What economic re-

sources does the firm own? How much does the firm owe? What caused these amounts 

to change over time?” Financial accounting does not attempt to directly measure the 

value of a firm, although it can be used to facilitate the efforts of those attempting to 

achieve such an objective. The numbers reported in a firm’s financial statements do 

not change just because the market price of its stock changes. 

  Financial accounting standards are still evolving; with each new standard, account-

ing procedures are modified to mirror new developments in the business world as well 

as current views and theories of financial reporting. At times, the FASB finds it difficult 

to keep pace with the ever-changing economic activities addressed by its standards. 

To illustrate this point, consider the following example: In September 2006, the FASB 

issued  Standard No. 158 , titled “Employers’ Accounting for Defined Benefit Pension 

and Other Postretirement Plans—an amendment of FASB Statements No. 87, 88, 106, 

and 132(R).” Fortunately such efforts have resulted in improved financial reporting 

practices each step along the way. 

  Students of accounting should be aware that the how-to aspects of accounting are 

not static; the accounting discipline is relatively young in comparison to other profes-

sions and is in constant motion. Perhaps the most important outcome of the conceptual 

framework project is the sense that the profession now has a blueprint in place that 

will carry financial reporting into the future.  

8. What does it mean to state that the objectives of fi nancial reporting given in 

Statement of Financial Accounting Concepts No. 1 provide a framework for this 

text?QWhat Does
It Mean?
Answer  on 
page  26
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  Objectives of Financial Reporting 
for Nonbusiness Organizations 

 At the outset of this chapter, it was stated that the material to be presented, although 

usually to be expressed in the context of profit-seeking business enterprises, would 

also be applicable to not-for-profit social service and governmental organizations. 

The FASB’s “Highlights” of  Concepts Statement No. 4 , “Objectives of Financial 

Reporting by Nonbusiness Organizations,” states, “Based on its study, the Board 

believes that the objectives of general-purpose external financial reporting for 

government-sponsored entities (for example, hospitals, universities, or utilities) 

engaged in activities that are not unique to government should be similar to those 

of business enterprises or other nonbusiness organizations engaged in similar activi-

ties.”  5    Statement 6  amended  Statement 2  by affirming that the qualitative characteris-

tics described in  Statement 2  apply to the information about both business enterprises 

and not-for-profit organizations. 

  The objectives of financial reporting for nonbusiness organizations focus on pro-

viding information for resource providers (such as taxpayers to governmental entities 

and donors to charitable organizations), rather than investors. Information is provided 

about the economic resources, obligations, net resources, and performance of an or-

ganization during a period of time. Thus, even though nonbusiness organizations have 

unique characteristics that distinguish them from profit-oriented businesses, the infor-

mation characteristics of the financial reporting process for each type of organization 

are similar. 

  It will be appropriate to remember the gist of the preceding objectives as individ-

ual accounting and financial statement issues are encountered in subsequent chapters 

and are related to real-world situations.    

 Plan of the Book 
 This text is divided into two main parts. Chapters 2 through 11, which comprise the 

first part of the book, are devoted to financial accounting topics. The remaining chap-

ters, Chapters 12 through 16, provide an in-depth look at managerial accounting. 

  Chapter 2, which kicks off our discussion of financial accounting, describes 

financial statements, presents a model of how they are interrelated, and briefly sum-

marizes key accounting concepts and principles. This is a “big picture” chapter; later 

chapters elaborate on most of the material introduced here. This chapter also includes 

four Business in Practice features. As you have seen from the features in this chapter, 

these are brief explanations of business practices that make some of the ideas covered 

in the text easier to understand. 

  Chapter 3 describes some of the basic interpretations of financial statement data 

that financial statement users make. Although a more complete explanation of finan-

cial statement elements is presented in subsequent chapters, understanding the basic 

relationships presented here permits better comprehension of the impact of alternative 

accounting methods discussed later. Because Chapter 11 presents a more compre-

hensive treatment of financial statement analysis, some instructors prefer presenting 

Chapter 3 material with that of Chapter 11. 

 LO 10

Understand the  plan 

of the book. 

   5  FASB, Statement of Financial Accounting Concepts No. 4 (Stamford, CT, 1980). Copyright © the 

Financial Accounting Standards Board, High Ridge Park, Stamford, CT 06905, U.S.A. Excerpted with 

 permission. Copies of the complete document are available from the FASB.  
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  Chapter 4 describes the bookkeeping process and presents a powerful transaction 

analysis model. Using this model, the financial statement user can understand the 

effect of any transaction on the statements, and many of the judgments based on the 

statements. You will not be asked to learn bookkeeping in this chapter. 

  Chapters 5 through 9 examine specific financial statement elements. Chapter 5 

describes the accounting for short-term (current) assets, including cash, accounts and 

notes receivable, inventory, and prepaid items. Chapter 6 describes the accounting for 

long-term assets, including land, buildings and equipment, and a variety of intangible 

assets and natural resources. Chapter 7 discusses the accounting issues related to cur-

rent and long-term liabilities, including accounts and notes payable, bonds payable, 

and deferred income taxes. Chapter 8 deals with the components of owners’ equity, 

including common stock, preferred stock, retained earnings, and treasury stock. 

Chapter 9 presents a comprehensive view of the income statement and the statement 

of cash flows. 

  Chapter 10 covers corporate governance issues as well as the explanatory notes 

to the financial statements, and Chapter 11 concludes our look at financial accounting 

with a detailed discussion of financial statement analysis. The financial accounting 

chapters frequently make reference to Intel Corporation’s 2008 annual report, appropri-

ate elements of which are reproduced in the appendix. You should refer to those finan-

cial statements and notes, as well as other company financial reports you may have, to 

get acquainted with actual applications of the issues being discussed in the text. 

  Following Chapter 11, we turn our focus to managerial accounting topics. Chap-

ter 12 presents the “big picture” of managerial accounting. It contrasts financial and 

managerial accounting, introduces key managerial accounting terminology, and illus-

trates cost behavior patterns by describing various applications of cost–volume–profit 

analysis, including the calculation of a firm’s break-even point in units and sales dol-

lars. Chapter 13 describes the principal cost accounting systems used in business today 

with emphasis on the cost accumulation and assignment activities carried out by most 

firms. Chapter 14 illustrates many aspects of a typical firm’s operating budget, includ-

ing the sales forecast, production and purchases budgets, and the cash budget, as well 

as the development and use of standard costs for planning purposes. Chapter 15 con-

centrates on cost analysis for control; it highlights a number of performance reporting 

techniques and describes the analysis of variances for raw materials, direct labor, and 

manufacturing overhead. Chapter 16 concludes our discussion of managerial ac-

counting with an overview of short-run versus long-run decision making, including a 

demonstration of the payback, net present value, and internal rate of return techniques 

used to support capital budgeting decisions. 

  An epilogue titled “Accounting—The Future” (with no homework problems!) 

reemphasizes the evolutionary nature of the accounting discipline and calls students’ 

attention to a world of possibilities that remains to be explored in the future. 

Business 
on the

Internet

 Visit our Web site at www.mhhe.com/marshall9e for check figures, text updates, complete 

solutions to all odd-numbered exercises and problems for each chapter, study guide  questions 

and answers, self-study quizzes, PowerPoint presentations of the key ideas introduced in each 

chapter, study outlines, and downloadable problem materials in Excel format. A complete 

e-Book of this text is also accessible to students who have entered their registration codes or 

have otherwise purchased access to the premium content area of our Web site. 
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  The solutions to the odd-numbered exercises and problems of each chapter are 

provided for your convenience on the text Web site at www.mhhe.com/marshall9e. 

These homework assignments serve as additional illustrations of the material pre-

sented in the chapters. Each even-numbered exercise or problem is similar to the 

odd-numbered item that precedes it. We recommend that before working on an even-

numbered exercise or problem you attempt to work out the preceding item in writing, 

using the solution to check your work only if you really don’t know how to proceed. 

  Use each chapter’s learning objectives, “What does it mean?” questions, sum-

mary, and glossary of key terms and concepts to help manage your learning. With 

reasonable effort, you will achieve your objective of becoming an effective user of 

accounting information to support the related informed judgments and decisions you 

will make throughout your life.  

   Summary 

 Accounting is the process of identifying, measuring, and communicating economic infor-

mation about an entity for the purpose of making decisions and informed judgments. 

  Users of financial statements include management, investors, creditors, employ-

ees, and government agencies. Decisions made by users relate to, among other things, 

entity operating results, investment and credit questions, employment characteristics, 

and compliance with laws. Financial statements support these decisions because they 

communicate important financial information about the entity. 

  The major classifications of accounting include financial accounting, managerial 

accounting/cost accounting, auditing/public accounting, internal auditing, governmen-

tal and not-for-profit accounting, and income tax accounting. 

  Accounting has developed over time in response to the information needs of 

users of financial statements. Financial accounting standards have been established 

by different organizations over the years. These standards have become increasingly 

complex in recent times, and in some cases are extremely specific almost to the point 

of being statutelike. As a result, interest in harmonizing U.S. financial reporting stan-

dards with International Financial Reporting Standards, which are more general and 

flow from broad principles, has increased greatly. The Securities and Exchange Com-

mission, the Financial Accounting Standards Board, and the International Accounting 

Standards Board have been working on a project that promises to make the existing 

financial reporting standards fully compatible as soon as possible. Currently in the 

United States the FASB is the standard-setting body for financial accounting. Other 

organizations are involved in establishing standards for cost accounting, auditing, 

governmental accounting, and income tax accounting. 

  Integrity, objectivity, independence, and competence are several characteristics 

of ethical behavior required of a professional accountant. High standards of ethical 

conduct are appropriate for all people, but professional accountants have a special 

responsibility because so many people make decisions and informed judgments using 

information provided by the accounting process. 

  The Financial Accounting Standards Board has issued several  Statements of 
 Financial Accounting Concepts  resulting from the conceptual framework project that 

began in the late 1970s and still receives considerable attention today. These state-

ments describe concepts and relations that will underlie future financial accounting 

standards and practices and will in due course serve as a basis for evaluating existing 

standards and practices. 
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  Highlights of the concepts statement dealing with the objectives of financial 

reporting provide that financial information should be useful to investor and creditor 

concerns about the cash flows of the enterprise, the resources and obligations of the 

enterprise, and the profit of the enterprise. Financial accounting is not designed to 

directly measure the value of a business enterprise. 

  The objectives of financial reporting for nonbusiness enterprises are not signifi-

cantly different from those for business enterprises, except that resource providers, 

rather than investors, are concerned about performance results, rather than profit. 

  The book starts with the big picture of financial accounting and then moves to 

some of the basic financial interpretations made from accounting data. An overview 

of the bookkeeping process is followed by a discussion of specific financial statement 

elements and explanatory notes to the financial statements. The financial account-

ing material ends with a chapter focusing on financial statement analysis and use of 

the data developed from analysis. The managerial accounting chapters focus on the 

development and use of financial information for managerial planning, control, and 

decision making.  

  Key Terms and Concepts 

    accounting (p. 3)    The process of identifying, measuring, and communicating economic 

information about an organization for the purpose of making decisions and informed judgments.  

   accrual accounting (p. 20)    Accounting that recognizes revenues and expenses as they occur, 

even though the cash receipt from the revenue or the cash disbursement related to the expense 

may occur before or after the event that causes revenue or expense recognition.  

   annual report  (p. 8)   A document distributed to shareholders and other interested parties that 

contains the financial statements, explanatory notes, and management’s discussion and analysis 

of financial and operating factors that affected the firm together with the report of the external 

auditor’s examination of the financial statements.  

   auditing  (p. 7)   The process of examining the financial statements of an entity by an independent 

third party with the objective of expressing an opinion about the fairness of the presentation of 

the entity’s financial position, results of operations, changes in financial position, and cash flows. 

The practice of auditing is less precisely referred to as public accounting.  

   bookkeeping  (p. 6)   Procedures that are used to keep track of financial transactions and 

accumulate the results of an entity’s financial activities.  

   cash flow  (p. 6)   Cash receipts or disbursements of an entity.  

   Certified Management Accountant (CMA)   (p. 7)  Professional designation earned by passing 

a broad, four-part examination and meeting certain experience requirements. Examination 

topics include economics, corporate finance, information management, financial accounting and 

reporting, management reporting, decision analysis, and behavioral issues.  

   Certified Public Accountant (CPA)   (p. 6)  A professional designation earned by fulfilling 

certain education and experience requirements, in addition to passing a comprehensive, four-

part examination. Examination topics include financial accounting theory and practice, income 

tax accounting, managerial accounting, governmental and not-for-profit accounting, auditing, 

business law, and other aspects of the business environment.  

   controller  (p. 6)   The job title of the person who is the chief accounting officer of an organization. 

The controller is usually responsible for both the financial and managerial accounting functions. 

Sometimes referred to as  comptroller .  

   cost accounting (p. 7)    A subset of managerial accounting that relates to the determination and 

accumulation of product, process, or service costs.  
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   Cost Accounting Standards Board (CASB) (p. 12)    A group authorized by the U.S. Congress to 

establish cost accounting standards for government contractors.  

   creditor (p. 4)    An organization or individual who lends to the entity. Examples include suppliers 

who ship merchandise to the entity prior to receiving payment for their goods and banks that lend 

cash to the entity.  

   entity (p. 3)    An organization, individual, or a group of organizations or individuals for which 

accounting services are performed.  

   financial accounting (p. 6)    Accounting that focuses on reporting an entity’s financial position at 

a point in time and/or its results of operations and cash flows for a period of time.  

   Financial Accounting Foundation (FAF) (p. 10)    An organization composed of people from the 

public accounting profession, businesses, and the public that is responsible for the funding of 

and appointing members to the Financial Accounting Standards Board and the Governmental 

Accounting Standards Board.  

   Financial Accounting Standards Board (FASB) (p. 10)    The body responsible for establishing 

generally accepted accounting principles.  

   generally accepted accounting principles (GAAP) (p. 8)    Pronouncements of the Financial 

Accounting Standards Board (FASB) and its predecessors that constitute appropriate accounting 

for various transactions used for reporting financial position and results of operations to investors 

and creditors.  

   generally accepted auditing standards (GAAS) (p. 7)    Standards for auditing that are 

established by the Auditing Standards Board of the American Institute of Certified Public 

Accountants unless superseded or amended by the PCAOB.  

   Governmental Accounting Standards Board (GASB) (p. 13)    Established by the Financial 

Accounting Foundation to develop guidelines for financial accounting and reporting by state and 

local governmental units.  

   independence (p. 15)    The personal characteristic of an accountant, especially an auditor, that 

refers to both appearing and in fact being objective and impartial.  

   independent auditor’s report (p. 7)    The report accompanying audited financial statements 

that explains briefly the auditor’s responsibility and the extent of work performed. The report 

includes an opinion about whether the information contained in the financial statements is 

presented fairly in accordance with generally accepted accounting principles.  

   integrity (p. 15)    The personal characteristic of honesty, including being forthright in dealings and 

communications with others.  

   internal auditing (p. 8)    The practice of auditing within a company by employees of the 

company.  

  International Accounting Standards Board (IASB) (p. 11)   Standard-setting body responsible 

for the development of International Financial Reporting Standards (IFRS), permitted or required 

by more than 100 countries.  

  international financial reporting standards (IFRS) (p. 14)   Pronouncements of the International 

Accounting Standards Board that are considered to be a “principles-based” set of standards in 

that they establish broad rules as well as dictating specific treatments. Many of the standards 

forming part of IFRS are known by the older name of International Accounting Standards (IAS).  

   investor (p. 4)    An organization or individual who has an ownership interest in the firm. For 

corporations, referred to as  stockholder or shareholder .  

   managerial accounting (p. 7)    Accounting that is concerned with the internal use of economic 

and financial information to plan and control many of the activities of an entity and to support 

the management decision-making process.  

   objectivity (p. 15)    personal characteristic of impartiality, including freedom from conflict of 

interest.  

   public accounting (p. 7)    The segment of the accounting profession that provides auditing, 

income tax accounting, and management consulting services to clients.  
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   Public Company Accounting Oversight Board (PCAOB) (p. 11)    Established in 2002 with 

authority to set and enforce auditing and ethics standards for public companies and their auditing 

firms; affiliated with the SEC.  

   Securities and Exchange Commission (SEC) (p. 10)    A unit of the federal government that is 

responsible for establishing regulations and assuring full disclosure to investors about companies 

and their securities that are traded in interstate commerce.  

   Statements of Financial Accounting Standards (SFAS) (p. 10)    Pronouncements of the Financial 

Accounting Standards Board that constitute generally accepted accounting principles.    

 1.   It means that accounting is a service activity that helps many different users of 

accounting information who use the information in many ways.  

2.   It means to perform professional services for clients principally in the areas of 

auditing, income taxes, management consulting, and/or accounting systems evalu-

ation and development.  

3.   It means that the individual has met the education and experience requirements, and 

has passed the examination to qualify for a license as a certified public accountant.  

4.   It means that generally accepted accounting principles sometimes permit alter-

native ways of accounting for identical transactions, thus requiring professional 

judgment, and that these principles are still evolving.  

5.   It means that the FASB has completed an extensive process of research and 

development, including receiving input from interested individuals and organiza-

tions, and has made an authoritative pronouncement that defines accounting and 

reporting for a specific activity or transaction and becomes a generally accepted 

accounting principle.  

6.   It means that countries have not been able to agree on many accounting and 

reporting issues and that financial statements issued by an entity from another 

country must be carefully studied to determine how the statements differ from 

those issued by an entity from the reader’s country.  

7.   It means that the individual is impartial, free from conflict of interest, and will not 

experience a personal gain from the activity in which she or he is involved.  

8.   It means that the accounting and financial reporting topics explained in the finan-

cial accounting part of this text should: 

  a.   Relate to external financial reporting.  

  b.   Support business and economic decisions.  

  c.   Provide information about cash flows.  

  d.   Focus on earnings based on accrual accounting.  

  e.   Not seek to directly measure the value of a business enterprise.  

  f.    Report information that is subject to evaluation by individual financial state-

ment users.      

  Self-Study Material 

 Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter. 

AA N S W E R S  T O

What Does 
It Mean?
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  Self-Study Quiz  

  Matching   Following is a list of the key terms and concepts introduced in the chap-

ter, along with a list of corresponding definitions. Match the appropriate letter for the 

key term or concept to each definition provided (items 1–10). Note that not all key 

terms and concepts will be used. Answers are provided at the end of this chapter.  

  a.   Accounting  

  b.   Entity  

  c.   Financial accounting  

  d.   Bookkeeping  

  e.   Certified Public Accountant  

  f.   Managerial accounting  

  g.   Cost accounting  

  h.   Certified Management Accountant  

  i.   Auditing  

  j.   Public accounting  

  k.   Certified Internal Auditor  

  l.    Generally accepted auditing 

standards  

  m.   Cash flows  

  n.   Controller  

  o.   Independence  

  p.    Generally accepted accounting 

principles  

  q.   Internal auditing  

  r.    Securities and Exchange 

Commission  

  s.   Financial Accounting Foundation  

  t.    Financial Accounting Standards 

Board  

  u.     Statements of Financial 
 Accounting Standards   

  v.   Cost Accounting Standards Board  

  w.    Governmental Accounting 

 Standards Board  

  x.   Accrual accounting  

  y.   Integrity  

  z.   Objectivity   

 1.    The process of identifying, measuring, and communicating economic 

information about an organization for the purpose of making decisions or 

informed judgments.  

 2.   Accounting that recognizes revenues and expenses as they occur, even 

though cash receipts from revenues and cash disbursements related to 

expenses may occur before or after the event that causes revenue or 

expense recognition.  

 3.   The process of examining the financial statements of an entity by an 

independent third party with the objective of expressing an opinion about 

the fairness of the presentation of the entity’s financial position, results of 

operations, changes in financial position, and cash flows.  

 4.   Procedures that are used to keep track of an entity’s financial transactions 

and to accumulate the results of its operations.  

 5.   Pronouncements of the Financial Accounting Standards Board (FASB) that 

constitute generally accepted accounting principles.  

 6.   Accounting that is concerned with the use of economic and financial 

information to plan and control the activities of an entity and to support the 

management decision-making process.  

 7.   An organization, individual, or group of organizations or individuals for 

which accounting services are performed.  

 8.   A unit of the federal government that is responsible for establishing 

regulations and ensuring that full disclosure is made to investors about 

large companies and their securities traded in interstate commerce.  
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 9.   Pronouncements of the Financial Accounting Standards Board and its 

predecessors that constitute appropriate accounting for various business 

transactions (principles used for reporting financial position and results of 

operations to investors and creditors).  

 10.   The personal characteristic of honesty, including being forthright in 

dealings and communications with others.    

  Multiple Choice   For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter.  

1.   Common examples of “users” of the accounting information related to an 

 organization include

 a.    the management of the organization.  

 b.   investors and creditors.  

 c.   employees.  

 d.   the Securities and Exchange Commission.  

 e.   all of the above.     

2.   As it relates to financial reporting, which of the following is  not  required of an 

accounting entity?

 a.     A financial statement presenting the amount that the entity expects to earn 

next year.  

 b.    A financial statement presenting the financial position of the entity at a 

point in time.  

 c.    A financial statement presenting the results of the entity’s operations for a 

period of time.  

 d.    A financial statement summarizing the entity’s cash flows for a period of 

time.     

3.   In  SFAC No. 1 , which of the following ideas is  not  expressed?

 a.     Information largely reflects financial effects of past transactions and 

events.  

 b.    Financial information must always be accurate because it is the only source 

of information available to decision makers.  

 c.    The objectives of financial reporting stem primarily from the needs of exter-

nal users who lack the authority to demand the information they want from 

management.  

 d.    The objectives are directed toward the common interests of many user 

groups, not just investors and creditors     

4.   Which of the following ideas is expressed in  SFAC No. 1 ?
 a.     Financial reporting is not an end in itself but is intended to provide useful 

information to decision makers.  

 b.    The objectives of financial reporting are subject to changes in the economic, 

legal, political, and social environments.  

 c.    Information pertains to business entities rather than industries or the 

 economy as a whole.  

 d.   Approximate rather than exact measures must sometimes be used.  

 e.   All of these ideas are expressed in  SFAC No. 1 .     
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5.   Which of the following statements related to the origins and traditions of audit-

ing is the most appropriate description?

 a.     Auditing has always followed a codified set of rules designed to detect and 

report fraud.  

 b.    Little judgment has traditionally been required on the auditor’s part because 

the numbers a firm reports are either correct or they’re not.  

 c.    Auditing evolved as a response to the needs of absentee owners of large 

corporations who had entrusted their money to the hands of managers they 

could not directly control.  

 d.    In the early 1920s auditors became unified in their efforts, and generally 

accepted auditing procedures were consistently followed to the point that 

financial statements were considered quite reliable.     

6.    Examples of how investors, creditors, and others commonly use reported earn-

ings figures and the related information about the elements of financial state-

ments include all of the following except

 a.    estimating the number of employees the firm will hire during the next year.  

 b.   evaluating management’s past performance.  

 c.   predicting future earnings.  

 d.   assessing the risks of future cash flows.  

 e.   all of the above are examples of how these data are used.             

Exercises

  Obtain an annual report  Throughout this course, you will be asked to relate the 

material being studied to actual financial statements. After you complete this course, 

you will be able to use an organization’s financial statements to make decisions and 

informed judgments about that organization. The purpose of this assignment is to 

provide the experience of obtaining a company’s annual report. You may wish to refer 

to the financial statements in the report during the rest of the course. 

  Required:  
 a.    Obtain the most recently issued annual report of a publicly owned manufacturing 

or merchandising corporation of your choice. Do not select a bank, insurance 

company, financial institution, or public utility. It would be appropriate to select 

a firm that you know something about or have an interest in. If you don’t know 

the name or title of a specific individual to contact, address your request to 

the Shareholder Relations Department. Company addresses are available from 

several sources, including the following reference books in the library:

   Standard & Poor’s Register of Corporations, Directors and Executives,  
   Vol. 1–Corporations.  
   Moody’s Handbook of Common Stocks.  
   Standard & Poor’s Corporation Stock Market Encyclopedia.  

   Moody’s Industrial Manual.    
b.    Alternatively, you may be able to obtain an annual report via the Internet by 

typing http://www.firmname.com or by using a search engine to locate your 

Exercise 1.1
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company’s Web site and then scanning your firm’s home page for information 

about annual report ordering. By using Intel as your firm name, for example, you 

will discover that the most recent financial statements can be downloaded into 

Microsoft Excel files for subsequent manipulation.     

  Read and outline an article  The accounting profession is frequently in the news, 

not always in the most positive light. The purpose of this assignment is to increase 

your awareness of an issue facing the profession. 

  Required:  
 Find, read, outline, and prepare to discuss a brief article from a general audience or 

business audience publication about accounting and/or the accounting profession. 

The article should have been published within the past eight months and should relate 

to accounting or the accounting profession in general; it should  not  be about some 

technical accounting issue. The appropriate topical headings to use in the  Business 
Periodicals Index  or the computer-based retrieval system to which you have access 

are accountants, accounting, and/or accounting (specific topic).   

  Your ideas about accounting  Write a paragraph describing your perceptions of 

what accounting is all about and the work that accountants do.   

  Your expectations for this course  Write a statement identifying the expectations 

you have for this course.   

  Identify factors in an ethical decision  Jennifer Rankine is an accountant 

for a local manufacturing company. Jennifer’s good friend, Mike Bortolotto, has 

been operating a retail sporting goods store for about a year. The store has been 

moderately successful, and Mike needs a bank loan to help finance the next stage 

of his store’s growth. He has asked Jennifer to prepare financial statements that the 

banker will use to help decide whether to grant the loan. Mike has proposed that 

the fee he will pay for Jennifer’s accounting work should be contingent upon his 

receiving the loan. 

  Required:  
 What factors should Jennifer consider when making her decision about whether to 

prepare the financial statements for Mike’s store?  

   Identify information used in making an informed decision  Charlie and 

Maribelle Brown have owned and operated a retail furniture store for more than 

30 years. They have employed an independent CPA during this time to prepare 

various sales tax, payroll tax, and income tax returns, as well as financial statements 

for themselves and the bank from which they have borrowed money from time to 

time. They are considering selling the store but are uncertain about how to establish 

an asking price. 

  Required:  
 What type of information is likely to be included in the material prepared by the CPA 

that may help the Browns establish an asking price for the store?  

Exercise 1.2
LO 4

Exercise 1.3
LO 3

Exercise 1.4
LO 10

Exercise 1.5
LO 7

Exercise 1.6
LO 2
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   Auditor independence  Using the search engine you are most comfortable with, 

identify at least five sources on the general topic of auditor independence. Write a 

brief memo to provide an update on the current status of the auditor independence 

standard-setting process. The Business in Practice box on page 12 should serve as the 

starting point for this exercise.  Note: You might find it useful to contrast the opinions 
expressed by any of the Big 4 accounting firms to those expressed by nonaccounting 
professionals.   

   Find financial information  From the set of financial statements acquired for E1.1, 

determine the following:

 a.    Who is the chief financial officer?  

 b.   What are the names of the directors?  

 c.    Which firm conducted the audit? Have the auditors reviewed the entire 

report?  

 d.   What are the names of the financial statements provided?  

 e.   How many pages of explanatory notes accompany the financial statements?  

 f.    In addition to the financial statements, are there other reports? If so, what are 

they?     

  Answers to Self-Study Material 

 Matching: 1. a, 2. x, 3. i, 4. d, 5. u, 6. f, 7. b, 8. r, 9. p, 10. y 

 Multiple choice: 1. e, 2. a, 3. b, 4. e, 5. c, 6. a                 

Exercise 1.7
LO 6

Exercise 1.8
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  Financial statements are the product of the financial accounting process. They are the means of 

communicating economic information about the entity to individuals who want to make decisions 

and informed judgments about the entity’s financial position, results of operations, and cash flows. 

Although each of the four principal financial statements has a unique purpose, they are inter related, 

and all must be considered in order to get a complete financial picture of the reporting entity. 

  Users cannot make meaningful interpretations of financial statement data without under-

standing the concepts and principles that relate to the entire financial accounting process. It is 

also important for users to understand that these concepts and principles are broad in nature; 

they do not constitute an inflexible set of rules, but instead serve as guidelines for the develop-

ment of sound financial reporting practices. 

  LEARNING OBJECTIVES (LO) 

 After studying this chapter you should understand

1.    What transactions are.  

2.   The kind of information reported in each financial statement and how financial statements are 

related to each other.  

3.   The meaning and usefulness of the accounting equation.  

4.   The meaning of each of the captions on the financial statements illustrated in this chapter.  

5.   The broad, generally accepted concepts and principles that apply to the accounting process.   

6.   Why investors must carefully consider cash flow information in conjunction with accrual 

 accounting results.   

7.   Several limitations of financial statements.  

8.   What a corporation’s annual report is and why it is issued.  

9.   Business practices related to organizing a business, fiscal year, par value, and parent– 

subsidiary corporations.      

 Financial Statements 
and Accounting 
Concepts/Principles 

mar27068_ch02_032-073.indd   32mar27068_ch02_032-073.indd   32 11/12/09   9:02:33 AM11/12/09   9:02:33 AM



 Chapter 2 Financial Statements and Accounting Concepts/ Principles 33

  Financial Statements  
  From Transactions to Financial Statements 

 An entity’s financial statements are the end product of a process that starts with 

  transactions  between the entity and other organizations and individuals. Transactions 

are economic interchanges between entities: for example, a sale ∕ purchase, or a receipt 

of cash by a borrower and the payment of cash by a lender. The flow from transactions 

to financial statements can be illustrated as follows: 

Transactions
Financial
statements

Procedures for sorting, classifying,
and presenting (bookkeeping)

Selection of alternative methods
of reflecting the effects of certain
transactions (accounting)

1. What does it mean to say that there has been an accounting transaction between 

you and your school? QWhat Does
It Mean?

Answer  on 
page  57

  Transactions are summarized in  accounts,  and accounts are further summarized 

in the financial statements. In this sense, transactions can be seen as the bricks that 

build the financial statements. By learning about the form, content, and relationships 

among financial statements in this chapter, you will better understand the process of 

building those results—bookkeeping and transaction analysis—described in Chapter 4 

and subsequent chapters. 

  Current generally accepted accounting principles and auditing standards require 

that the financial statements of an entity show the following for the reporting period:

   Financial position at the end of the period.  

  Earnings for the period.  

  Cash flows during the period.  

  Investments by and distributions to owners during the period.    

 The financial statements that satisfy these requirements are, respectively, the:

   Balance sheet (or statement of financial position).  

  Income statement (or statement of earnings, or profit and loss statement, or 

statement of operations).  

  Statement of cash flows.  

  Statement of changes in owners’ equity (or statement of changes in capital stock 

and∕or statement of changes in retained earnings).    

  In addition to the financial statements themselves, the annual report will prob-

ably include several accompanying notes (sometimes called the financial review) 

that include explanations of the accounting policies and detailed information about 

many of the amounts and captions shown on the financial statements. These notes 

are designed to assist the reader of the financial statements by disclosing as much 

relevant  supplementary information as the company and its auditors deem necessary 

and appropriate. For  Intel Corporation,  the notes to the 2008 financial statements are 

shown in the “Notes to Consolidated Financial Statements” section on pages 691–742 

of the annual report in the appendix. One of this text’s objectives is to enable you to 

 LO 1

Understand what 

 transactions are. 
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read, interpret, and understand financial statement footnotes. Chapter 10 describes the 

explanatory notes to the financial statements in detail.  

  Financial Statements Illustrated 

 Main Street Store, Inc., was organized as a corporation and began business during 

September 2010 (see Business in Practice—Organizing a Business). The company 

buys clothing and accessories from distributors and manufacturers and sells these 

items from a rented building. The financial statements of Main Street Store, Inc., at 

 LO 2

Understand the kind of 

information reported in 

each financial statement 

and how the statements 

are related to each 

other. 

 Business in 

Practice 

  Organizing a Business  

 There are three principal forms of business organization: proprietorship, partnership, and 

corporation. 

  A  proprietorship  is an activity conducted by an individual. Operating as a proprietorship is 

the easiest way to get started in a business activity. Other than the possibility of needing a local 

license, there aren’t any formal prerequisites to beginning operations. Besides being easy to 

start, a proprietorship has the advantage, according to many people, that the owner is his or her 

own boss. A principal disadvantage of the proprietorship is that the owner’s liability for business 

debts is not limited by the assets of the business. For example, if the business fails, and if, after 

all available business assets have been used to pay business debts, the business creditors are 

still owed money, the owner’s personal assets can be claimed by business creditors. Another 

disadvantage is that the individual proprietor may have difficulty raising the money needed to 

provide the capital base that will be required if the business is to grow substantially. Because of 

the ease of getting started, every year many business activities begin as proprietorships. 

  The  partnership  is essentially a group of proprietors who have banded together. The unlim-

ited liability characteristic of the proprietorship still exists, but with several partners the ability of 

the firm to raise capital may be improved. Income earned from partnership activities is taxed at 

the individual partner level; the partnership itself is not a tax-paying entity. Accountants, attorneys, 

and other professionals frequently operate their firms as partnerships. In recent years, many large 

professional partnerships, including the Big 4 accounting firms, have been operating under  limited 

liability partnership  (LLP) rules, which shield individual partners from unlimited personal liability. 

  Most large businesses, and many new businesses, use the corporate form of organization. 

The owners of the corporation are called  stockholders.  They have invested funds in the corpora-

tion and received shares of stock as evidence of their ownership. Stockholders’ liability is limited 

to the amount invested; creditors cannot seek recovery of losses from the personal assets of 

stockholders. Large amounts of capital can frequently be raised by selling shares of stock to many 

individuals. It is also possible for all of the stock of a corporation to be owned by a single indi-

vidual. A stockholder can usually sell his or her shares to other investors or buy more shares from 

other stockholders if a change in ownership interest is desired. A  corporation  is formed by having 

a charter and bylaws prepared and registered with the appropriate office in 1 of the 50 states. The 

cost of forming a corporation is usually greater than that of starting a proprietorship or forming a 

partnership. A major disadvantage of the corporate form of business is that corporations are tax 

paying entities. Thus any income distributed to shareholders has been taxed first as income of 

the corporation and then is taxed a second time as income of the individual shareholders. 

  A form of organization that has been approved in many states is the  limited liability  company.  

For accounting and legal purposes, this type of organization is treated as a corporation even 

though some of the formalities of the corporate form of organization are not present. Sharehold-

ers of small corporations may find that banks and major creditors usually require the personal 

guarantees of the principal shareholders as a condition for granting credit to the corporation. 

Therefore, the limited liability of the corporate form may be, in the case of small corporations, 

more theoretical than real.   
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August 31, 2011, and for the fiscal year (see Business in Practice—Fiscal Year) ended 

on that date are presented in Exhibits 2-1 through 2-4. 

  As you look at these financial statements, you will probably have several ques-

tions concerning the nature of specific accounts and how the numbers are computed. 

For now, concentrate on the explanations and definitions that are appropriate and in-

escapable, and notice especially the characteristics of each financial statement. Many 

of your questions about specific accounts will be answered in subsequent chapters that 

explain the individual statements and their components in detail.    

 Explanations and Definitions 

  Balance Sheet.   The  balance sheet  is a listing of the organization’s assets, liabili-

ties, and owners’ equity  at a point in time.  In this sense, the balance sheet is like a 

snapshot of the organization’s financial position, frozen at a specific point in time. 

The balance sheet is sometimes called the  statement of financial position  because it 

summarizes the entity’s resources (assets), obligations (liabilities), and owners’ claims 

(owners’ equity). The balance sheet for Main Street Store, Inc., at August 31, 2011, the 

end of the firm’s first year of operations, is illustrated in Exhibit 2-1.       

  Notice the two principal sections of the balance sheet that are shown side by 

side: (1) assets and (2) liabilities and owners’ equity. Observe that the dollar total of 

$320,000 is the same for each side. This equality is sometimes referred to as the  ac-
counting equation  or the  balance sheet equation.  It is the equality, or balance, of 

these two amounts from which the term balance sheet is derived. 

Assets

$320,000

�

�

Liabilities

$117,000

�

�

Owners’ equity

$203,000

  Now we will provide some of those appropriate and inescapable definitions and 

explanations: 

  “ Assets  are probable future economic benefits obtained or controlled by a particular 

entity as a result of past transactions or events.” 1  In brief, assets represent the amount of 

 LO 3

Understand the mean-

ing and usefulness 

of the accounting 

equation. 

 Business in 

Practice 

  Fiscal Year  

 A firm’s  fiscal year  is the annual period used for reporting to owners, the government, and others. 

Many firms select the calendar year as their fiscal year, but other 12-month periods can also be se-

lected. Some firms select a reporting period ending on a date when inventories will be relatively low or 

business activity will be slow because this facilitates the process of preparing financial statements. 

  Many firms select fiscal periods that relate to the pace of their business activity. Food retail-

ers, for example, have a weekly operating cycle, and many of these firms select a 52-week fiscal 

year (with a 53-week fiscal year every five or six years so their year-end remains near the same 

date every year).  Intel Corporation  has adopted this strategy; note, on page 691 in the appendix, 

that Intel’s fiscal year ends on the last Saturday in December each year. (The next 53-week year 

will end on December 31, 2011.) 

  For internal reporting purposes, many firms use periods other than the month (e.g., 13 four-

week periods). The firm wants the same number of operating days in each period so that com-

parisons between the same periods of different years can be made without having to consider 

differences in the number of operating days in the respective periods.   

 1  FASB,  Statement of Financial Accounting Concepts No. 6,  “Elements of Financial Statements” (Stamford, 

CT, 1985), para. 25. Copyright © by the Financial Accounting Standards Board, High Ridge Park, Stamford, CT 

06905, U.S.A. Quoted with permission. Copies of the complete document are available from the FASB.
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resources  owned  by the entity. Assets are frequently tangible; they can be seen and han-

dled (like cash, merchandise inventory, or equipment), or evidence of their existence can 

be observed (such as a customer’s acknowledgment of receipt of merchandise and the 

implied promise to pay the amount due when agreed upon—an account receivable).    

   “Liabilities  are probable future sacrifices of economic benefits arising from 

present obligations of a particular entity to transfer assets or provide services to other 

entities in the future as a result of past transactions or events.” 2  In brief, liabilities are 

amounts  owed  to other entities. For example, the accounts payable arose because sup-

pliers shipped merchandise to Main Street Store, Inc., and this merchandise will be 

paid for at some point in the future. In other words, the supplier has an “ownership 

right” in the merchandise until it is paid for and thus has become a creditor of the firm 

by supplying merchandise on account. 

   Owners’ equity  is the ownership right of the owner(s) of the entity in the assets 

that remain after deducting the liabilities. (A car or house owner uses this term when 

referring to his or her  equity  as the market value of the car or house less the loan or 

mortgage balance.) Owners’ equity is sometimes referred to as  net assets.  This can be 

shown by rearranging the basic accounting equation: 

 Assets − Liabilities � Owner’ equity 

 Net assets � Owner’ equity 

 Another term sometimes used when referring to owners’ equity is net worth. However, 

this term is misleading because it implies that the net assets are “worth” the amount 

reported on the balance sheet as owners’ equity.  Financial statements prepared ac-
cording to generally accepted principles of accounting do not purport to show the 
current market value of the entity’s assets, except in a few restricted cases.  

2. What does it mean to refer to a balance sheet for the year ended August 31, 

2011?

3. What does it mean when a balance sheet has been prepared for an organization?QWhat Does
It Mean?
Answers  on 
page  57

 MAIN STREET STORE, INC. 
 Balance Sheet 

August 31, 2011 

               Assets         Liabilities and Owners’ Equity        

    Current assets:     Current liabilities: 

       Cash  ..........................................  $  34,000    Accounts payable  .....................   $  35,000  

    Accounts receivable  ...................  80,000    Other accured liabilities  .............   12,000  

    Merchandise inventory ................    170,000    Short-term debt  ........................       20,000  

     Total current assets  ................  $284,000     Total current liabilities  ............   $  67,000  

   Plant and equipment:        Long-term debt .........................       50,000  

    Equipment  ..................................  40,000    Total liabilities  ............................   $117,000  

    Less: Accumulated       Owners’ equity  .............................       203,000  

   depreciation ............................     (4,000) Total liabilities and

   Total assets  ....................................  $320,000    owners’ equity  ..........................   $320,000    

Exhibit 2-1

Balance Sheet

  2  Ibid., para. 35. 
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   Each of the individual assets and liabilities reported by Main Street Stores, Inc., 

warrants a brief explanation. Each account ( caption  in the financial statements) will be 

discussed in more detail in later chapters. Your task at this point is to achieve a broad 

understanding of each account and to make sense of its classification as an asset or 

liability. 

   Cash  represents cash on hand and in the bank or banks used by Main Street Store, 

Inc. If the firm had made any temporary cash investments to earn interest, these mar-

ketable securities probably would be shown as a separate asset because these funds are 

not as readily available as cash. 

   Accounts receivable  represent amounts due from customers who have purchased 

merchandise on credit and who have agreed to pay within a specified period or when 

billed by Main Street Store, Inc. 

   Merchandise inventory  represents the cost to Main Street Store, Inc., of the 

merchandise that it has acquired but not yet sold. 

   Equipment  represents the cost to Main Street Store, Inc., of the display cases, 

racks, shelving, and other store equipment purchased and installed in the rented build-

ing in which it operates. The building is not shown as an asset because Main Street 

Store, Inc., does not own it. 

   Accumulated depreciation  represents the portion of the cost of the equipment 

that is estimated to have been used up in the process of operating the business. Note 

that one-tenth ($4,000/$40,000) of the cost of the equipment has been depreciated. 

From this relationship, one might assume that the equipment is estimated to have a 

useful life of 10 years because this is the balance sheet at the end of the firm’s first 

year of operations.  Depreciation  in accounting is the process of spreading the cost of 

an asset over its useful life to the entity—it is  not  an attempt to recognize the economic 

loss in value of an asset because of its age or use. 

   Accounts payable  represent amounts owed to suppliers of merchandise inventory 

that was purchased on credit and will be paid within a specific period of time. 

   Other   accrued liabilities  represent amounts owed to various creditors, including 

any wages owed to employees for services provided to Main Street Store, Inc., through 

August 31, 2011, the balance sheet date. 

   Short-term debt  represents amounts borrowed, probably from banks, that will be 

repaid within one year of the balance sheet date. 

   Long-term debt  represents amounts borrowed from banks or others that will not 

be repaid within one year from the balance sheet date. 

   Owners’ equity,  shown as a single amount in Exhibit 2-1, is explained in more 

detail later in this chapter in the discussion of the statement of changes in owners’ 

equity. 

  Notice that in Exhibit 2-1 some assets and liabilities are classified as “current.” 

 Current assets  are cash and other assets that are likely to be converted into cash or 

used to benefit the entity within one year, and  current liabilities  are those liabilities 

that are likely to be paid with cash within one year of the balance sheet date. In this 

example, it is expected that the accounts receivable from the customers of Main Street 

Store, Inc., will be collected within a year and that the merchandise inventory will be 

sold within a year of the balance sheet date. This time-frame classification is important 

and, as will be explained later, is used in assessing the entity’s ability to pay its obliga-

tions when they come due. 

  To summarize, the balance sheet is a listing of the entity’s assets, liabilities, and 

owners’ equity. A balance sheet can be prepared as of any date but is most frequently 

prepared as of the end of a fiscal reporting period (e.g., month-end or year-end). The 

 LO 4 

Understand the 

 meaning of each of 

the captions on the 

financial  statements 

illustrated in  Exhibits 2-1 

through 2-4. 

mar27068_ch02_032-073.indd   37mar27068_ch02_032-073.indd   37 11/12/09   9:02:35 AM11/12/09   9:02:35 AM



38 Part 1 Financial Accounting

balance sheet as of the end of one period is the balance sheet as of the beginning of 

the next period. This can be illustrated on a time line as follows:

8/31/10 Fiscal 2011 8/31/11

Balance sheet Balance sheet

A � L � OE A � L � OE

 

 On the time line, Fiscal 2011 refers to the 12 months during which the entity carried 

out its economic activities.  

  Income Statements.   The principal purpose of the  income statement,  or  state-
ment of earnings,  or  profit   and loss statement,  or  statement of operations,  is to 

answer the question “Did the entity operate at a  profit  for the period of time under 

consideration?” The question is answered by first reporting  revenues  from the entity’s 

operating activities (such as selling merchandise) and then subtracting the  expenses  

incurred in generating those revenues and operating the entity.  Gains  and  losses  are 

also reported on the income statement. Gains and losses result from nonoperating ac-

tivities, rather than from the day-to-day operating activities that generate revenues and 

expenses. The income statement reports results for  a period of time,  in contrast to the 

balance sheet focus on a single date. In this sense, the income statement is more like 

a movie than a snapshot; it depicts the results of activities that have occurred during 

a period of time. 

  The income statement for Main Street Store, Inc., for the year ended August 31, 

2011, is presented in Exhibit 2-2. Notice that the statement starts with  net sales  (which 

are revenues) and that the various expenses are subtracted to arrive at  net income  in 

total and per share of common stock outstanding. Net income is the profit for the pe-

riod; if expenses exceed net sales, a net loss results. The reasons for reporting earnings 

per share of common stock outstanding, and the calculation of this amount, will be 

explained in Chapter 9.       

  Now look at the individual captions on the income statement. Each warrants a 

brief explanation, which will be expanded in subsequent chapters. Your task at this 

point is to make sense of how each item influences the determination of net income. 

 MAIN STREET STORE, INC.
  Income Statement 

For the Year Ended August 31, 2011 

        Net sales  .................................................................................................................      $1,200,000  

  Cost of goods sold  .................................................................................................           850,000  

  Gross profit  .............................................................................................................      $   350,000  

  Selling, general, and administrative expenses  .........................................................          311,000  

  Income from operations  ..........................................................................................      $    39,000  

  Interest expense  .....................................................................................................               9,000  

  Income before taxes  ...............................................................................................      $    30,000  

  Income taxes  ..........................................................................................................           12,000  

   Net income ..........................................................................................................      $    18,000  

  Earnings per share of common stock outstanding  .................................................      $       1.80    

Exhibit 2-2

Income Statement
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   Net sales  represent the amount of sales of merchandise to customers, less the 

amount of sales originally recorded but canceled because the merchandise was sub-

sequently returned by customers for one reason or another (wrong size, spouse didn’t 

want it, and so on). The sales amount is frequently called  sales revenue,  or just  rev-
enue.  Revenue results from selling a product or service to a customer. 

   Cost of goods sold  represents the total cost of merchandise removed from inven-

tory and delivered to customers as a result of sales. This is shown as a separate expense 

because of its significance and because of the desire to show gross profit as a separate 

item. A frequently used synonym is  cost of sales.  
   Gross profit  is the difference between net sales and cost of goods sold and rep-

resents the seller’s maximum amount of “cushion” from which all other expenses of 

operating the business must be met before it is possible to have net income. Gross 

profit (sometimes referred to as  gross margin ) is shown as a separate item because it is 

significant to both management and nonmanagement readers of the income statement. 

The uses made of this amount will be explained in subsequent chapters. 

   Selling, general, and administrative expenses  represent the operating expenses of 

the entity. In some income statements, these expenses will not be lumped together as 

in Exhibit 2-2 but will be reported separately for each of several operating expense 

categories, such as wages, advertising, and depreciation. 

   Income from operations  represents one of the most important measures of the 

firm’s activities. Income from operations (or operating income or earnings from opera-

tions) can be related to the assets available to the firm to obtain a useful measure of 

management’s performance. A method of doing this is explained in Chapter 3. 

   Interest expense  represents the cost of using borrowed funds. This item is reported 

separately because it is a function of how assets are financed, not how assets are used. 

   Income taxes  are shown after all of the other income statement items have been 

reported because income taxes are a function of the firm’s income before taxes. 

   Earnings per share of common stock outstanding  is reported as a separate 

item at the bottom of the income statement because of its significance in evaluating 

the market value of a share of common stock. This measure, which is often referred to 

simply as  EPS,  will be explained in more detail in Chapter 9. 

  To review, the income statement summarizes the entity’s income- (or loss-) pro-

ducing activities  for a period of time.  Transactions that affect the income statement 

will also affect the balance sheet. For example, a sale made for cash increases sales 

revenue on the income statement and increases cash, an asset on the balance sheet. 

Likewise, wages earned by employees during the last week of the current year to be 

paid early in the next year are an expense of the current year. These wages will be 

deducted from revenues in the income statement and are considered a liability reported 

on the balance sheet at the end of the year. Thus the income statement is a link be-

tween the balance sheets at the beginning and end of the year. How this link is made 

is explained in the next section, which describes the statement of changes in owners’ 

equity. The time line presented earlier can be expanded as follows:

8/31/10 Fiscal 2011 8/31/11

Balance sheet Income statement for the year Balance sheet

Revenues 
� Expenses 

A � L � OE Net income A � L � OE
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  Statement of Changes in Owners’ Equity.    The statement of changes in own-
ers’ equity,  or  statement of changes in capital stock,  or  statement of changes in 
retained earnings,  like the income statement, has a period of time orientation. This 

statement shows the detail of owners’ equity and explains the changes that occurred 

in the components of owners’ equity during the year. 

  Exhibit 2-3 illustrates this statement for Main Street Store, Inc., for the year ended 

August 31, 2011. Remember that these are the results of Main Street Store’s first year of 

operations, so the beginning-of-the-year balances are zero. On subsequent years’ state-

ments, the beginning-of-the-year amount is the ending balance from the prior year.       

  Notice in Exhibit 2-3 that owners’ equity is made up of two principal components: 

 paid-in capital  and  retained earnings.  These items are briefly explained here and are 

discussed in more detail in Chapter 8. 

   Paid-in capital  represents the total amount invested in the entity by the  owners—

in this case, the stockholders. When the stock issued to the owners has a  par value  

(see Business in Practice—Par Value), there will usually be two categories of paid-in 

capital: common stock and additional paid-in capital. 

   Common stock  reflects the number of shares authorized by the corporation’s 

charter, the number of shares that have been issued to stockholders, and the number 

of shares that are held by the stockholders. When the common stock has a par value 

or stated value, the amount shown for common stock in the financial statements will 

always be the par value or stated value multiplied by the number of shares issued. If the 

common stock does not have a par value or stated value, the amount shown for common 

stock in the financial statements will be the total amount invested by the owners. 

   Additional paid-in capital  is the difference between the total amount invested 

by the owners and the par value or stated value of the stock. (If no-par-value stock 

without a stated value is issued to the owners, there won’t be any additional paid-in 

capital because the total amount paid in, or invested, by the owners will be shown as 

common stock.) 

  Retained earnings is the second principal category of owners’ equity, and it rep-

resents the cumulative net income of the entity that has been retained for use in the 

business.  Dividends  are distributions of earnings that have been made to the owners, 

so these reduce retained earnings. If retained earnings has a negative balance because 

 MAIN STREET STORE, INC.  
Statement of Changes in Owner’s Equity 

For the Year Ended August 31, 2011      

   Paid-In Capital:    
   Beginning balance   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $      –0–  

   Common stock, par value, $10; 50,000 shares authorized    

    10,000 shares issued and outstanding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    100,000  

   Additional paid-in capital   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       90,000  

    Balance, August 31, 2011   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $190,000  

  Retained Earnings:    
   Beginning balance   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $      –0–  

   Net income for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      18,000  

   Less: Cash dividends of $.50 per share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .              (5,000)  

    Balance, August 31, 2011   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $   13,000  

   Total owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $203,000    

Exhibit 2-3

Statement of Changes 

in Owners’ Equity
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cumulative losses and dividends have exceeded cumulative net income, this part of 

owners’ equity is referred to as an  accumulated deficit,  or simply  deficit.   
  Note that in Exhibit 2-3 the net income for the year of $18,000 added to retained 

earnings is the amount of net income reported in Exhibit 2-2. The retained earnings 

section of the statement of changes in owners’ equity is where the link (known as 

articulation) between the balance sheet and income statement is made. The time-line 

model is thus expanded and modified as follows:

8/31/10 Fiscal 2011 8/31/11

Balance sheet Income statement for the year Balance sheet

Revenues 
� Expenses 

Net income

Statement of changes in owners’ equity

A � L � OE Beginning balances
Paid-in capital changes
Retained earnings changes:
� Net income
� Dividends

Ending balances

A � L � OE

 

  Notice that the total owners’ equity reported in Exhibit 2-3 agrees with the own-

ers’ equity shown on the balance sheet in Exhibit 2-1. Most balance sheets include the 

amount of common stock, additional paid-in capital, and retained earnings within the 

owners’ equity section. Changes that occur in these components of owners’ equity are 

likely to be shown in a separate statement so that users of the financial statements can 

learn what caused these important balance sheet elements to change.  

  Statements of Cash Flows.   The purpose of the statement of cash flows is to iden-

tify the sources and uses of cash during the year. This objective is accomplished by 

reporting the changes in all of the other balance sheet items. Because of the equality 

that exists between assets and liabilities plus owners’ equity, the total of the changes 

in every other asset and each liability and element of owners’ equity will equal the 

 Business in 

Practice 

  Par Value  

 Par value is a relic from the past that has, for all practical purposes, lost its significance. The par 

value of common stock is an arbitrary value assigned when the corporation is organized. Par 

value bears no relationship to the fair market value of a share of stock (except that a corporation 

may not issue its stock for less than par value). Many firms issue stock with a par value of a nomi-

nal amount, such as $1.  Intel Corporation  has taken this practice to an extreme by issuing stock 

with a $0.001 par value. (See page 688 in the appendix.) Because of investor confusion about the 

significance of par value, most states now permit corporations to issue no-par-value stock, which 

is in effect what Intel Corporation has accomplished. Some state laws permit a firm to assign a 

stated value to its no-par-value stock, in which case the stated value operates as a par value.   
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change in cash. The statement of cash flows is described in detail in Chapter 9. For 

now, make sense of the three principal activity groups that cause cash to change, and 

see how the amounts on this statement relate to the balance sheet in Exhibit 2-1. 

  The statement of cash flows for Main Street Store, Inc., for the year ended August 31, 

2011, is illustrated in Exhibit 2-4. Notice that this statement, like the income statement 

and statement of changes in owners’ equity, is  for a period of time.  Notice also the three 

activity categories: operating activities, investing activities, and financing activities.       

   Cash flows from operating activities  are shown first, and net income is the starting 

point for this measure of cash flow. Using net income also directly relates the income 

statement (see Exhibit 2-2) to the statement of cash flows. Next, reconciling items are 

considered (i.e., items that must be added to or subtracted from net income to arrive 

at cash flows from operating activities). 

   Depreciation expense  is added back to net income because, even though it was 

deducted as an expense in determining net income,  depreciation expense did not re-
quire the use of cash.  Remember—depreciation in accounting is the process of spread-

ing the cost of an asset over its estimated useful life. 

  The increase in accounts receivable is deducted because this reflects sales rev-

enues, included in net income, that have not yet been collected in cash. 

  The increase in merchandise inventory is deducted because cash was spent to ac-

quire the increase in inventory. 

  The increase in current liabilities is added because cash has not yet been paid for this 

amount of products and services that have been received during the current fiscal period. 

   Cash flows from investing activities  show the cash used to purchase long-lived assets. 

You should find the increase in equipment in the balance sheet (Exhibit 2-1), which shows 

the cost of the equipment owned at August 31, 2011. Because this is the first year of the 

firm’s operations, the equipment purchase required the use of $40,000 during the year. 

   Cash flows from financing activities  include amounts raised from the sale of long-

term debt and common stock, and dividends paid on common stock. You should find 

 MAIN STREET STORE, INC.
  Statement of Cash Flows 

For the Year Ended August 31, 2011      

    Cash Flows from Operating Activities:    
    Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $   18,000  

    Add (deduct) items not affecting cash:    

     Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         4,000  

     Increase in accounts receivable   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (80,000)  

     Increase in merchandise inventory   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (170,000)  

     Increase in current liabilities   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         67,000 

     Net cash used by operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $  (161,000)  

   Cash Flows from Investing Activities:    
    Cash paid for equipment   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $   (40,000)  

   Cash Flows from Financing Activities:    
    Cash received from issue of long-term debt   . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    $   50,000  

    Cash received from sale of common stock   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      190,000  

    Payment of cash dividend on common stock   . . . . . . . . . . . . . . . . . . . . . . . . . . . .         (5,000)  

     Net cash provided by financing activities   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $  235,000  

   Net increase in cash for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $   34,000    

Exhibit 2-4

Statement of Cash 

Flows
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each of these financing amounts in the balance sheet (Exhibit 2-1) or the statement of 

changes in owners’ equity (Exhibit 2-3). For example, the $190,000 received from the 

sale of stock is shown on the statement of changes in owners’ equity (Exhibit 2-3) as 

the increase in paid-in capital during the year. 

  The net increase in cash for the year of $34,000 is the amount of cash in the Au-

gust 31, 2011, balance sheet. Check this out. This should make sense because the firm 

started its business during September 2010, so it had no cash to begin with. 

  The statement of cash flows results in a further expansion and modification of the 

time-line model:

8/31/10 Fiscal 2011 8/31/11

Balance sheet Income statement for the year Balance sheet

Revenues 
� Expenses 

Net income

Statement of changes in owners’ equity

A � L � OE Beginning balances
Paid-in capital changes
Retained earnings changes:
� Net income
� Dividends

Ending balances

Statement of cash flows

Cash provided (used) by:
Operating activities
Investing activities
Financing activities

� Beginning cash balance

Ending balance A � L � OE

  

 

4. What does it mean when a business owner says that she needs to look at her 

fi rm’s set of four fi nancial statements to really understand its fi nancial position 

and results of operations?

5. What does it mean when a company that has a high net income doesn’t have 

enough cash to pay its bills?

QWhat Does
It Mean?

Answers  on 
pages  57–58

 Comparative Statements in Subsequent Years 

 The financial statements presented on the previous pages for Main Street Store, Inc., 

show data as of August 31, 2011, and for the year then ended. Because this was the 

first year of the firm’s operations, comparative financial statements are not possible. 

In subsequent years, however, comparative statements for the current year and the 

prior year should be presented so that users of the data can more easily spot changes 

in the firm’s financial position and in its results of operations. Some companies pres-

ent data for two prior years in their financial statements. Most companies will include 
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selected data from their balance sheets and income statements for at least 5 years, and 

sometimes for up to 25 years, as supplementary information in their annual report to 

stockholders.  Intel Corporation’s  five-year selected financial data, which appear on 

page 685 in the appendix, illustrate the firm’s consistency and financial stability.  

  Illustration of Financial Statement Relationships 

 Exhibit 2-5 uses the financial statements of Main Street Store, Inc., to illustrate the fi-

nancial statement relationships just discussed. Note that in Exhibit 2-5, the August 31, 

2010, balance sheet has no amounts because Main Street Store, Inc., started business 

in September 2010. As you study this exhibit, note especially that net income for the 

year was an increase in retained earnings and is one of the reasons retained earnings 

changed during the year. 

  In subsequent chapters, the relationship between the balance sheet and income 

statement will be presented using the following diagram:

Balance sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net Income � Revenues � Expenses

 The arrow from net income in the income statement to owners’ equity in the balance 

sheet indicates that net income affects retained earnings, which is a component of 

owners’ equity. 

  The following examples also illustrate the relationships within and between the 

principal financial statements. Using the August 31, 2011, Main Street Store, Inc., data 

for assets and liabilities in the balance sheet equation of A � L � OE, owners’ equity 

at August 31, 2011, can be calculated: 

  A �   L  � OE

 $320,000 � $117,000 � OE

 $203,000 � OE 

 Remember, another term for owners’ equity is  net assets.  This is shown clearly in 

the previous calculation because owners’ equity is the difference between assets and 

liabilities. 

  Now suppose that during the year ended August 31, 2012, total assets increased 

$10,000, and total liabilities decreased $3,000. What was owners’ equity at the end of 

the year? There are two ways of solving the problem. First, focus on the changes in 

the elements of the balance sheet equation: 

   A  �  L   � OE 

 Change: � 10,000 � −3,000 � ? 

 It is clear that for the equation to stay in balance, owners’ equity must have increased 

by $13,000. Because owners’ equity was $203,000 at the beginning of the year, it must 

have been $216,000 at the end of the year. 

  The second approach to solving the problem is to calculate the amount of assets 

and liabilities at the end of the year and then solve for owners’ equity at the end of the 

year, as follows: 

   A  �  L     � OE 

  Beginning: 320,000 � 117,000   � 203,000 

  Change: �10,000 � �3,000   � ?  

  End: 330,000 � 114,000   � ?     
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Assets

Cash              
All other assets

   Total assets

Liabilities and
owners’ equity

Liabilities

Owners’ equity:
   Paid-in capital
   Retained earnings

   Total owners’ equity

   Total liabilities and
     owners’ equity

Fiscal 2011 8/31/118/31/10

$        —
          —

$        —

$        —

$        —
          —

$        —

$        —

Assets

Cash              
All other assets

   Total assets

Liabilities and
Owners’ Equity

Liabilities

Owners’ equity:
  Paid-in capital
  Retained earnings

    Total owners’ equity

    Total liabilities and
      owners’ equity

$   34,000
 286,000

$ 320,000

$ 117,000

$ 190,000
      13,000

$ 203,000

$ 320,000

Revenues
Expenses

   Net income

$   1,200,000
    (1,182,000)

$        18,000

Paid-in capital from
   sale of stock

Retained earnings:
   Beginning balance
+ Net income
– Dividends

   Ending balance

Total change in
  owners’ equity

$ 190,000

$            0
     18,000
      (5,000)

$   13,000

$ 203,000

Cash provided (used) by:
   Operating activities
   Investing activities
   Financing activities

      Net change in cash

$(161,000)
    (40,000)
    235,000

$   34,000
MAIN STREET STORE, INC. 

Balance Sheet
At August 31, 2010

MAIN STREET STORE, INC. 
Income Statement

For the Year Ended 
August 31, 2011

MAIN STREET STORE, INC. 
Statement of Changes

in Owners’ Equity
For the Year Ended 

August 31, 2011

MAIN STREET STORE, INC. 
Statement of Cash Flows

For the Year Ended 
August 31, 2011

MAIN STREET STORE, INC. 
Balance Sheet

At August 31, 2011

Exhibit 2-5 Financial Statement Relationships
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46 Part 1 Financial Accounting

 The ending owners’ equity or net assets is $330,000 � $114,000 � $216,000. Be-

cause ending owners’ equity is $216,000, it increased $13,000 during the year from 

August 31, 2011, to August 31, 2012. 

  Assume that during the year ended August 31, 2012, the owners invested an ad-

ditional $8,000 in the firm, and that dividends of $6,000 were declared. How much 

net income did the firm have for the year ended August 31, 2012? Recall that net 

income is one of the items that affects the retained earnings component of owners’ 

equity. What else affects retained earnings? That’s right—dividends. Because owners’ 

equity increased from $203,000 to $216,000 during the year, and the items causing 

that change were net income, dividends, and the additional investment by the owners, 

the amount of net income can be calculated as follows:

Owners’ equity, beginning of year . . . . . . . . . . . . . . . .    $203,000

Increase in paid-in capital from additional 

 investment by owners  . . . . . . . . . . . . . . . . . . . . . . .         8,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .              ?

Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     �6,000

Owners’ equity, end of year  . . . . . . . . . . . . . . . . . . . .    $216,000

 Solving for the unknown shows that net income was equal to $11,000. 

  An alternative solution to determine net income for the year involves focusing on 

just the changes in owners’ equity during the year, as follows:

Increase in paid-in capital from additional

 investment by owners  . . . . . . . . . . . . . . . . . . . . . . . .     $  8,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .             ?

Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        �6,000

Change in owners’ equity for the year  . . . . . . . . . . . . .    $13,000

 

 Again, solving for the unknown, we find that net income was equal to $11,000. 

  The important points to remember here are:

•    The balance sheet shows the amounts of assets, liabilities, and owners’ equity 

at a point in time.  

•   The balance sheet equation must always be in balance.  

•   The income statement shows net income for a period of time.  

•   The retained earnings component of owners’ equity changes over a period 

of time as a result of the firm’s net income (or loss) and dividends for that 

period of time.     

6. What does it mean to say that the balance sheet must be in balance after every 

transaction even though a lot of transactions affect the income statement?QWhat Does
It Mean?
Answer  on 
page  58
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 Chapter 2 Financial Statements and Accounting Concepts/ Principles 47

      Accounting Concepts and Principles  
 To understand the kinds of decisions and informed judgments that can be made from 

the financial statements, it is appropriate to understand some of the broad  concepts  

and  principles  of accounting that have become generally accepted for financial ac-

counting and reporting purposes. The terms concepts and principles are used in-

terchangeably here. Some of these ideas relate directly to the financial accounting 

concepts introduced in Chapter 1, and others relate to the broader notion of generally 

accepted accounting principles. Again, it is important to recognize that these concepts 

and principles are more like practices that have been generally agreed upon over 

time than hard-and-fast rules or basic laws such as those encountered in the physical 

sciences. 

 These concepts and principles can be related to the basic model of the flow of data 

from transactions to financial statements illustrated earlier and shown here:

Transactions
Financial
statements

Accounting period

Matching revenue and expense

Revenue recognized at time of sale

Accrual concept

Procedures for sorting, classifying,
and presenting (bookkeeping)

Selection of alternative methods
of reflecting the effect of certain
transactions (accounting)

Consistency

Full disclosure

Materiality

Conservatism

Unit of measurement

Cost principle

Objectivity

Assets = Liabilities + Owners’ equity
(accounting equation)

Going concern
(continuity)

Accounting entity

  Concepts  ∕  Principles Related to the Entire Model 

 The basic accounting equation described earlier in this chapter is the mechanical key 

to the entire financial accounting process because the equation must be in balance 

after every transaction has been recorded in the accounting records. The method for 

recording transactions and maintaining this balance will be illustrated in Chapter 4. 

   Accounting entity  refers to the entity for which the financial statements are being 

prepared. The entity can be a proprietorship, partnership, corporation, or even a group 

 LO 5 

Understand the broad, 

generally accepted 

concepts and  principles 

that apply to the 

accounting process. 

 Many financial statement relationships, like those illustrated here for the balance sheet and state-

ment of changes in owners’ equity, can be expressed as arithmetic models or formulas. Solving 

for unknown amounts will reinforce your understanding of the components and relationships 

depicted in these models. We suggest that you use the following problem-solving approach: 

(1) select the appropriate model to be applied, (2) write down the captions or components of 

the model, (3) plug all known amounts into the model, and (4) solve for the missing amount. This 

“select (the model), write, plug, and solve” technique is applicable to many of the problems that 

will be assigned in this course and may be utilized in other courses and situations as well. 

 Study 

Suggestion 
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48 Part 1 Financial Accounting

Study

Suggestion

This chapter, titled “Financial Statements and Accounting Concepts/Principles,” presents two 

sets of interrelated topics that are themselves related. As illustrated in Exhibit 2-5, individual fi-

nancial statements are most meaningful when considered as part of an integrated set of financial 

statements presented by a firm. Likewise, the individual concepts and principles discussed in 

this section of the chapter are most meaningful when considered in relation to each other. The 

challenge that lies ahead (in the financial accounting part of this book) is for you to see logical 

connections between the end-product financial statements and the underlying concepts and 

principles upon which they are based. Our suggestion? Bookmark Exhibit 2-5 on page 45 and 

the concepts ∕principles model shown on page 47. Learn the terminology presented in each 

of these illustrations and refer back to these pages as you encounter difficulties in subsequent 

chapters. You will be surprised at how far this basic knowledge will carry you.

Business in 

Practice

Parent and Subsidiary Corporations

It is not unusual for a corporation that wants to expand its operations to form a separate corpo-

ration to carry out its plans. In such a case, the original corporation owns all of the stock of the 

new corporation; it has become the “parent” of a “subsidiary.” One parent may have several 

subsidiaries, and the subsidiaries themselves may be parents of subsidiaries. It is not necessary 

for the parent to own 100% of the stock of another corporation for the parent–subsidiary rela-

tionship to exist. If one corporation owns more than half of the stock of another, it is presumed 

that the majority owner can exercise enough control to create a parent–subsidiary relationship. 

When a subsidiary is not wholly owned, the other stockholders of the subsidiary are referred to 

as minority stockholders.

 In most instances, the financial statements issued by the parent corporation will include the 

assets, liabilities, owners’ equity, revenues, expenses, and gains and losses of the subsidiaries. 

Financial statements that reflect the financial position, results of operations, and cash flows of a 

parent and one or more subsidiaries are called consolidated financial statements.

 The fact that one corporation is a subsidiary of another is frequently transparent to the 

general public. For example, Frito-Lay Company, The Quaker Oats Company, and Tropicana 

Products, Inc., are all subsidiaries of PepsiCo Inc., but that relationship is usually irrelevant to 

users of the companies’ products.

of corporations (see Business in Practice—Parent and Subsidiary Corporations). The 

entity for which the accounting is being done is defined by the accountant; even 

though the entities may be related (such as an individual and the business she owns), 

the accounting is done for the defined entity. 

  The  going concern concept  refers to the presumption that the entity will continue 

to operate in the future—that it is not being liquidated. This continuity assumption is 

necessary because the amounts shown on the balance sheet for various assets do not 

reflect the liquidation value of those assets. 

     Concepts/Principles Related to Transactions 

 In the United States, the dollar is the  unit of measurement  for all transactions. No 

adjustment is made for changes in the purchasing power of the dollar. No attempt is 

made to reflect qualitative economic factors in the measurement of transactions. 

  The  cost principle  refers to the fact that transactions are recorded at their original 

(historical) cost to the entity as measured in dollars. For example, if a parcel of land 
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were purchased by a firm for $8,600 even though an appraisal showed the land to be 

worth $10,000, the purchase transaction would be reflected in the accounting records 

and financial statements at its cost of $8,600. If the land is still owned and being used 

15 years later, even though its market value has increased to $80,000, it continues to 

be reported in the balance sheet at its original cost of $8,600. 

   Objectivity  refers to accountants’ desire to have a given transaction recorded the 

same way in all situations. This objective is facilitated by using the dollar as the unit 

of measurement and by applying the cost principle. As previously stressed, there are 

transactions for which the exercise of professional judgment could result in alternative 

recording results. These alternatives will be illustrated in subsequent chapters.  

 Concepts/Principles Related to Bookkeeping 
Procedures and the Accounting Process 

 These concepts/principles relate to the  accounting period —that is, the period of time 

selected for reporting results of operations and changes in financial position. Financial 

position will be reported at the end of this period (and the balance sheet at the begin-

ning of the period will probably be included with the financial statements). For most 

entities, the accounting period will be one year in length. 

   Matching revenue and expense  is necessary if the results of the firm’s operations 

are to reflect accurately its economic activities during the period. The  matching con-
cept  does not mean that revenues and expenses for a period are equal. Revenue is not 

earned without effort (businesses do not receive birthday gifts), and expenses are the 

measure of the economic efforts exerted to generate revenues. A fair presentation of 

the results of a firm’s operations during a period of time requires that all expenses in-

curred in generating that period’s revenues be deducted from the revenues earned. This 

results in an accurate measure of the net income or net loss for the period. This seems 

like common sense, but as we shall see, there are alternative methods of determining 

some of the expenses to be recognized in any given period. This concept of matching 

revenue and expense is very important and will be referred to again and again as ac-

counting practices are discussed in the following chapters. 

   Revenue is recognized at the time of sale,  which is when title to the product being 

sold passes from the seller to the buyer or when the services involved in the transac-

tion have been performed. Passing of legal ownership (title) is the critical event, not 

the cash payment from buyer to seller. 

   Accrual accounting  uses the  accrual concept  and results in recognizing revenue 

at the point of sale and recognizing expenses as they are incurred, even though the 

cash receipt or payment occurs at another time or in another accounting period. Thus 

many activities of the firm will involve two transactions: one that recognizes the rev-

enue or expense and the other that reflects the receipt or payment of cash. The use 

of accrual procedures accomplishes much of the matching of revenues and expenses 

because most transactions between business firms (and between many firms and indi-

viduals) involve purchase/sale at one point in time and cash payment/receipt at some 

other point. 

  The results of accrual accounting frequently must be related to data in the state-

ment of cash flows to understand an entity’s past performance. This is illustrated in 

Business in Practice—Cash Flows versus Accrual Accounting. 

  The financial statement user relies on these concepts and principles related to the 

accounting period when making judgments and informed decisions about an entity’s 

financial position and results of operations. 

LO 6

 Understand why 

 investors must care-

fully consider cash 

flow information in 

conjunction with accrual 

accounting results. 
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50 Part 1 Financial Accounting

Business in 

Practice

Cash Flows versus Accrual Accounting

Despite the conceptual appeal of accrual accounting as the preferred (i.e., generally accepted) 

method of measuring income, many financial analysts also closely examine a company’s recent 

cash flow history in making their predictions about future earnings prospects. Cash flows are 

highly reliable because they are real—in an economic sense they have already happened—and 

are less subject to manipulation by management to achieve short-term results or to confuse 

investors about the company’s profitability for the period. ( All accounting measures, including 

cash flows and net income, are historic in nature. Yet there are a number of alternative methods 

that can be used—at least temporarily—to accelerate the reporting of revenues or to defer the 

reporting of expenses and thus manipulate net income of the current period. Some of these 

methods will be discussed in Chapters 5–10.)

 Enron provided a dramatic example of the difference between cash flows and accrual ac-

counting income. The total reported net income during the six quarters leading up to Enron’s 

demise was $1,808 million, while the total operating cash flows during this period were $3,442 mil -

lion, broken down as follows:

Quarters in 2000 and 2001 (amounts in millions)*

2Q2001 1Q2001 4Q2000 3Q2000 2Q2000 1Q2000

Net income $404 $425 $  182 $170 $289 $338

Operating cash flows �873 �464 4,652 674 �90 �457

Although this erratic (even bizarre) cash flow pattern did not provide any immediate answers 

to Enron’s financial problems, it certainly should have suggested that something wasn’t right. 

Financial fraud is always easier to spot after the fact; yet it’s hard to imagine that basic financial 

information of this nature, which was readily available to the investing public, would have es-

caped the attention of so many financial analysts.

 What should you take away from the Enron example? At this point, understand that deci-

sion makers can benefit by giving proper attention to all information communicated in the finan-

cial statements (balance sheet, income statement, statement of cash flows, and statement of 

changes in owners’ equity). Accrual accounting data should be considered together with cash 

flow data; each stream of data tells a story about the company’s past. It’s up to you to decide 

which story is most relevant to the decision being made.

*These data are provided in a Motley Fool article titled “Lessons from the Enron Debacle,” which can be accessed 

by using the search facility at www.fool.com. You will need to register as a member if you have not done so previ-

ously, but the service is free.

© Copyright 1996–2009. The Motley Fool, Inc.

7. What does matching of revenue and expense in the income statement mean?

8. What does the accrual concept mean?QWhat Does
It Mean?
Answers  on 
page  58

  Concepts/Principles Related to Financial Statements 

  Consistency  in financial reporting is essential if meaningful trend comparisons are to 

be made using an entity’s financial statements for several years. It is inappropriate to 

change from one generally accepted alternative of accounting for a particular type of 

mar27068_ch02_032-073.indd   50mar27068_ch02_032-073.indd   50 11/12/09   9:02:36 AM11/12/09   9:02:36 AM

www.fool.com


 Chapter 2 Financial Statements and Accounting Concepts/ Principles 51

transaction to another generally accepted method, unless both the fact that the change 

has been made and the effect of the change on the financial statements are explicitly 

described in the financial statements or the accompanying notes and explanations. 

   Full disclosure  means that the financial statements and notes or explanations 

should include all necessary information to prevent a reasonably astute user of the 

financial statements from being misled. This is a tall order—one that the Securities 

and Exchange Commission has helped to define over the years. This requirement for 

full disclosure is one reason that the notes and explanations are usually considered an 

integral part of the financial statements. 

   Materiality  means that absolute exactness, even if that idea could be defined, is 

not necessary in the amounts shown in the financial statements. Because of the numer-

ous estimates involved in accounting, amounts reported in financial statements may 

be approximate, but they will not be “wrong” enough to be misleading. The financial 

statements of publicly owned corporations usually show amounts rounded to the 

nearest thousand, hundred thousand, or even million dollars. This rounding does not 

impair the informational content of the financial statements and probably makes them 

easier to read. A management concept related to materiality is the cost–benefit rela-

tionship. Just as a manager would not spend $500 to get $300 worth of information, 

the incremental benefit of increased accuracy in accounting estimates is frequently not 

worth the cost of achieving the increased accuracy. 

   Conservatism  in accounting relates to making judgments and estimates that result 

in lower profits and asset valuation estimates rather than higher profits and asset valu-

ation estimates. Accountants try to avoid wishful thinking or pie-in-the-sky estimates 

that could result in overstating profits for a current period. This is not to say that ac-

countants always look at issues from a gloom-and-doom viewpoint; rather, they seek 

to be realistic but are conservative when in doubt.  

  Limitations of Financial Statements 

 Financial statements report quantitative economic information; they do not reflect 

qualitative economic variables. Thus the value to the firm of a management team or of 

the morale of the workforce is not included as a balance sheet asset because it cannot 

be objectively measured. Such qualitative attributes of the firm are frequently relevant 

to the decisions and informed judgments that the financial statement user is making, 

but they are not communicated in the financial statements. It’s unfortunate that the 

accounting process does not capture these kinds of data because often a company’s 

human resources and information resources are its most valuable assets. Many highly 

valued Internet and high-tech companies have little, if any, fixed assets or inventory—

sometimes the “product” they intend to offer comes in the form of a service that has not 

yet made it through the research, design, and testing phases. In fact, a common saying 

about such companies is that their assets “walk out the door every night.” The account-

ing profession is not yet comfortable with the idea of trying to measure these kinds of 

intangible assets, even though fairly reliable appraisal techniques are available, such as 

those endorsed in the Uniform Standards of Professional Appraisal Practice (USPAP). 

  As already emphasized, the cost principle requires assets to be recorded at their 

original cost. The balance sheet does not generally show the current market value or 

the replacement cost of the assets. Some assets are reported at the lower of their cost or 

market value, and in some cases market value may be reported parenthetically, but asset 

values are not generally increased to reflect current value. For example, the trademark 

of a firm has virtually no cost; its value has developed over the years as the firm has 

LO 7

 Understand several 

limitations of financial 

statements. 
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52 Part 1 Financial Accounting

successfully met customers’ needs. Thus trademarks usually are excluded from the bal-

ance sheet listing of assets even though they clearly have economic value to the firm. 

  Estimates are used in many areas of accounting; when the estimate is made, about 

the only fact known is that the estimate is probably not equal to the “true” amount. It is 

hoped that the estimate is near the true amount (the concept of materiality); it usually 

is. For example, recognizing depreciation expense involves estimating both the useful 

life to the entity of the asset being depreciated and the probable salvage value of the 

asset to the entity when it is disposed of. The original cost minus the salvage value is 

the amount to be depreciated or recognized as expense over the asset’s life. Estimates 

also must be made to determine pension expense, warranty costs, and numerous other 

expense and revenue items to be reflected in the current year’s income statement 

because they relate to the economic activity of the current year. These estimates also 

affect balance sheet accounts. So even though the balance sheet balances to the penny, 

do not be misled by this aura of exactness. Accountants do their best to make their 

estimates as accurate as possible, but estimates are still estimates. 

  The principle of consistency suggests that an entity should not change from one gen-

erally accepted method of accounting for a particular item to another generally accepted 

method of accounting for the same item, but it is possible that two firms operating in the 

same industry may follow different methods. This means that  comparability  between 

firms may not be appropriate, or if comparisons are made, the effects of any differences 

between the accounting methods followed by the firms must be understood. 

  Related to the use of the original cost principle is the fact that financial statements 

are not adjusted to show the impact of inflation. Land acquired by a firm 50 years ago 

is still reported at its original cost, even though it may have a significantly higher cur-

rent value because of inflation. Likewise, depreciation expense and the cost of goods 

sold—both significant expense elements of the income statement of many firms— 

reflect original cost, not replacement cost. This weakness is not significant when the 

rate of inflation is low, but the usefulness of financial statements is seriously impaired 

when the inflation rate rises to double digits. In 1980, the FASB began to require 

that large, publicly owned companies report certain inflation-adjusted data as supple-

mentary information in the footnotes to the financial statements. In 1986, the FASB 

discontinued the requirement that this information be presented, but it encouraged 

further supplementary disclosures of the effects of inflation and changes in specific 

prices. This is a very controversial issue that will become more important if the rate 

of inflation rises significantly in the future. 

  Financial statements do not reflect  opportunity cost,  which is an economic con-

cept relating to income forgone because an opportunity to earn income was not pur-

sued. For example, if an individual or organization maintains a non–interest-bearing 

checking account balance that is $300 more than that required to avoid any service 

charges, the opportunity cost associated with that $300 is the interest that could oth-

erwise be earned on the money if it had been invested. Financial accounting does not 

give formal recognition to opportunity cost; however, financial managers should be 

aware of the concept as they plan the utilization of the firm’s resources.    

9. What does it mean when some investors state that a corporation’s published 

fi nancial statements don’t tell the whole story about a fi rm’s fi nancial position 

and results of operations?QWhat Does
It Mean?
Answer  on 
page  58
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  The Corporation’s Annual Report 
  The annual report is the document distributed to shareholders that contains the report-

ing firm’s financial statements for the fiscal year, together with the report of the ex-

ternal auditor’s examination of the financial statements. The annual report document 

can be as simple as a transmittal letter from the president or chairman of the board of 

directors along with the financial statements, or as fancy as a glossy, 100-page booklet 

that showcases the firm’s products, services, and personnel, as well as its financial 

results. 

  In addition to the financial statements described here and the explanatory 

comments (or footnotes or financial review) described more fully in Chapter 10, 

some other financial data are usually included in the annual report. Highlights for 

the year, including net revenues, diluted earnings per share, and return on aver-

age stockholders’ equity, often appear inside the front cover or on the first page 

of the report.  Intel Corporation  also has highlighted various financial results in 

the Management’s Discussion and Analysis section of its 2008 annual report (see 

the Business on the Internet box on this page for instructions about how to access 

these data). Most firms also include a historical summary of certain financial data 

for at least the past five years. This summary usually is located near the back of the 

annual report. Many specific aspects of  Intel’s  annual report will be referred to in 

subsequent chapters.   

   Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter.  

LO 8

Understand what a 

 corporation’s annual 

report is and why it is 

issued.

Business 
on the

Internet

To obtain the most recent annual report for your favorite company via the Internet, please refer to 

Exercise 1-1 (part b) for alternative methods of doing so. Intel’s annual report now includes the 

entire 10-K report that is filed with the SEC each year, and thus is more than 100 pages long! 

As a result, the appendix material for Intel’s 2008 Annual Report excludes certain sections that 

are not heavily referenced in this text. To obtain a complete copy of Intel’s current annual report, 

please visit www.intel.com, click on “Investor Relations,” and then follow the links to the relevant 

Adobe Acrobat files that can be saved and/or printed.

 Technological advances in recent years have allowed publicly traded companies to make 

considerable improvements to their online reporting of financial results. In 2009 Intel took a 

giant step forward by using the SEC’s default electronic delivery process of e-proxy materi-

als, thus becoming the first company to provide both an online annual report (for 2008) and 

a proxy statement in well-formed HTML. By cutting its print run from 4.2 million to about 

400,000 copies, Intel saved nearly $2 million in printing and mailing costs, avoided 4 million 

pounds of carbon dioxide equivalent, and prevented the release of more than 13 million gal-

lons of wastewater—in one year alone! Intel also became the first U.S. company to allow all 

shareholders to attend, ask questions, and cast their votes live on the Web at its 2009 annual 

meeting.
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  Summary 

 Financial statements communicate economic information that helps individuals make 

decisions and informed judgments. 

  The bookkeeping and accounting processes result in an entity’s numerous trans-

actions with other entities being reflected in the financial statements. The financial 

statements presented by an entity are the balance sheet, income statement, statement 

of changes in owners’ equity, and statement of cash flows. 

  The balance sheet is a listing of the entity’s assets, liabilities, and owners’ equity 

at a point in time. Assets are probable future economic benefits (things or claims 

against others) controlled by the entity. Liabilities are amounts owed by the entity. 

An entity’s owners’ equity is the difference between its assets and liabilities. This 

relationship is known as the accounting equation. Current assets are cash and those 

assets likely to be converted to cash or used to benefit the entity within one year of 

the balance sheet date, such as accounts receivable and inventories. Current liabilities 

are expected to be paid or otherwise satisfied within one year of the balance sheet 

date. The balance sheet as of the end of a fiscal period is also the balance sheet as of 

the beginning of the next fiscal period. 

  The income statement reports the results of an entity’s operating activities for a 

period of time. Revenues are reported first, and expenses are subtracted to arrive at net 

income or net loss for the period. 

  The statement of changes in owners’ equity describes changes in paid-in capi-

tal and retained earnings during the period. Retained earnings are increased by the 

amount of net income and decreased by dividends to stockholders (and by any net loss 

for the period). It is through retained earnings that the income statement is linked to 

the balance sheet. 

  The statement of cash flows summarizes the impact on cash of the entity’s op-

erating, investing, and financing activities during the period. The bottom line of this 

financial statement is the change in cash from the amount shown in the balance sheet 

at the beginning of the period (e.g., fiscal year) to that shown in the balance sheet at 

the end of the period. 

  Financial statements usually are presented on a comparative basis so users can 

easily spot significant changes in an entity’s financial position (balance sheet) and 

results of operations (income statement). 

  The financial statements are interrelated. Net income for the period (from the in-

come statement) is added to retained earnings, a part of owners’ equity (in the balance 

sheet). The statement of changes in owners’ equity explains the difference between 

the amounts of owners’ equity at the beginning and the end of the fiscal period. The 

statement of cash flows explains the change in the amount of cash from the beginning 

to the end of the fiscal period. 

  Accounting concepts and principles reflect generally accepted practices that have 

evolved over time. They can be related to a schematic model of the flow of data from 

transactions to the financial statements. Pertaining to the entire model are the account-

ing entity concept, the accounting equation, and the going concern concept. 

  Transactions are recorded in currency units (e.g., the U.S. dollar) without regard 

to purchasing power changes. Thus transactions are recorded at an objectively deter-

minable original cost amount. 

  The concepts and principles for the accounting period involve recognizing rev-

enue when a sale of a product or service is made and then relating to that revenue all 
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of the expenses incurred in generating the revenue of the period. This matching of 

revenues and expenses is a crucial and fundamental concept to understand if account-

ing itself is to be understood. The accrual concept is used to implement the matching 

concept by recognizing revenues when earned and expenses when incurred, regardless 

of whether cash is received or paid in the same fiscal period. 

  The concepts of consistency, full disclosure, materiality, and conservatism relate 

primarily to financial statement presentation. 

  There are limitations to the information presented in financial statements. These 

limitations are related to the concepts and principles that have become generally ac-

cepted. Thus subjective qualitative factors, current values, the impact of inflation, and 

opportunity cost are not usually reflected in financial statements. In addition, many 

financial statement amounts involve estimates. Permissible alternative accounting 

practices may mean that interfirm comparisons are not appropriate. 

  Corporations and other organizations include financial statements in an annual 

report made available to stockholders, employees, potential investors, and others in-

terested in the entity. Refer to the financial statements on pages 687–690 of the  Intel 
Corporation  annual report in the appendix, as well as to the financial statements of 

other annual reports, to see how the material discussed in this chapter applies to real 

companies.  

  Key Terms and Concepts 

   account (p. 33)   A record in which transactions affecting individual assets, liabilities, owners’ 

equity, revenues, and expenses are recorded.  

  accounting equation (p. 35)   Assets � Liabilities � Owners’ equity (A � L � OE). The 

fundamental relationship represented by the balance sheet and the foundation of the bookkeeping 

process.  

  accounts payable (p. 37)   A liability representing an amount payable to another entity, usually 

because of the purchase of merchandise or services on credit.  

  accounts receivable (p. 37)   An asset representing a claim against another entity, usually arising 

from selling goods or services on credit.  

  accrual accounting (p. 49)   Accounting that recognizes revenues and expenses as they occur, 

even though the cash receipt from the revenue or the cash disbursement related to the expense 

may occur before or after the event that causes revenue or expense recognition.  

  accrued liabilities (p. 37)   Amounts that are owed by an entity on the balance sheet date.  

  accumulated depreciation (p. 37)   The sum of the depreciation expense that has been recognized 

over time. Accumulated depreciation is a contra asset—an amount that is subtracted from the 

cost of the related asset on the balance sheet.  

  additional paid-in capital (p. 40)   The excess of the amount received from the sale of stock over 

the par value of the shares sold.  

  assets (p. 35)   Probable future economic benefits obtained or controlled by an entity as a result of 

past transactions or events.  

  balance sheet (p. 35)   The financial statement that is a listing of the entity’s assets, liabilities, and 

owners’ equity at a point in time. Sometimes this statement is called the statement of financial 
position.  

  balance sheet equation (p. 35)   Another term for the accounting equation.  

  cash (p. 37)   An asset on the balance sheet that represents the amount of cash on hand and 

balances in bank accounts maintained by the entity.  

  common stock (p. 40)   The class of stock that represents residual ownership of the corporation.  
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  corporation (p. 34)   A form of organization in which ownership is evidenced by shares of stock 

owned by stockholders; its features, such as limited liability of the stockholders, make this the 

principal form of organization for most business activity.  

  cost of goods sold (p. 39)   Cost of merchandise sold during the period; an expense deducted from 

net sales to arrive at gross profit. A frequently used synonym is cost of sales.  

  current assets (p. 37)   Cash and those assets that are likely to be converted to cash or used to 

benefit the entity within one year of the balance sheet date.  

  current liabilities (p. 37)   Those liabilities due to be paid within one year of the balance sheet date.  

  depreciation (p. 37)   The accounting process of recognizing the cost of an asset that is used up 

over its useful life to the entity.  

  depreciation expense (p. 42)   The expense recognized in a fiscal period for the depreciation of 

an asset.  

  dividend (p. 40)   A distribution of earnings to the owners of a corporation.  

  earnings per share of common stock outstanding (p. 39)   Net income available to the common 

stockholders divided by the average number of shares of common stock outstanding during the 

period. Usually referred to simply as EPS.  

  equity (p. 36)   The ownership right associated with an asset. See owners’ equity.  

  expenses (p. 38)   Outflows or other using up of assets or incurring a liability during a period from 

delivering or producing goods, rendering services, or carrying out other activities that constitute 

the entity’s major operations.  

  fiscal year (p. 35)   The annual period used for reporting to owners.  

  gains (p. 38)   Increases in net assets from incidental transactions that are not revenues or 

investments by owners.  

  going concern concept (p. 48)   A presumption that the entity will continue in existence for the 

indefinite future.  

  gross profit (p. 39)   Net sales less cost of goods sold. Sometimes called gross margin.  

  income from operations (p. 39)   The difference between gross profit and operating expenses. 

Also referred to as operating income.  

  income statement (p. 38)   The financial statement that summarizes the entity’s revenues, 

expenses, gains, and losses for a period of time and thereby reports the entity’s results of 

operations for that period of time.  

  liabilities (p. 36)   Probable future sacrifices of economic benefits arising from present obligations 

of a particular entity to transfer assets or provide services to other entities in the future as a result 

of past transactions or events.  

  losses (p. 38)   Decreases in net assets from incidental transactions that are not expenses or 

distributions to owners.  

  matching concept (p. 49)   The concept that expenses incurred in generating revenues should be 

deducted from revenues earned during the period for which results are being reported.  

  merchandise inventory (p. 37)   Items held by an entity for sale to customers in the normal course 

of business.  

  net assets (p. 36)   The difference between assets and liabilities; also referred to as owners’ equity.  

  net income (p. 38)   The excess of revenues and gains over expenses and losses for a fiscal period.  

  net sales (p. 38)   Gross sales, less sales discounts and sales returns and allowances.  

  net worth (p. 36)   Another term for net assets or owners’ equity, but not as appropriate because 

the term worth may be misleading.  

  opportunity cost (p. 52)   An economic concept relating to income forgone because an 

opportunity to earn income was not pursued.  

  owners’ equity (p. 36)   The equity of the entity’s owners in the assets of the entity. Sometimes 

called net assets; the difference between assets and liabilities.  

  paid-in capital (p. 40)   The amount invested in the entity by the owners.  
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  par value (p. 40)   An arbitrary value assigned to a share of stock when the corporation is 

organized. Sometimes used to refer to the stated value or face amount of a security.  

  partnership (p. 34)   A form of organization indicating ownership by two or more individuals or 

corporations without the limited liability and other features of a corporation.  

  profit (p. 38)   The excess of revenues and gains over expenses and losses for a fiscal period; 

another term for net income.  

  profit and loss statement (p. 38)   Another term for the income statement.  

  proprietorship (p. 34)   A form of organization indicating individual ownership without the 

limited liability and other features of a corporation.  

  retained earnings (p. 40)   Cumulative net income that has not been distributed to the owners of a 

corporation as dividends.  

  revenues (p. 38)   Inflows of cash or increases in other assets, or the settlement of liabilities during 

a period, from delivering or producing goods, rendering services, or performing other activities 

that constitute the entity’s major operations.  

  statement of cash flows (p. 41)   The financial statement that explains why cash changed during a 

fiscal period. Cash flows from operating, investing, and financing activities are shown.  

  statement of changes in capital stock (p. 40)   The financial statement that summarizes changes 

during a fiscal period in capital stock and additional paid-in capital. This information may be 

included in the statement of changes in owners’ equity.  

  statement of changes in owners’ equity (p. 40)   The financial statement that summarizes the 

changes during a fiscal period in capital stock, additional paid-in capital, retained earnings, and 

other elements of owners’ equity.  

  statement of changes in retained earnings (p. 40)   The financial statement that summarizes 

the changes during a fiscal period in retained earnings. This information may be included in the 

statement of changes in owners’ equity.  

  statement of earnings (p. 38)   Another term for the income statement; it shows the revenues, 

expenses, gains, and losses for a period of time and thereby the entity’s results of operations for 

that period of time.  

  statement of financial position (p. 35)   Another term for the balance sheet; a listing of the 

entity’s assets, liabilities, and owners’ equity at a point in time.  

  statement of operations (p. 38)   Another term for the income statement.  

  stock (p. 34)   The evidence of ownership of a corporation.  

  stockholders (p. 34)   The owners of a corporation’s stock; sometimes called shareholders.  

  subsidiary (p. 48)   A corporation whose stock is more than 50 percent owned by another 

corporation.  

  transactions (p. 33)   Economic interchanges between entities that are accounted for and reflected 

in financial statements.    

 

1.     It means that there has been some sort of economic interchange; for example, you 

have agreed to pay tuition in exchange for classes.  

2.   It means the person doing this is really mixed up because the balance sheet pres-

ents data as of a point in time. It’s a balance sheet  as of  August 31, 2011.  

3.   It means that the organization’s financial position  at a point in time  has been de-

termined and summarized.  

4.   It means that each individual financial statement provides unique information 

but focuses on only a part of the big picture, so all four statements need to be re-

viewed to achieve a full understanding of the firm’s financial position and results 

of operations.  

AA N S W E R S  T O

What Does 
It Mean?
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5.   It means that revenues have been earned from selling products or providing 

services but that the accounts receivable from those revenues have not yet been 

collected—or if the receivables have been collected, the cash has been used for 

some purpose other than paying bills.  

6.   It means that transactions affecting the income statement also affect the owners’ 

equity section of the balance sheet as well as the asset and/or liability sections of 

the balance sheet.  

7.   It means that all expenses incurred in generating revenue for the period are sub-

tracted from those revenues to determine net income. Matching does not mean 

that revenues equal expenses.  

8.   It means that revenues and expenses are recognized in the accounting period in 

which they are earned or incurred, even though cash may be received or paid in a 

different accounting period.  

9.   It means that there may be both qualitative (for example, workforce morale) and 

quantitative (for example, opportunity cost) factors that are not reflected in the 

financial statements.    

  Self-Study Material 

 Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter. 

Self-Study Quiz

 Matching Following is a list of the key terms and concepts introduced in the chap-

ter, along with a list of corresponding definitions. Match the appropriate letter for the 

key term or concept to each definition provided (items 1–15). Note that not all key 

terms and concepts will be used. Answers are provided at the end of this chapter.

 a.    Accumulated depreciation  

 b.   Balance sheet  

 c.   Accrued liabilities  

 d.   Current assets  

 e.   Current liabilities  

 f.   Merchandise inventory  

 g.   Revenues  

 h.   Expenses  

 i.   Gains  

 j.   Losses  

 k.   Net sales  

 l.   Cost of goods sold  

 m.   Gross profit  

 n.   Income from operations  

 o.   Net income  

 p.   Earnings per share of common 

stock  

 q.   Paid-in capital  

 r.   Common stock  

 s.   Additional paid-in capital  

 t.   Retained earnings  

 u.   Dividends  

 v.   Par value  

 w.   Going concern concept  

 x.   Matching concept  

 y.   Accrual concept  

 z.   Opportunity cost  

   aa. Annual report  

 bb.   Income statement   
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    1. The difference between the total amount invested by the owners and the par 

value or stated value of the stock issued.  

   2. Outflows or using up of assets or incurrence of liabilities during a period 

from delivering or producing goods, rendering services, or carrying out 

other activities that constitute the entity’s major operations.  

   3. The financial statement that is a list of the entity’s assets, liabilities, and 

owners’ equity at a point in time.  

   4. A document distributed to stockholders that contains the financial 

statements for the fiscal year of the reporting firm with the report of the 

external auditor’s examination of the financial statements.  

   5. A distribution of earnings to the owners of a corporation.  

   6. An arbitrary value assigned to a share of stock when the corporation is 

organized.  

   7. Net income available to the common stockholders divided by the average 

number of shares of common stock outstanding during the period.  

   8. Items held by an entity for sale to potential customers in the normal course 

of business.  

   9. Inflows of cash or increases in other assets, or settlement of liabilities 

during a period from delivering or producing goods, rendering services, or 

other activities that constitute the entity’s major operations.  

   10. Cash and those assets likely to be converted to cash or used to benefit the 

entity within one year of the balance sheet date.  

   11. Cumulative net income that has not been distributed to the owners of a 

corporation as dividends.  

   12. The difference between gross profit and operating expenses. Also referred 

to as operating income and earnings from operations.  

   13. Increases in net assets from incidental transactions and other events 

affecting an entity during a period except those that result from revenues or 

investments by owners.  

   14. A presumption that the entity will continue in existence for the indefinite 

future.  

   15. Net sales less cost of goods sold.    

  Multiple Choice  For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter.

 1.    Which of the following is  not  a correct expression of the accounting equation?

 a.    Assets − Liabilities � Owners’ equity  

 b.   Net assets � Liabilities � Owners’ equity  

 c.   Assets � Liabilities � Owners’ equity  

 d.   Net assets � Owners’ equity     

   2.   Partnerships, as contrasted with corporations, can be characterized as being relatively 

 a.   easier to form, less risky to be an owner of, and easier to raise large amounts 

of capital for.  

 b.   easier to form, more risky to be an owner of, and harder to raise large 

amounts of capital for.  
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 c.   harder to form, more risky to be an owner of, and harder to raise large 

amounts of capital for.  

 d.   harder to form, less risky to be an owner of, and easier to raise large 

amounts of capital for.  

 e.   None of the above is accurate.     

 3.   The owners’ equity section of a balance sheet contains two major 

 components: 

 a.   Common Stock and Additional Paid-in Capital.  

 b.   Paid-in Capital and Retained Earnings.  

 c.   Common Stock and Retained Earnings.  

 d.   Net Income and Dividends.  

 e.   Additional Paid-in Capital and Net Income.     

 4.   Which of the following accounts is  not  an asset? 

 a.   Cash.   d.   Equipment.  

 b.   Inventory.   e.   Land.  

 c.   Accounts Payable.      

 5.   Which of the following financial statement descriptions is inaccurate? 

 a.    Balance Sheet—shows the organization’s financial position for a period of 

time.  

 b.   Income Statement—shows what the organization’s earnings were for a 

 period time.  

 c.   Statement of Cash Flows—shows what the organization’s receipts and 

disbursements were for a period of time.  

 d.   Statement of Owners’ Equity—shows the investments by and distributions 

to owners for a period of time.  

 e.   All of the above descriptions are accurate.     

 6.   If total assets were $21,000 and total liabilities were $12,000 at the beginning of 

the year, and if net income for the year was $5,000, what is total owners’ equity 

at the end of the year? 

 a.   $4,000.   c.   $9,000.  

 b.   $5,000.   d.   $14,000.     

 7.   At the beginning of the year, owners’ equity totaled $119,000. During the year, 

net income was $35,000 and dividends of $29,000 were declared and paid. 

Owners’ equity at the end of the year was 

 a.   $113,000.   c.   $148,000.  

 b.   $125,000.   d.   $154,000.     

 8.   The principle stating that all expenses incurred while earning revenues should 

be identified with the revenues when they are earned and reported for the same 

time period is the 

 a.   cost principle.    d.   matching principle.  

 b.   revenue principle.    e.   timing principle.  

 c.   expense principle.    
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    9.   Corporate annual reports do  not  ordinarily include 

 a.    a transmittal letter from the president or chairman of the board of 

directors.  

 b.   financial statements for the most recent year.  

 c.   explanatory notes and comments about the financial statements.  

 d.   the internal auditor’s report and opinion about the financial statements.  

 e.    a historical summary of selected financial data for the past five years 

or more.     

10.   Which of these is  not  a limitation of financial statements? 

 a.   Qualitative data are not reflected in financial statements.  

 b.   Market values of assets are not generally reported.  

 c.   Estimates are commonly used and are sometimes inaccurate.  

 d.   It may be difficult to compare firms in the same industry because they often 

use different accounting methods.  

 e.   All of the above are limitations of financial statements.         

 Exercises 

 Identify accounts by category and financial statement(s) Listed here are a 

number of financial statement captions. Indicate in the spaces to the right of each 

caption the category of each item and the financial statement(s) on which the item 

can usually be found. Use the following abbreviations:

Category Financial Statement

Asset

Liability

Owners’ equity

Revenue

Expense

Gain

Loss

A

L

OE

R

E

G

LS

Balance sheet

Income statement

BS

IS

Cash

Accounts payable

Common stock

Depreciation expense

Net sales

Income tax expense

Short-term investments

Gain on sale of land

Retained earnings

Dividends payable

Accounts receivable

Short-term debt

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

accounting

Exercise 2.1
LO 2, 4
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 Identify accounts by category and financial statement(s) Listed here are a 

number of financial statement captions. Indicate in the spaces to the right of each 

caption the category of each item and the financial statement(s) on which the item 

can usually be found. Use the following abbreviations:

Category Financial Statement

Asset

Liability

Owners’ equity

Revenue

Expense

Gain

Loss

A

L

OE

R

E

G

LS

Balance sheet

Income statement

BS

IS

Accumulated depreciation

Long-term debt

Equipment

Loss on sale of short-term 

 investments

Net income

Merchandise inventory

Other accrued liabilities

Dividends paid

Cost of goods sold

Additional paid-in capital

Interest income

Selling expenses

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

_________

 Understanding financial statement relationships The information presented 

here represents selected data from the December 31, 2010, balance sheets and income 

statements for the year then ended for three firms:

Firm A Firm B Firm C

Total assets, 12/31/10. . . . . . . . . . . . . . . . . .

Total liabilities, 12/31/10  . . . . . . . . . . . . . . . .

Paid-in capital, 12/31/10 . . . . . . . . . . . . . . . .

Retained earnings, 12/31/10 . . . . . . . . . . . . .

Net income for 2010  . . . . . . . . . . . . . . . . . . .

Dividends declared and paid during 2010  . . .

Retained earnings, 1/1/10 . . . . . . . . . . . . . . .

$420,000

215,000

75,000

?

?

50,000

78,000

$540,000

145,000

?

310,000

83,000

19,000

?

$325,000

?

40,000

?

113,000

65,000

42,000

 Required: 
 Calculate the missing amounts for each firm.  

  Understanding financial statement relationships The information presented 

here represents selected data from the December 31, 2010, balance sheets and income 

statements for the year then ended for three firms:

Exercise 2.2
LO 2, 4

Exercise 2.3
LO 2, 3

Exercise 2.4
LO 2, 3

mar27068_ch02_032-073.indd   62mar27068_ch02_032-073.indd   62 11/12/09   9:02:37 AM11/12/09   9:02:37 AM



 Chapter 2 Financial Statements and Accounting Concepts/ Principles 63

Firm A Firm B Firm C

Total assets, 12/31/10. . . . . . . . . . . . . . . . . .

Total liabilities, 12/31/10  . . . . . . . . . . . . . . . .

Paid-in capital, 12/31/10 . . . . . . . . . . . . . . . .

Retained earnings, 12/31/10 . . . . . . . . . . . . .

Net income for 2010  . . . . . . . . . . . . . . . . . . .

Dividends declared and paid during 2010  . . .

Retained earnings, 1/1/10 . . . . . . . . . . . . . . .

?

$80,000

55,000

?

68,000

12,000

50,000

$435,000

?

59,000

186,000

110,000

?

124,000

$155,000

75,000

45,000

?

25,500

16,500

?

 Required: 
 Calculate the missing amounts for each firm.   

  Calculate retained earnings  From the following data, calculate the retained 

earnings balance as of December 31, 2010:

Retained earnings, December 31, 2009 . . . . . . . . . . . . . . . . . . . . . . . . . . .

Cost of equipment purchased during 2010 . . . . . . . . . . . . . . . . . . . . . . . . .

Net loss for the year ended December 31, 2010. . . . . . . . . . . . . . . . . . . . .

Dividends declared and paid in 2010  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Decrease in cash balance from January 1, 2010, to December 31, 2010 . .

Decrease in long-term debt in 2010  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

$311,800

32,400

4,700

18,500

13,600

14,800

  Calculate retained earnings  From the following data, calculate the retained 

earnings balance as of December 31, 2009:

Retained earnings, December 31, 2010  . . . . . . . . . . . . . . . . . . . . . . . . . . .

Decrease in total liabilities during 2010  . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Gain on the sale of buildings during 2010  . . . . . . . . . . . . . . . . . . . . . . . . . .

Dividends declared and paid in 2010  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Proceeds from sale of common stock in 2010  . . . . . . . . . . . . . . . . . . . . . .

Net income for the year ended December 31, 2010  . . . . . . . . . . . . . . . . . .

$841,200

183,200

64,400

18,000

197,600

90,400

  Calculate dividends using the accounting equation  At the beginning of 

its current fiscal year, Willie Corp.’s balance sheet showed assets of $12,400 and 

liabilities of $7,000. During the year, liabilities decreased by $1,200. Net income for 

the year was $3,000, and net assets at the end of the year were $6,000. There were no 

changes in paid-in capital during the year. 

  Required:  
 Calculate the dividends, if any, declared during the year. 

  (Hint: Set up an accounting equation for the beginning of the year, changes during 
the year, and at the end of the year. Enter known data and solve for the unknowns.)  

Exercise 2.5
LO 2, 3

Exercise 2.6
LO 2, 3

Exercise 2.7
LO 2, 3
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 Here is a possible worksheet format:

OE

Beginning:

Changes:

Ending:

A

_____

�
�
�
�

L

_____

�
�
�
�

PIC

_____

�
�
�
�

RE

_____

  Calculate net income (or loss) using the accounting equation  At the beginning 

of the current fiscal year, the balance sheet for Davis Co. showed liabilities of $320,000. 

During the year liabilities decreased by $18,000, assets increased by $65,000, and 

paidin capital increased from $30,000 to $192,000. Dividends declared and paid during 

the year were $25,000. At the end of the year, owners’ equity totaled $429,000. 

  Required:  
 Calculate net income (or loss) for the year. 

  (Hint: Set up an accounting equation for the beginning of the year, changes during 
the year, and at the end of the year. Enter known data and solve for the unknowns. 
Remember, net income [or loss] may not be the only item affecting retained earnings.)  

Problems

    Calculate cash available upon liquidation of business  Circle-Square, Ltd., is 

in the process of liquidating and going out of business. The firm’s balance sheet shows 

$22,800 in cash, accounts receivable of $114,200, inventory totaling $61,400, plant and 

equipment of $265,000, and total liabilities of $305,600. It is estimated that the inven-

tory can be disposed of in a liquidation sale for 80% of its cost, all but 5% of the ac-

counts receivable can be collected, and plant and equipment can be sold for $190,000. 

  Required:  
 Calculate the amount of cash that would be available to the owners if the accounts 

receivable are collected, the other assets are sold as described, and the liabilities are 

paid off in full.   

  Calculate cash available upon liquidation of business  Kimber Co. is in the 

process of liquidating and going out of business. The firm’s accountant has provided 

the following balance sheet and additional information:

Assets

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . 

Merchandise inventory. . . . . . . . . . . . . . . . . . . . . . . . . 

 Total current assets  . . . . . . . . . . . . . . . . . . . . . . . . . 

Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Buildings & equipment. . . . . . . . . . . . . . . . . . . . . . . . . 

Less: Accumulated depreciation  . . . . . . . . . . . . . . . . . 

 Total land, buildings, & equipment  . . . . . . . . . . . . . . 

 Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

$  18,400

62,600

  114,700

$51,000

343,000

 (195,000)

$195,700

 199,000

$394,700

Exercise 2.8
LO 2, 3

accounting

Problem 2.9
LO 2, 3, 6

Problem 2.10
LO 2, 3, 6
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Liabilities and Owners’ Equity

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Notes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

 Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . 

Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

$ 46,700

  58,500

$105,200

  64,800

Owners’ Equity

Common stock, no par  . . . . . . . . . . . . . . . . . . . . . . . . 

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

 Total owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . 

Total liabilities and owners’ equity  . . . . . . . . . . . . . . . . 

$110,000

 114,700

 224,700

$394,700

  It is estimated that all but 12% of the accounts receivable can be collected, and 

that the merchandise inventory can be disposed of in a liquidation sale for 85% of its 

cost. Buildings and equipment can be sold at $40,000 above book value (the difference 

between original cost and accumulated depreciation shown on the balance sheet), and 

the land can be sold at its current appraisal value of $65,000. In addition to the liabilities 

included in the balance sheet, $2,400 is owed to employees for their work since the last 

pay period, and interest of $5,250 has accrued on notes payable and long-term debt. 

  Required: 

a.    Calculate the amount of cash that will be available to the stockholders if the 

accounts receivable are collected, the other assets are sold as described, and all 

liabilities and other claims are paid in full.  

b.   Briefly explain why the amount of cash available to stockholders (computed in part  a ) 

is different from the amount of total owners’ equity shown in the balance sheet.      

  Understanding and analyzing financial statement relationships—sales ∕ 
service organization  Pope’s Garage had the following accounts and amounts in 

its financial statements on December 31, 2010. Assume that all balance sheet items 

reflect account balances at December 31, 2010, and that all income statement items 

reflect activities that occurred during the year then ended.

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . .

Depreciation expense  . . . . . . . . . . . . . . . . . . . . . . . .

Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . .

Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . .

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . .

Service revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . .

Accumulated depreciation. . . . . . . . . . . . . . . . . . . . .

Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Supplies expense  . . . . . . . . . . . . . . . . . . . . . . . . . . .

Merchandise inventory  . . . . . . . . . . . . . . . . . . . . . . .

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

$ 33,000

12,000

27,000

90,000

59,000

9,000

71,000

6,000

23,000

20,000

4,000

10,000

12,000

45,000

40,000

14,000

31,000

140,000

Problem 2.11
LO 2, 3, 4
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  Required:  

a.   Calculate the total current assets at December 31, 2010.  

b.   Calculate the total liabilities and owners’ equity at December 31, 2010.  

c.   Calculate the earnings from operations (operating income) for the year ended 

December 31, 2010.  

d.   Calculate the net income (or loss) for the year ended December 31, 2010.  

e.   What was the average income tax rate for Pope’s Garage for 2010?  

f.   If $16,000 of dividends had been declared and paid during the year, what was 

the January 1, 2010, balance of retained earnings?      

  Understanding and analyzing financial statement relationships—
merchandising organization  Gary’s TV had the following accounts and amounts 

in its financial statements on December 31, 2010. Assume that all balance sheet items 

reflect account balances at December 31, 2010, and that all income statement items 

reflect activities that occurred during the year then ended.

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Paid-in capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Accumulated depreciation. . . . . . . . . . . . . . . . . . . . .

Notes payable (long-term) . . . . . . . . . . . . . . . . . . . . .

Rent expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Merchandise inventory  . . . . . . . . . . . . . . . . . . . . . . .

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . .

Depreciation expense  . . . . . . . . . . . . . . . . . . . . . . . .

Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . .

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . .

Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . .

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . .

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

$    36,000

80,000

24,000

280,000

72,000

840,000

192,000

12,000

128,000

900,000

144,000

1,760,000

72,000

240,000

92,000

2,480,000

  Required: 

 a.   Calculate the difference between current assets and current liabilities for Gary’s 

TV at December 31, 2010.  

b.   Calculate the total assets at December 31, 2010.  

c.   Calculate the earnings from operations (operating income) for the year ended 

December 31, 2010.  

d.   Calculate the net income (or loss) for the year ended December 31, 2010.  

e.   What was the average income tax rate for Gary’s TV for 2010?  

f.   If $256,000 of dividends had been declared and paid during the year, what was 

the January 1, 2010, balance of retained earnings?      

  Prepare an income statement, balance sheet, and statement of changes 
in owners’ equity; analyze results  The following information was obtained from 

the records of Breanna, Inc.:

Problem 2.12
LO 2, 3, 4

Problem 2.13
LO 2, 3, 4
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Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . .

Accumulated depreciation. . . . . . . . . . . . . . . . . . . . . . .

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . .

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Selling, general, and administrative expenses  . . . . . . . .

Common stock (9,000 shares)  . . . . . . . . . . . . . . . . . . .

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Retained earnings, 1/1/10. . . . . . . . . . . . . . . . . . . . . . .

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Merchandise inventory  . . . . . . . . . . . . . . . . . . . . . . . . .

Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dividends declared and paid during 2010 . . . . . . . . . . .

$ 10,000

52,000

128,000

8,000

65,000

200,000

120,000

34,000

90,000

15,000

23,000

6,000

37,000

40,000

12,000

 Except as otherwise indicated, assume that all balance sheet items reflect account 

balances at December 31, 2010, and that all income statement items reflect activities 

that occurred during the year ended December 31, 2010. There were no changes in 

paid-in capital during the year. 

  Required:  
a.   Prepare an income statement and statement of changes in owners’ equity for the 

year ended December 31, 2010, and a balance sheet at December 31, 2010, for 

Breanna, Inc. 

   Based on the financial statements that you have prepared for part  a,  answer the 

questions in parts  b–e.  Provide brief explanations for each of your answers and state 

any assumptions you believe are necessary to ensure that your answers are correct.  

b.   What is the company’s average income tax rate?  

c.   What interest rate is charged on long-term debt?  

d.   What is the par value per share of common stock?  

e.   What is the company’s dividend policy (i.e., what proportion of the company’s 

earnings are used for dividends)?      

 Prepare an income statement, balance sheet, and statement of changes 
in owners’ equity; analyze results The following information was obtained from 

the records of Shae, Inc.:

Merchandise inventory  . . . . . . . . . . . . . . . . . . . . . . . . .

Notes payable (long-term) . . . . . . . . . . . . . . . . . . . . . . .

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Buildings and equipment. . . . . . . . . . . . . . . . . . . . . . . .

Selling, general, and administrative expenses  . . . . . . . .

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . .

Common stock (42,000 shares)  . . . . . . . . . . . . . . . . . .

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . .

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Retained earnings, 1∕1∕10  . . . . . . . . . . . . . . . . . . . . . . .

Accrued liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . .

$264,000

300,000

900,000

504,000

72,000

120,000

210,000

84,000

192,000

129,000

18,000

540,000

(continued  )

Problem 2.14
LO 2, 3, 4

e celx
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Accumulated depreciation. . . . . . . . . . . . . . . . . . . . . . .

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dividends declared and paid during 2010 . . . . . . . . . . .

216,000

48,000

90,000

39,000

 Except as otherwise indicated, assume that all balance sheet items reflect account 

balances at December 31, 2010, and that all income statement items reflect activities 

that occurred during the year ended December 31, 2010. There were no changes in 

paid-in capital during the year. 

  Required: 

a.    Prepare an income statement and statement of changes in owners’ equity for the 

year ended December 31, 2010, and a balance sheet at December 31, 2010, for 

Shae, Inc. 

   Based on the financial statements that you have prepared for part  a,  answer 

the questions in parts  b–e.  Provide brief explanations for each of your answers 

and state any assumptions you believe are necessary to ensure that your answers 

are correct.  

b.   What is the company’s average income tax rate?  

c.   What interest rate is charged on long-term debt?  

d.   What is the par value per share of common stock?  

e.   What is the company’s dividend policy (i.e., what proportion of the company’s 

earnings is used for dividends)?      

  Transaction analysis—nonquantitative  Indicate the effect of each of the 

following transactions on total assets, total liabilities, and total owners’ equity. Use � 

for increase, − for decrease, and (NE) for no effect. The first transaction is provided 

as an illustration.

Assets Liabilities Owners’ Equity

a.
b.
c.
d.
e.
f.
g.
h.
i.

Borrowed cash on a bank loan  . . . . . . . . . . . . . . . . . 

Paid an account payable . . . . . . . . . . . . . . . . . . . . . . 

Sold common stock  . . . . . . . . . . . . . . . . . . . . . . . . . 

Purchased merchandise inventory on account. . . . . . 

Declared and paid dividends  . . . . . . . . . . . . . . . . . . . 

Collected an account receivable  . . . . . . . . . . . . . . . . 

Sold merchandise inventory on account at a profi t. . . 

Paid operating expenses in cash . . . . . . . . . . . . . . . . 

Repaid principal and interest on a bank loan  . . . . . . . 

� � NE

  Transaction analysis—quantitative; analyze results  Kenisha Morgan owns 

and operates Morgan’s Furniture Emporium, Inc. The balance sheet totals for assets, 

liabilities, and owner’s equity at August 1, 2010, are as indicated. Described here are 

several transactions entered into by the company throughout the month of August. 

Problem 2.15
LO 2, 3

Problem 2.16
LO 2, 3, 6
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  Required: 

a.    Indicate the amount and effect (� or −) of each transaction on total assets, total 

liabilities, and total owner’s equity, and then compute the new totals for each 

category. The first transaction is provided as an illustration. 

Assets � Liabilities �
Owner’s 
Equity

August 1, 2010, totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

August 3, borrowed $24,000 in cash from the bank  . . . . . .

New totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

August 7, bought merchandise inventory valued at 

 $38,000 on account  . . . . . . . . . . . . . . . . . . . . . . . . . . . .

New totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

August 10, paid $14,000 cash for operating expenses  . . . .

New totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

August 14, received $100,000 in cash from sales of 

 merchandise that had cost $66,000. . . . . . . . . . . . . . . . .

New totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

August 17, paid $28,000 owed on accounts payable  . . . . .

New totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

August 21, collected $34,000 of accounts receivable  . . . . .

New totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

August 24, repaid $20,000 to the bank plus $400 interest

New totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

August 29, paid Kenisha Morgan a cash dividend of $10,000

New totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

$700,000

�   24,000

$724,000

_________

_________

_________

_________

_________

_________

_________

$550,000

�   24,000

$574,000

_________

_________

_________

_________

_________

_________

_________

$150,000

                

$150,000

_________

_________

_________

_________

_________

_________

_________

b.   What was the amount of net income (or loss) during August? How much were 

total revenues and total expenses during August?  

c.   What were the net changes during the month of August in total assets, total 

liabilities, and total owner’s equity?  

d.   Explain to Kenisha Morgan which transactions caused the net change in her 

owner’s equity during August.  

e.   Explain why dividend payments are not an expense, but interest is an 

expense.  

f.   Explain why the money borrowed from the bank increased assets but did not 

increase net income.  

g.   Explain why paying off accounts payable and collecting accounts receivable do 

not affect net income.      

  Complete the balance sheet  A partially completed balance sheet for Blue Co., 

Inc., as of January 31, 2011, follows. Where amounts are shown for various items, 

the amounts are correct.

Problem 2.17
LO 2, 3, 5

mar27068_ch02_032-073.indd   69mar27068_ch02_032-073.indd   69 11/12/09   9:02:38 AM11/12/09   9:02:38 AM



70 Part 1 Financial Accounting

Assets Liabilities and Owners’ Equity 

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 700 Note payable . . . . . . . . . . . . . .  $    

Accounts receivable  . . . . . . . . . . . . . . . . .  Accounts payable  . . . . . . . . . .     3,400

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Automobile . . . . . . . . . . . . . . . . . . . . . . . .   Total liabilities . . . . . . . . . . . .  $    

   Less: Accumulated . . . . . . . . . . . . . . . .  Owners’ equity

   depreciation . . . . . . . . . . . . . . . . . . . .   Common stock . . . . . . . . . . .  $ 8,000

   Retained earnings . . . . . . . . .   

  Total owners’ equity . . . . . . . . .  $    

Total assets . . . . . . . . . . . . . . . . . . . . . . . . $     Total liabilities � owners’ equity  $    

  Required:  
   Using the following data, complete the balance sheet. 

a.   Blue Co.’s records show that current and former customers owe the firm a total 

of $4,000; $600 of this amount has been due for more than a year from two 

customers who are now bankrupt.  

b.   The automobile, which is still being used in the business, cost $18,000 

new; a used car dealer’s Blue Book shows that it is now worth $10,000. 

Management estimates that the car has been used for one-third of its total 

potential use.  

c.   The land cost Blue Co. $11,000; it was recently assessed for real estate tax 

purposes at a value of $15,000.  

d.   Blue Co.’s president isn’t sure of the amount of the note payable, but he does 

know that he signed a note.  

e.   Since Blue Co. was formed, net income has totaled $33,000, and dividends to 

stockholders have totaled $19,500.      

  Complete the balance sheet using cash flow data  Following is a partially com-

pleted balance sheet for Epsico, Inc., at December 31, 2010, together with comparative 

data for the year ended December 31, 2009. From the statement of cash flows for the 

year ended December 31, 2010, you determine the following:

    Net income for the year ended December 31, 2010, was $26.  

   Dividends paid during the year ended December 31, 2010, were $8.  

   Cash increased $8 during the year ended December 31, 2010.  

   The cost of new equipment acquired during 2010 was $15; no equipment was 

disposed of.  

   There were no transactions affecting the land account during 2010, but it is 

estimated that the fair market value of the land at December 31, 2010, is $42.    

  Required:  
 Complete the balance sheet at December 31, 2010.   

Problem 2.18
LO 2, 3, 5, 6
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  Understanding income statement relationships—Levi Strauss & Co.  Following 

are selected data from the November 30, 2008, and November 25, 2007, consolidated 

balance sheets and income statements for the years then ended for Levi Strauss & Co. 

and Subsidiaries. All amounts are reported in thousands.

 2008 2007

Net revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $4,400,914 $        

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       ?  2,318,883

Gross profi t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   2,139,802 2,042,046

Selling, general, administrative, and other operating 

 expenses, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       ?  1,401,005

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .          ? ?

Interest expense and other expenses, net . . . . . . . . . . . . . . . . .     156,903    265,415

Income before income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . .     368,169 ?

Income tax expense (benefi t) . . . . . . . . . . . . . . . . . . . . . . . . . . .       ?    (84,759)

 Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   229,285 $  460,385

As at November 30 and 25, respectively:

 Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $2,776,875 $        ?

 Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   3,125,800 3,244,575

 Total stockholders’ defi cit  . . . . . . . . . . . . . . . . . . . . . . . . . . .       ?    (393,909) 

  Required:  
 Calculate the missing amounts for each year.  

Problem 2.19
LO 2, 4

EPSICO, INC.
Balance Sheets

December 31, 2010 and 2009

 2010 2009 2010 2009

Assets Liabilities and Owners’ Equity

Current assets: Current liabilities:
  Cash $      $ 30   Note payable  $   49 $ 40

  Accounts receivable    126 120   Accounts payable    123   110

  Inventory    241   230

    Total current assets $      $380    Total current liabilities  $172 $150

   Long-term debt           80

Land $      $ 25   Total liabilities  $     $230

Equipment         375 Owners’ Equity

   Less: Accumulated    Common stock  $200 $200

    depreciation (180) (160) Retained earnings          190

    Total land & equipment $      $240   Total owners’ equity  $     $390

    Total liabilities and 

Total assets $      $620   owners’ equity  $     $620
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   Understanding income statement relationships—Apple Inc.  Selected data from 

the September 27, 2008, and September 29, 2007, consolidated balance sheets and 

income statements for the years then ended for Apple Inc. follow. All amounts are 

reported in millions.

 2008 2007

Net Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $32,479 $24,006

Cost of sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  21,334 15,852

Research and development expenses . . . . . . . . . . . . . . . . . . . .  1,109 782

Selling, general, and administrative expenses . . . . . . . . . . . . . .  3,761 2,963

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  ? ?

Other income, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  ? 599

Provision for income taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2,061 ?

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $4,834 $3,496

   Required: 
a.    Calculate the amount of Apple’s gross profit for each year. Has gross profit as a 

percentage of sales changed significantly during the past year?  

b.   Calculate the amount of Apple’s operating income for each year. Has operating 

income as a percentage of sales changed significantly during the past year?  

c.   After completing parts  a  and  b,  calculate the other missing amounts for each 

year.      

Case

  Prepare a personal balance sheet and projected income statement; 
 explain financial statement relationships. 

a.    Prepare a personal balance sheet for yourself as of today. Work at identifying 

your assets and liabilities; use rough estimates for amounts.  

b.   Prepare a projected income statement for yourself for the current semester. 

Work at identifying your revenues and expenses, again using rough estimates 

for amounts.  

c.   Explain how your projected income statement for the semester is likely 

to impact your fi nancial position (i.e., balance sheet) at the end of the 

semester.  (Note: You are not required to prepare a projected balance sheet.)   
d.   Identify the major sources (and uses) of cash that you are expecting to 

receive (and spend) this semester.  (Note: You are not required to prepare a 
projected statement of cash fl ows.)   

e.   Give three possible explanations why a full-time college student might 

incur a substantial net loss during the fall semester of her junior year, 

yet have more cash at the end of the semester than she had at the 

beginning.     

Problem 2.20
LO 2, 4

accounting

Case 2.21
LO 2, 4, 6, 7
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  Answers to Self-Study Material 

   Matching: 1. s, 2. h, 3. b, 4. aa, 5. u, 6. v, 7. p, 8. f, 9. g, 10. d, 11. t, 12. n, 13. i, 

14. w, 15. m  

  Multiple choice: 1. b, 2. b, 3. b, 4. c, 5. a, 6. d, 7. b, 8. d, 9. d, 10. e     
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 Chapter 2 presented an overview of the financial statements that result from the financial 

 accounting process. It is now appropriate to preview some of the interpretations made by finan-

cial statement users to support their decisions and informed judgments. Understanding the uses 

of accounting information will make development of that information more meaningful. Current 

and potential stockholders are interested in making their own assessments of management’s 

stewardship of the resources made available by the owners. For example, judgments about profit-

ability will affect the investment decision. Creditors assess the entity’s ability to repay loans and 

pay for products and services. These assessments of profitability and debt-paying ability involve 

interpreting the relationships among amounts reported in the financial statements. Most of these 

relationships will be referred to in subsequent chapters. They are introduced now to illustrate how 

management’s financial objectives for the firm are quantified so that you may begin to understand 

what the numbers mean. Likewise, these concepts will prepare you to better understand the 

 impact of alternative accounting methods on financial statements when accounting alternatives 

are explained in subsequent chapters. 

  This chapter introduces some financial statement analysis concepts. Chapter 11, Financial 

Statement Analysis, is a comprehensive explanation of how to use financial statement data to 

analyze financial condition and results of operations. You will better understand topics in that 

chapter after you have studied the financial accounting material in Chapters 5 through 10. 

  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand  

1.   Why financial statement ratios are important.  

2.   The importance and calculation of return on investment.  

3.   How to calculate and interpret margin and turnover using the DuPont model.  

4.   The significance and calculation of return on equity.  

 Fundamental 
Interpretations 
Made from Financial 
Statement Data   
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5.   The meaning of liquidity and why it is important.  

6.   The significance and calculation of working capital, the current ratio, and the acid-test ratio.  

7.   How trend analysis can be used most effectively.     

 The authors have found that learning about the basics of profitability and liquidity measures in 

Chapter 3 is important for several reasons. (1) It introduces you to the “big picture” of real-world 

financial reporting before getting into the accounting details presented in subsequent chapters; 

(2) it demonstrates the relevance of studying financial accounting; (3) it encourages you to think 

about the impact of transactions on the financial statements; and (4) it provides a perspective 

that you can use in the homework assignments for Chapters 4–11. It is important that you at-

tempt to understand the business implications of ROI, ROE, and the current ratio in particular. 

The time you spend studying the material presented in this chapter will enhance your enjoyment 

of the course and help you to earn a better grade! 

 Study

Suggestion 

     Financial Ratios and Trend Analysis  
 The large dollar amounts reported in the financial statements of many companies, 

and the varying sizes of companies, make ratio analysis the only sensible method 

of evaluating various financial characteristics of a company. Students frequently are 

awed by the number of ratio measurements commonly used in financial manage-

ment and sometimes are intimidated by the mere thought of calculating a ratio. Be 

neither awed nor intimidated! A ratio is simply the relationship between two num-

bers; the name of virtually every financial ratio describes the numbers to be related 

and usually how the ratio is calculated. As you study this material, concentrate on 

understanding why the ratio is considered important and work to understand the 

meaning of the ratio. If you do these things, you should avoid much of the stress 

associated with understanding financial ratios. 

  In most cases a single ratio does not describe very much about the company 

whose statements are being studied. Much more meaningful analysis is accomplished 

when the  trend  of a particular ratio over several time periods is examined. Of course 

consistency in financial reporting and in defining the ratio components is crucial if the 

trend is to be meaningful. 

  Most industry and trade associations publish industry average ratios based on ag-

gregated data compiled by the associations from reports submitted by association mem-

bers. Comparison of an individual company’s ratio with the comparable industry ratio 

is frequently made as a means of assessing a company’s relative standing in its industry. 

However, a comparison of a company with its industry that is based on a single observa-

tion may not be very meaningful because the company may use a financial accounting 

alternative that is different from that used by the rest of the industry.  Trend analysis  

results in a much more meaningful comparison because even though the data used in the 

ratio may have been developed under different financial accounting alternatives, internal 

consistency within each of the trends will permit useful trend comparisons. 

  Trend analysis is described later in this chapter, but this brief example illustrates 

the process: Suppose a student’s grade point average for last semester was 3.5 on a 

4.0 scale. That GPA may be interesting, but it says little about the student’s work. 

 LO 1

Understand why 

 financial statement 

ratios are important. 
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However, suppose you learn that this student’s GPA was 1.9 four semesters ago, 

2.7 three semesters ago, and 3.0 two semesters ago. The upward trend of grades 

suggests that the student is working “smarter and harder.” This conclusion would be 

reinforced if you knew that the average GPA for all students in this person’s class was 

2.9 for each of the four semesters. You still don’t know everything about the individual 

student’s academic performance, but the comparative trend data let you make a more 

informed judgment than was possible with just the grades from one semester. 

1. What does it mean to state that the trend of data is frequently more important 

than the data themselves?QWhat Does
It Mean?
Answer  on 
page  90

  Return on Investment 

 Imagine that you are presented with two investment alternatives. Each investment will 

be made for one year, and each investment is equally risky. At the end of the year you 

will get your original investment back, plus income of $75 from investment A and 

$90 from investment B. Which investment alternative would you choose? The answer 

seems so obvious that you believe the question is loaded, so you hesitate to answer—a 

sensible response. But why is this a trick question? A little thought should make you 

think of a question to which you need an answer before you can select between invest-

ment A and investment B. Your question? “How much money would I have to invest in 

either alternative?” If the amount to be invested is the same, for example $1,000, then 

clearly you would select investment B because your income would be greater than that 

earned on investment A for the same amount invested. If the amount to be invested in 

investment B is more than that required for investment A, you would have to calculate 

the  rate of return  on each investment to choose the more profitable alternative. 

  Rate of return is calculated by dividing the amount of return (the income of $75 

or $90 in the preceding example) by the amount of the investment. For example, using 

an investment of $1,000 for each alternative: 

  Investment A:  

 Rate of return �   Amount of return  _______________  
Amount invested

   �   
$75

 ______ 
$1,000

   � 7.5% 

  Investment B:  

 Rate of return �   Amount of return  _______________  
Amount invested

   �   
$90 

 _______ 
 $1,000

   � 9% 

 Your intuitive selection of investment B as the better investment is confirmed by the 

fact that its rate of return is higher than that of investment A. 

  The example situation assumed the investments would be made for one year. 

Remember that unless otherwise specified, rate of return calculations assume that the 

time period of the investment and return is one year. 

  The rate of return calculation is derived from the interest calculation you probably 

learned many years ago. Recall that: 

 Interest � Principal � Rate � Time

 LO 2 

Understand the impor-

tance and calculation of 

return on investment. 
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    Interest  is the income or expense from investing or borrowing money.  

   Principal  is the amount invested or borrowed.  

   Rate  is the  interest rate  per year expressed as a percentage.  

   Time  is the length of time the funds are invested or borrowed, expressed in years.    

 Note that when time is assumed to be one year, that term of the equation becomes 

1/1 or 1, and it disappears. Thus the rate of return calculation is simply a rearranged 

interest calculation that solves for the annual interest rate. 

  Return to the example situation and assume that the amounts required to be 

invested are $500 for investment A and $600 for investment B. Now which alterna-

tive would you select on the basis of rate of return? You should have made these 

calculations: 

  Investment A:  

 Rate of return �   Amount of return  _______________  
Amount invested

   �   
$75

 _____ 
$500

   � 15% 

  Investment B:  

 Rate of return �   Amount of return  _______________  
Amount invested

   �   
$90

 _____ 
$600

   � 15% 

 All other things being equal (and they seldom are except in textbook illustrations), you 

would be indifferent with respect to the alternatives available to you because each has 

a rate of return of 15% (per year). 

  Rate of return and riskiness related to an investment go hand in hand.  Risk  relates 

to the range of possible outcomes from an activity. The wider the range of possible 

outcomes, the greater the risk. An investment in a bank savings account is less risky 

than an investment in the stock of a corporation because the investor is virtually 

assured of receiving her or his principal and interest from the savings account, but 

the market value of stock may fluctuate widely even over a short period. Thus the 

investor anticipates a higher rate of return from the stock investment than from the 

savings account as compensation for taking on additional risk. Yet the greater risk of 

the stock investment means that the actual rate of return earned could be considerably 

less (even negative) or much greater than the interest earned on the savings account. 

Market prices for products and commodities, as well as stock prices, reflect this basic 

risk–reward relationship. For now, understand that the higher the rate of return of one 

investment relative to another, the greater the risk associated with the higher return 

investment. 

  Rate of return is a universally accepted measure of profitability. Because it is a 

ratio, profitability of unequal investments can be compared, and risk–reward relation-

ships can be evaluated. Bank advertisements for certificates of deposit feature the in-

terest rate, or rate of return, that will be earned by the depositor. All investors evaluate 

the profitability of an investment by making a rate of return calculation. 

   Return on investment (ROI)  is the label usually assigned to the rate of return cal-

culation made using data from financial statements. This ratio is sometimes referred to 

as the  return on assets . There are many ways of defining both the amount of return and 

the amount invested. For now we use net income as the amount of return and use aver-

age total assets during the year as the amount invested. It is not appropriate to use total 

assets as reported on a single year-end balance sheet because that is the total at one 

point in time: the balance sheet date. Net income was earned during the entire fiscal 

year, so it should be related to the assets that were used during the entire year. Average 
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assets used during the year usually are estimated by averaging the assets reported at 

the beginning of the year (the prior year-end balance sheet total) and assets reported at 

the end of the year. Recall from Chapter 2 that the income statement for the year is the 

link between the beginning and ending balance sheets. If seasonal fluctuations in total 

assets are significant (the materiality concept) and if quarter-end or month-end balance 

sheets are available, a more refined average asset calculation may be made. 

   The ROI of a firm is significant to most financial statement readers because it de-
scribes the rate of return management was able to earn on the assets that it had avail-
able to use during the year.  Investors especially will make decisions and informed 

judgments about the quality of management and the relative profitability of a company 

based on ROI. Many financial analysts (these authors included) believe that ROI is the 

most meaningful measure of a company’s profitability. Knowing net income alone is 

not enough;  an informed judgment about the firm’s profitability requires relating net 
income to the assets used to generate that net income.  
  The condensed balance sheets and income statement of Cruisers, Inc., a hypo-

thetical company, are presented in Exhibit 3-1. Using these data, the company’s ROI 

calculation is illustrated here:

From the firm’s balance sheets:

Total assets, September 30, 2010. . . . . . . . . . . . . . . . . . . . . . .  $364,720

Total assets, September 30, 2011. . . . . . . . . . . . . . . . . . . . . . .  $402,654

From the firm’s income statement for the year 

ended September 30, 2011:

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 34,910

 

 CRUISERS, INC.  CRUISERS, INC.
 Comparative Condensed Balance Sheets  Condensed Income Statement
 September 30, 2011 and 2010 For the Year Ended
  September 30, 2011

 2011  2010

Current assets:

Cash and marketable securities. . . .  $  22,286 $  16,996

Accounts receivable  . . . . . . . . . . . .  42,317 39,620

Inventories. . . . . . . . . . . . . . . . . . . .       53,716      48,201

Total current assets  . . . . . . . . . . .  $118,319 $104,817

Other assets . . . . . . . . . . . . . . . . . . . .    284,335   259,903

Total assets  . . . . . . . . . . . . . . . . . . . .  $402,654 $364,720

Current liabilities . . . . . . . . . . . . . . . . .  $  57,424 $  51,400

Other liabilities  . . . . . . . . . . . . . . . . . .      80,000     83,000

Total liabilities. . . . . . . . . . . . . . . . . .  $137,424 $134,400

Owners’ equity . . . . . . . . . . . . . . . . . .    265,230   230,320

Total liabilities and owners’ equity . . . .   $402,654 $364,720

Net sales  . . . . . . . . . . . . . .   $611,873

Cost of goods sold. . . . . . .      428,354

Gross margin  . . . . . . . . . . .   $183,519

Operating expenses  . . . . . .      122,183

Income from operations  . . .   $   61,336

Interest expense . . . . . . . . .          6,400

Income before taxes . . . . . .   $   54,936

Income taxes  . . . . . . . . . . .        20,026

Net income. . . . . . . . . . . . .   $   34,910

Earnings per share  . . . . . . .         $1.21

Exhibit 3-1 Condensed Balance Sheets and Income Statement of Cruisers, Inc.
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 Return on investment  �   Net income  _________________  
Average total assets

   

  �   
$34,910

  _____________________  
($364,720 � $402,654)/2

   � 9.1% 

  Some financial analysts prefer to use income from operations (or earnings before 

interest and income taxes) and average operating assets in the ROI calculation. They 

believe that excluding interest expense, income taxes, and assets not used in opera-

tions provides a better measure of the operating results of the firm. With these refine-

ments, the ROI formula would be: 

 Return on investment �   
Operating income

  ____________________  
Average operating assets

   

 Other analysts will make similar adjustments to arrive at the amounts used in the ROI 

calculation. Consistency in the definition of terms is more important than the defini-

tion itself because the trend of ROI will be more significant for decision making than 

the absolute result of the ROI calculation for any one year. However, it is appropriate 

to understand the definitions used in any ROI results you see. 

 

2. What does it mean to express economic performance as a rate of return?

3. What does it mean to say that return on investment (ROI) is one of the most 

meaningful measures of fi nancial performance? QWhat Does
It Mean?

Answers  on 
page  90

  The DuPont Model: An Expansion of the ROI Calculation 

 Financial analysts at E.I. DuPont de Nemours & Co. are credited with developing the 

DuPont model, an expansion of the basic ROI calculation, in the late 1930s. They 

reasoned that profitability from sales and utilization of assets to generate sales revenue 

were both important factors to be considered when evaluating a company’s overall 

profitability. One popular adaptation of their model introduces total sales revenue into 

the ROI calculation as follows: 

 Return on investment �   Net income __________ 
Sales

   �   Sales _________________  
Average total assets

   

  The first term, net income/sales, is  margin.  The second term, sales/average total 

assets, is  asset turnover,  or simply  turnover.  Of course the sales quantities cancel out 

algebraically, but they are introduced to this version of the ROI model because of their 

significance.  Margin  emphasizes that from every dollar of sales revenue, some amount 

must work its way to the bottom line (net income) if the company is to be profitable. 

 Turnover  relates to the efficiency with which the firm’s assets are used in the revenue-

generating process. 

  Another quick quiz will illustrate the significance of turnover. Many of us look 

forward to a 40-hour-per-week job, generally thought of as five 8-hour days. Imag-

ine a company’s factory operating on such a schedule—one shift per day, five days 

per week. What percentage of the available time is that factory operating? You may 

have answered 33% or one-third of the time because eight hours is one-third of a day. 

But what about Saturday and Sunday? In fact there are 21 shifts available in a week 

(7 days � 3 shifts per day), so a factory operating 5 shifts per week is being used only 

5/21 of the time—less than 25%. The factory is idle more than 75% of the time! And as 

 LO 3

Understand how to 

calculate and interpret 

margin and turnover 

using the DuPont 

model. 
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you can imagine, many of the occupancy costs (real estate taxes, utilities, insurance) are 

incurred whether or not the plant is in use. This explains why many firms operate their 

plants on a two-shift, three-shift, or even seven-day basis rather than building additional 

plants—it allows them to increase their level of production and thereby expand sales 

volume without expanding their investment in assets. The higher costs associated with 

multiple-shift operations (like late-shift premiums for workers and additional shipping 

costs relative to shipping from multiple locations closer to customers) will increase the 

company’s operating expenses, thereby lowering net income and decreasing margin. 

Yet the multiple-shift company’s overall ROI will be higher if turnover is increased 

proportionately more than margin is reduced, which is likely to be the case. 

  Calculation of ROI using the DuPont model is illustrated here, using data from the 

financial statements of Cruisers, Inc., in Exhibit 3-1:

From the firm’s balance sheets:

Total assets, September 30, 2010. . . . . . . . . . . . . . . . . . . . . . .  $364,720

Total assets, September 30, 2011. . . . . . . . . . . . . . . . . . . . . . .  $402,654

From the firm’s income statement for the year 

ended September 30, 2011:

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $611,873

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 34,910

 

 Return on investment � Margin � Turnover 

  �   Net income __________ 
Sales

   �   Sales _________________  
Average total assets

   

  �   
$34,910

 ________ 
$611,873

   �   
$611,873

  _____________________  
($364,720 � $402,654)/2

   

  � 5.7% � 1.6 

 �  9.1% 

  The significance of the DuPont model is that it has led top management in many 

organizations to consider utilization of assets, including keeping investment in assets 

as low as feasible, to be just as important to overall performance as generating profit 

from sales. 

  A rule of thumb useful for putting ROI in perspective is that for most American 

merchandising and manufacturing companies, average ROI based on net income nor-

mally ranges between 8% and 12% during stable economic times. Average ROI based 

on operating income (earnings before interest and taxes) for the same set of firms is 

typically between 10% and 15%. Average margin, based on net income, ranges from 

about 5% to 10%. Using operating income, average margin tends to range from 10% 

to 15%. Asset turnover is usually about 1.0 to 1.5 but often ranges as high as 3.0, 

depending on the operating characteristics of the firm and its industry. The ranges 

Study

Suggestion

 As a rule of thumb, do not place much reliance on rules of thumb! Do not try to memorize them. In-

stead you should understand that ratio comparisons are often difficult to make. Firms within a given 

industry may vary considerably over time in terms of their relative scale of operations, life cycle stage 

of development, market segmentation strategies, cost and capital structures, selected accounting 

methods, or a number of other economic factors; cross-industry ratio comparisons are even more 

problematic. Thus the rules of thumb provided in this chapter are intended merely to serve as points 

of reference; they are not based on empirical evidence unless otherwise indicated. 
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given here are very wide and are intended to suggest only that a firm with ROI and 

component values consistently beyond these ranges is exceptional. 

 

4. What does it mean when the straightforward ROI calculation is expanded by 

using margin and turnover? QWhat Does
It Mean?

Answer  on 
page  90   

  Return on Equity 

 Recall that the balance sheet equation is: 

 Assets � Liabilities � Owners’ equity   

 The return on investment calculation relates net income (perhaps adjusted for interest, 

income taxes, or other items) to assets. Assets (perhaps adjusted to exclude nonoperating 

assets or other items) represent the amount invested to generate earnings. As the balance 

sheet equation indicates, the investment in assets can result from either amounts bor-

rowed from creditors (liabilities) or amounts invested by the owners. Owners (and oth-

ers) are interested in expressing the profits of the firm as a rate of return on the amount of 

owners’ equity; this is called  return on equity (ROE),  and it is calculated as follows: 

 Return on equity �   Net income  ____________________  
Average owners’ equity 

  

  Return on equity is calculated using average owners’ equity during the period for 

which the net income was earned for the same reason that average assets is used in the 

ROI calculation; net income is earned over a period of time, so it should be related to 

the owners’ equity over that same period. 

  Calculation of ROE is illustrated here using data from the financial statements of 

Cruisers, Inc., in Exhibit 3-1:

From the firm’s balance sheets:

Total owners’ equity, September 30, 2010  . . . . . . . . . . . . . . . .  $230,320

Total owners’ equity, September 30, 2011  . . . . . . . . . . . . . . . .  $265,230

From the firm’s income statement for the year 

ended September 30, 2011:

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 34,910

 

 Return on equity �   Net income  ____________________  
Average owners’ equity

   

  �   
$34,910

  _____________________  
($230,320 � $265,230)/2

   

 �  $34,910/$247,775 

 �  14.1% 

  A rule of thumb for putting ROE in perspective is that average ROE for most 

American merchandising and manufacturing companies has historically ranged from 

10% to 15%. 

  Keep in mind that return on equity is a special application of the rate of return 

concept. ROE is important to current stockholders and prospective investors because it 

relates earnings to owners’ investment—that is, the owners’ equity in the assets of the en-

tity. Adjustments to both net income and average owners’ equity are sometimes made in 

 LO 4

Understand the signifi-

cance and calculation 

of return on equity. 
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an effort to improve the comparability of ROE results between firms, and some of these 

will be explained later in the text. For now you should understand that both return on in-

vestment and return on equity are fundamental measures of the profitability of a firm and 

that the data for making these calculations come from the firm’s financial statements. 

5. What does it mean when return on equity is used to evaluate a fi rm’s fi nancial 

performance?QWhat Does
It Mean?
Answer  on 
page  90

     Working Capital and Measures of Liquidity 

  Liquidity  refers to a firm’s ability to meet its current obligations and is measured 

by relating its current assets and current liabilities as reported on the balance sheet. 

 Working capital  is the excess of a firm’s current assets over its current liabilities. Cur-

rent assets are cash and other assets that are likely to be converted to cash within a year 

(principally accounts receivable and merchandise inventories). Current liabilities are 

obligations that are expected to be paid within a year, including loans, accounts pay-

able, and other accrued liabilities (such as wages payable, interest payable, and rent 

payable). Most financially healthy firms have positive working capital. Even though 

a firm is not likely to have cash on hand at any point in time equal to its current li-

abilities, it will expect to collect accounts receivable or sell merchandise inventory and 

then collect the resulting accounts receivable in time to pay the liabilities when they 

are scheduled for payment. Of course, in the process of converting inventories to cash, 

the firm will be purchasing additional merchandise for its inventory, and the suppli-

ers will want to be assured of collecting the amounts due according to the previously 

agreed provisions for when payment is due. 

  Liquidity is measured in three principal ways: 

1.    Working capital � Current assets − Current liabilities 

2.    Current ratio �   Current assets  _______________  
Current liabilities

   

    

Acid-test ratio �

     Cash (including temporary cash 

3.    
investments) � Accounts receivable

   ______________________________   
Current liabilities

   

    The dollar amount of a firm’s working capital is not as significant as the ratio of 

its current assets to current liabilities because the amount can be misleading unless it 

is related to another quantity (how large is large?). Therefore the  trend  of a company’s 

 current ratio  is most useful in judging its current bill-paying ability. The  acid-test ratio,  

 LO 5

Understand the 

 meaning of liquidity and 

why it is important. 

Business 
on the

Internet

 Don’t believe everything you read? Check it out for yourself by visiting any online financial service 

that provides individual company and industry ratio data. As you might expect, average ROE 

tends to vary considerably by industry. Information concerning sales, profits, margins, and price/

earnings ratio also is widely available, and it has not been unusual for successful companies in 

growth-oriented industries to post an annual ROE in the 20–25% range or even higher. 
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also known as the  quick ratio , is a more conservative short-term measure of liquidity 

because merchandise inventories are excluded from the computation. This ratio provides 

information about an almost worst-case situation—the firm’s ability to meet its current 

obligations even if none of the inventory can be sold. 

  The liquidity measure calculations shown here use September 30, 2011, data from 

the financial statements of Cruisers, Inc., in Exhibit 3-1: 

 Working capital � Current assets − Current liabilities 

   � $118,319 − $57,424 

   � $60,895 

  Current ratio  �   Current assets  _______________  
Current liabilities

   �   
$118,319

 ________ 
$57,424

   � 2.1 

  Cash (including temporary cash 

 Acid-test ratio  �   
investments) � Accounts receivable

   ______________________________   
Current liabilities

   

   �   
$22,286 � $42,317

  ________________  
$57,424

   

   � 1.1   

  As a general rule, a current ratio of 2.0 and an acid-test ratio of 1.0 are considered 

indicative of adequate liquidity. From these data, it can be concluded that Cruisers, 

Inc., has a high degree of liquidity; it should not have any trouble meeting its current 

obligations as they become due. 

  In terms of debt-paying ability, the higher the current ratio, the better. Yet an 

overly high current ratio sometimes can be a sign that the company has not made the 

most productive use of its assets. In recent years many large, well-managed corpora-

tions have made efforts to streamline operations by reducing their current ratios to the 

1.0–1.5 range or even lower, with corresponding reductions in their acid-test ratios. 

Investments in cash, accounts receivable, and inventories are being minimized because 

these current assets tend to be the least productive assets employed by the company. For 

example, what kind of ROI is earned on accounts receivable or inventory? Very little, 

if any. Money freed up by reducing investment in working capital items can be used to 

purchase new production equipment or to expand marketing efforts for existing product 

lines. 

  Remember, however, that judgments based on the results of any of these calcula-

tions using data from a single balance sheet are not as meaningful as the trend of the 

results over several periods. It is also important to note the composition of working 

capital and to understand the impact on the ratios of equal changes in current assets 

and current liabilities. As the following illustration shows, if a short-term bank loan 

were repaid just before the balance sheet date, working capital would not change (be-

cause current assets and current liabilities would each decrease by the same amount), 

but the current ratio (and the acid-test ratio) would change:

Before Loan 
Repayment

After $20,000 
Loan Repaid

Current assets. . . . . . . . . . . . . . . . . . . . . . . 

Current liabilities  . . . . . . . . . . . . . . . . . . . . . 

Working capital . . . . . . . . . . . . . . . . . . . . . . 

Current ratio  . . . . . . . . . . . . . . . . . . . . . . . . 

$200,000

  100,000

$100,000

2.0

$180,000

   80,000

$100,000

2.25  

 LO 6

Understand the signifi-

cance and calculation 

of working capital, the 

current ratio, and the 

acid-test ratio. 
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84 Part 1 Financial Accounting

 If a new loan for $20,000 were then taken out just after the balance sheet date, the level 

of the firm’s liquidity at the balance sheet date as expressed by the current ratio would 

have been overstated. Thus liquidity measures should be viewed with a healthy dose 

of skepticism because the timing of short-term borrowings and repayments is entirely 

within the control of management. 

  Measures of liquidity are used primarily by potential creditors who are seeking to 

judge their prospects of being paid promptly if they enter a creditor relationship with 

the firm whose liquidity is being analyzed (see Business in Practice—Establishing a 

Credit Relationship). 

  The statement of cash flows also is useful in assessing the reasons for a firm’s 

liquidity (or illiquidity). Recall that this financial statement identifies the reasons for 

the change in a firm’s cash during the period (usually a year) by reporting the changes 

during the period in noncash balance sheet items. 

6. What does it mean to say that the fi nancial position of a fi rm is liquid?QWhat Does
It Mean?
Answer  on 
page  90

   Illustration of Trend Analysis 

 Trend analysis of return on investment, return on equity, and working capital and li-

quidity measures is illustrated in the following tables and exhibits. The data in these 

illustrations come primarily from the financial statements in the 2008 annual report of 

 Intel Corporation , reproduced in the appendix. 

 LO 7

Understand how trend 

analysis can be used 

most effectively. 

Business in 

Practice

     Establishing a Credit Relationship  

 Most transactions between businesses, and many transactions between individuals and busi-

nesses, are credit transactions. That is, the sale of the product or provision of the service is 

completed some time before payment is made by the purchaser. Usually, before delivering the 

product or service, the seller wants to have some assurance that the bill will be paid when due. 

This involves determining that the buyer is a good credit risk. 
  Individuals usually establish credit by submitting to the potential creditor a completed credit 

application, which includes information about employment, salary, bank accounts, liabilities, and 

other credit relationships (such as charge accounts) established. Most credit grantors are look-

ing for a good record of timely payments on existing credit accounts; this is why an individual’s 

first credit account is usually the most difficult to obtain. Potential credit grantors also may check 

an individual’s credit record as maintained by one or more of the three national credit bureaus in 

the United States. 

  Businesses seeking credit may follow a procedure similar to that used by individuals. Alter-

natively, they may provide financial statements and names of firms with which a credit relationship 

has been established. A newly organized firm may have to pay for its purchases in advance or 

on delivery (COD) until it has been in operation for several months, and then the seller may set a 

relatively low credit limit for sales on credit. Once a record is established of having paid bills when 

due, the credit limit will be raised. After a firm has been in operation for a year or more, its credit 

history may be reported by the Dun & Bradstreet credit reporting service—a type of national credit 

bureau to which many companies subscribe. Even after a credit relationship has been established, 

it is not unusual for a firm to continue providing financial statements to its principal creditors.    
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  The data in Table 3-1 come from the five-year “selected financial data” of  Intel’s  

2008 annual report (see page 685 in the appendix) and from balance sheets of prior an-

nual reports. The data in Table 3-1 are presented graphically in Exhibits 3-2 through 3-4. 

Note that the sequence of the years in the table is opposite from that of the years in the 

graphs. Tabular data are frequently presented so the most recent year is closest to the 

captions of the table. Graphs of time series data usually flow from left to right. In any 

event, it is necessary to notice and understand the captions of both tables and graphs.     

  The graph in Exhibit 3-2 illustrates that ROI and ROE rose slightly during 2005 

and have generally been declining in recent years, but both are still at levels that sug-

gest continuing profitability for a reasonably mature company. The “big picture” is 

that Intel has performed admirably, even during the recessionary times of 2007 and 

through the most difficult economic downturn since the Great Depression in late 2008. 

 Intel Corporation (Profi tability* and Liquidity Data,† 2008–2004) Table 3-1

2008 2007 2006 2005 2004

Margin (net income/net revenues) . . . . . . . . . . . . . . . . . . . . .

Turnover (net revenues/average total assets). . . . . . . . . . . . .

ROI (net income/average total assets) . . . . . . . . . . . . . . . . . .

ROE (net income/average stockholders’ equity)  . . . . . . . . . .

Year-end position (in millions):

Current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Working capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Current ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

14.1

0.71

10.0

12.9

$19,871

   7,818

$12,053

2.5

18.2

0.74

13.4

17.5

$23,885

   8,571

$15,314

2.8

14.3

0.73

10.4

13.8

$18,280

   8,514

$ 9,766

2.1

22.3

0.81

18.0

23.2

$21,194

   9,234

$11,960

2.3

22.0

0.72

15.8

19.7

$24,058

   8,006

$16,052

3.0

*  Profi tability calculations were made from the data presented in the fi ve-year selected fi nancial data.

†    Liquidity calculations were made from the data presented in the balance sheets of this and prior annual reports.  

 Source: Intel Corporation, 2008 Annual Report, pp. 26, 56 –  57.  

  Intel Corporation, Return on Investment (ROI) and Return on Equity (ROE), 2004–2008  Exhibit 3-2
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86 Part 1 Financial Accounting

As Intel’s asset base has expanded over the years, it has become increasingly difficult 

for the company to sustain high levels of profitability—at least as expressed in per-

centage terms such as ROI and ROE. Note, however, that  Intel’s  net income was more 

than $5 billion during each of the five years represented by these data. In a sense, you 

can think of Intel as being a victim of its own success because at some point growth is 

not sustainable at the 25% (or higher) annual ROE levels the company once enjoyed. 

Yet, despite the impact of this numbers game on Intel’s profitability measures, the 

outlook for the future is certainly bright.     

  Exhibit 3-3 illustrates that Intel’s turnover has been remarkably stable in recent 

years, other than a temporary spike in 2005 which was a peak performance year 

in terms of profitability. Note that the range of turnover results during this period 

Exhibit 3-3   Intel Corporation, Margin and Turnover, 2004–2008  

T
urnover
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Exhibit 3-4   Intel Corporation, Working Capital and Current Ratio, 2004–2008  
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of 0.71–0.81 is not significant in absolute terms. The trend in margin is more difficult 

to interpret. While margin also spiked in 2005, it has shown considerably more vari-

ability than has the turnover trend. Yet even in 2008, which represents the low point 

in the data depicted in Exhibit 3-3,  Intel’s  margin was a very healthy 14.1%, so what 

appears to be an overall downward trend in margin certainly is no cause for alarm. 

Management of  Intel  continues to pursue cost-cutting measures and justifiably ex-

plains in the Management Discussion and Analysis section of the 2008 annual report 

that for the first time in 20 years, revenues were down during the fourth quarter (as 

compared to the third quarter), and by a whopping 19%. This unusual and substantial 

decline was clearly attributable to the economic shockwave that impacted the global 

economy and coincidentally caused Intel’s 2008 margin and ROI and ROE measures 

to fall below normal levels.     

  The overall trend in Intel’s liquidity during this period is slightly more difficult 

to determine, although both working capital and the current ratio declined rapidly 

during 2005 and 2006 and then returned to more normal levels in 2007. The rapid 

decline of both measures of liquidity during 2005 and 2006 would ordinarily be 

considered to be an early warning sign of financial distress. In Intel’s case, however, 

the company had accumulated large amounts of working capital in excess of its im-

mediate operating needs. The absolute numbers cannot be ignored: Intel’s $16 billion 

of working capital in 2004 is far greater than the total assets of many large publicly 

traded corporations! Thus the decline in working capital may be explained by busi-

ness decisions that were aimed at making more productive use of the company’s re-

sources. Because current assets tend to earn a very low ROI, cutting back in this area 

to the greatest extent possible while still ensuring that the day-to-day liquidity needs 

are being met would make sense. Of all of the liquidity data presented in Table 3-1, 

the current liabilities show the most stability, and this is certainly a good sign. The 

real risk that financial analysts are concerned about when assessing liquidity mea-

sures is the company’s ability to make payments on its short-term obligations (such as 

payroll and payments to suppliers) as they become due. Clearly, this is not a problem 

for Intel when considering the company’s level of working capital. To gain a better 

understanding of  Intel’s  working capital and current ratio trends, it would be helpful 

to add several more years of data to the analysis. Changes in the acid-test ratio also 

would be considered in evaluating the firm’s overall liquidity position.     

  Table 3-2 summarizes data taken from  Fortune  magazine’s “Fortune 1000” section 

during the past several years. These data are graphed in Exhibit 3-5.  Fortune  classifies 

 Intel Corporation  in the Semiconductors and Other Electronic Components industry. 

Note that the  Fortune  calculations are different from the return on average stockhold-

ers’ equity reported on the inside front cover of Intel’s annual report and in Table 3-1 

due to the definitions used in the calculations of the results. The story of the graph in 

Exhibit 3-5 is that although  Intel Corporation  has been significantly outperforming the 

industry since 2004, its results have mirrored those of the industry. 

Intel Corporation and the Semiconductors Industry

For the year

2008 2007 2006 2005 2004

Intel Corporation  . . . . . . . . . . . . . . . . . . . . . . . . . .

Semiconductors industry . . . . . . . . . . . . . . . . . . . .

13.5

 6.0

16.3

 3.0

14.6

11.0

23.9

11.0

19.5

9.0

 Source: Fortune, April 18, 2005, April 17, 2006, April 30, 2007, May 5, 2008, and May 4, 2009. 

Table 3-2

Fortune’s Return on 

Stockholder’s Equity, 

2004–2008
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      All the graphs presented in this chapter use an arithmetic vertical scale. This 

means that the distance between values shown on the vertical axis is the same. So if 

the data being plotted increase at a constant rate over the period of time shown on the 

horizontal scale, the plot will be a line that curves upward more and more steeply. 

Many analysts prefer to plot data that will change significantly over time (a company’s 

sales, for example) on a graph that has a logarithmic vertical scale. This is called a 

 semilogarithmic graph  because the horizontal scale is still arithmetic. The intervals 

between years, for example, will be equal. The advantage of a semilogarithmic pre-

sentation is that a constant rate of growth results in a straight-line plot. Extensive use 

of semilog graphs is made for data presented in the financial press, such as  The Wall 
Street Journal, The Financial Times, Fortune , and  BusinessWeek.   

7. What does it mean when the trend of a company’s ROE is consistently higher by 

an approximately equal amount than the trend of ROE for the industry of which 

the company is a part?QWhat Does
It Mean?
Answer  on 
page  90

      Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter.   

 Summary 

 Financial statement users express financial statement data in ratio format to facilitate 

making informed judgments and decisions. Users are especially interested in the trend 

Exhibit 3-5    Intel Corporation and Semiconductors industry, Return on Stockholders’ Equity, 2004–2008   
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of a company’s ratios over time and the comparison of the company’s ratio trends with 

those of its industry as a whole. 

  The rate of return on investment is a universally accepted measure of profitability. 

Rate of return is calculated by dividing the amount of return, or profit, by the amount 

invested. Rate of return is expressed as an annual percentage rate. 

  Return on investment (ROI) is one of the most important measures of profitability 

because it relates the income earned during a period to the assets that were invested 

to generate those earnings. The DuPont model for calculating ROI expands the basic 

model by introducing sales to calculate margin (net income/sales) and asset turnover 

(sales/average assets); ROI equals margin � turnover. Margin describes the profit 

from each dollar of sales, and turnover expresses the sales-generating capacity (utili-

zation efficiency) of the firm’s assets. 

  Return on equity (ROE) relates net income earned for the year to the average 

owners’ equity for the year. This rate of return measure is important to current and 

prospective owners because it relates earnings to the owners’ investment. 

  Creditors are interested in an entity’s liquidity—that is, its ability to pay its liabili-

ties when due. The amount of working capital, the current ratio, and the acid-test ratio 

are measures of liquidity. These calculations are made using the amounts of current 

assets and current liabilities reported in the balance sheet. 

  When ratio trend data are plotted graphically, it is easy to determine the signifi-

cance of ratio changes and to evaluate a firm’s performance. However, it is necessary 

to pay attention to how graphs are constructed because the visual image presented can 

be influenced by the scales used.   

 Key Terms and Concepts 

   acid-test ratio (p. 82)   The ratio of the sum of cash (including temporary cash investments) and 

accounts receivable to current liabilities. A primary measure of a firm’s liquidity.  

  asset turnover (p. 79)   The quotient of sales divided by average assets for the year or other fiscal 

period.  

  COD (p. 84)   Cash on delivery, or collect on delivery.  

  credit risk (p. 84)   The risk that an entity to which credit has been extended will not pay the 

amount due on the date set for payment.   

 current ratio (p. 82)   The ratio of current assets to current liabilities. A primary measure of a 

firm’s liquidity.  

  DuPont model (p. 79)   An expansion of the return on investment calculation to margin � 

turnover.  

  interest (p. 77)   The income or expense from investing or borrowing money.  

  interest rate (p. 77)   The percentage amount used, together with principal and time, to calculate 

interest.  

  liquidity (p. 82)   Refers to a firm’s ability to meet its current financial obligations.  

  margin (p. 79)   The percentage of net income to net sales. Sometimes margin is calculated using 

operating income or other intermediate subtotals of the income statement. The term also can refer 

to the amount of gross profit, operating income, or net income.  

  principal (p. 77)   The amount of money invested or borrowed.  

  rate of return (p. 76)   A percentage calculated by dividing the amount of return on an investment 

for a period of time by the average amount invested for the period. A primary measure of 

profitability.  
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  return on equity (ROE) (p. 81)   The percentage of net income divided by average owners’ 

equity for the fiscal period in which the net income was earned; frequently referred to as ROE. A 

primary measure of a firm’s profitability.  

  return on investment (ROI) (p. 77)   The rate of return on an investment; frequently referred to as 

ROI. Sometimes referred to as return on assets. A primary measure of a firm’s profitability.

risk (p. 77) A concept that describes the range of possible outcomes from an action. The greater 

the range of possible outcomes, the greater the risk.  

  semilogarithmic graph (p. 88)   A graph format in which the vertical axis is a logarithmic scale.  

  trend analysis (p. 75)         Evaluation of the trend of data over time.  

  turnover (p. 79)   The quotient of sales divided by the average assets for the year or some other 

fiscal period. A descriptor, such as total asset, inventory, or plant and equipment, usually precedes 

the turnover term. A measure of the efficiency with which assets are used to generate sales.  

  working capital (p. 82)   The difference between current assets and current liabilities. A measure 

of a firm’s liquidity.    

 

1.       It means that almost everything is relative, so comparison of individual and group 

trends is important when making judgments about performance.  

2.   It means that the economic outcome (the amount of return) is related to the input 

(the investment) utilized to produce the return.  

 3.  It means that investors and others can evaluate the economic performance of a 

firm, and make comparisons between firms, by using this ratio.  

 4.  It means that a better understanding of ROI is achieved by knowing about the 

profitability from sales (margin) and the efficiency with which assets have been 

used (turnover) to generate sales.  

5.   It means that the focus is changed from return on total assets to return on the por-

tion of total assets provided by the owners of the firm.  

 6.  It means that the firm has enough cash, and/or is likely to soon collect enough 

cash, to pay its liabilities that are now, or soon will be, due for payment.  

 7.  It means that the company is following the industry; it does not necessarily mean 

that the company is doing better than the industry because the company’s higher 

ROE may be caused by its use of different accounting practices than those used 

by other firms in the industry. In  Intel’s  case, however, the ROE difference is 

quite significant in most years and cannot be explained merely as an accounting 

anomaly.    

  Self-Study Material 

 Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter. 

 Matching Following are a number of the key terms and concepts introduced in 

the chapter, along with a list of corresponding definitions. Match the appropriate 

letter for the key term or concept to each definition provided (items 1–10). Note 

that not all key terms and concepts will be used. Answers are provided at the end 

of this chapter. 

AA N S W E R S  T O

What Does 
It Mean?
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 a.   Ratio  

 b.   Trend analysis  

 c.   Rate of return  

 d.   Interest  

 e.   Principal  

 f.   Risk  

 g.   Return on investment  

 h.   DuPont model  

 i.   Margin  

 j.   Turnover  

 k.   Return on equity  

 l.   Working capital  

 m.   Liquidity  

 n.   Current ratio  

 o.   Acid-test ratio  

 p.   Credit risk  

 q.   Collect on delivery    

   1. The percentage of net income to net sales.  

   2. The amount of money invested or borrowed.  

   3. The difference between current assets and current liabilities.  

   4. The percentage of net income divided by average owners’ equity for the 

fiscal period in which the net income was earned.  

   5. An indication of a firm’s ability to meet its current financial obligations.  

   6. The quotient of sales divided by the average assets for the year or some 

other fiscal period.  

   7. Evaluation of data patterns over time.  

   8. The income or expense from investing or borrowing money.  

   9. A calculation of return on investment made by multiplying margin by 

turnover.  

   10. The ratio of the sum of cash (including temporary cash investments) and 

accounts receivable to current liabilities.    

 Multiple Choice For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter. 

1.   Return on investment (ROI) can be described or computed in each of the 

following ways except 
 a.   Amount invested/Amount of return � ROI.  

 b.   Net income/Average total assets � ROI.  

 c.   (Net income/Sales) � (Sales/Average total assets) � ROI.  

 d.   Margin � Turnover � ROI.     

2.   Working capital includes all of the following accounts except 
 a.   Accounts Payable.  

 b.   Cash.  

 c.   Accumulated Depreciation.  

 d.   Merchandise Inventory.     

3.   Which of the following would not decrease working capital? 

 a.   A decrease in Cash.  

 b.   An increase in Accounts Payable.  

 c.   An increase in Merchandise Inventory.  

 d.   A decrease in Accounts Receivable.     
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92 Part 1 Financial Accounting

4.   Assume that Kulpa Company has a current ratio of 0.7. Which of the following 

transactions would increase this ratio? 

 a.   Purchasing merchandise inventory on credit.  

 b.   Selling merchandise inventory at cost for cash.  

 c.   Collecting accounts receivable in cash.  

 d.   Paying off accounts payable with cash.    

 The following data apply to Questions 5–8. 

 BAREFOOT INDUSTRIES 
 Balance Sheet and Income Statement Data 

At December 31, 2011, and for the Year Then Ended 

         Assets      
 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $  400   
 Accounts receivable   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   440   
 Merchandise inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   360   
 Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   100  
  Equipment   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   300  
  Accumulated depreciation   . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (100)  

   Liabilities and Owners’ Equity     
  Accounts payable   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $  300  
  Notes payable, short-term   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   500  
  Long-term debt   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   200  
  Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   100  
  Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   400  

  Income Statement    
  Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $3,000  
  Cost of goods sold   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (2,000)  
  Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,000  
  Selling expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (500)  
  Income taxes   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (200)  
  Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   300    

   

5.   The current ratio is 

 a.   1.05.   c.   1.55.  

 b.   1.5.   d.   2.0.     

6.   The acid-test ratio is  

 a.  1.05.   c.   1.55.  

 b.   1.5.   d.   2.0.     

  7. The amount of working capital that would remain if $400 of land was purchased 

on January 1, 2012, with the use of $200 cash and $200 of long-term debt is 

 a.   $200.   c.   $600.  

 b.   $400.   d.   $900.     
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8.   Assume that both total assets and total owners’ equity were the same on 

December 31, 2010, as on December 31, 2011. The margin, ROI, ROE, and 

turnover are 

 a.   10 percent, 20 percent, 60 percent, 2.0.  

 b.   10 percent, 20 percent, 75 percent, 1.5.  

 c.   30 percent, 15 percent, 60 percent, 2.0.  

 d.   30 percent, 15 percent, 75 percent, 1.5.         

 Exercises 

 Compare investment alternatives Two acquaintances have approached you 

about investing in business activities in which each is involved. Julie is seeking $560 

and Sam needs $620. One year from now your original investment will be returned, 

along with $50 income from Julie or $53 income from Sam. You can make only one 

investment. 

 Required: 
a.   Which investment would you prefer? Why? Round your percentage answer to 

two decimal places.  

 b.  What other factors should you consider before making either investment?     

  Compare investment alternatives A friend has $4,800 that has been saved from 

her part-time job. She will need her money, plus any interest earned on it, in six 

months and has asked for your help in deciding whether to put the money in a bank 

savings account at 5.5% interest or to lend it to Judy. Judy has promised to repay 

$5,100 after six months. 

 Required: 
a.   Calculate the interest earned on the savings account for six months.  

b.   Calculate the rate of return if the money is lent to Judy. Round your percentage 

answer to two decimal places.  

c.   Which alternative would you recommend? Explain your answer.    

   Compare investment alternatives You have two investment opportunities. 

One will have a 10% rate of return on an investment of $500; the other will have 

an 11% rate of return on principal of $700. You would like to take advantage of the 

higher-yielding investment but have only $500 available. 

 Required: 
  What is the maximum rate of interest that you would pay to borrow the $200 needed 

to take advantage of the higher yield?  

  Compare investment alternatives You have accumulated $8,000 and are looking 

for the best rate of return that can be earned over the next year. A bank savings 

accounting

Exercise 3.1
LO 2

Exercise 3.2
LO 2

Exercise 3.3
LO 2

Exercise 3.4
LO 2
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94 Part 1 Financial Accounting

account will pay 6%. A one-year bank certificate of deposit will pay 8%, but the 

minimum investment is $10,000. 

 Required: 
a.   Calculate the amount of return you would earn if the $8,000 were invested for 

one year at 6%.  

b.   Calculate the net amount of return you would earn if $2,000 were borrowed at a 

cost of 15%, and then $10,000 were invested for one year at 8%.  

c.   Calculate the net rate of return on your investment of $8,000 if you accept the 

strategy of part b.  
d.   In addition to the amount of investment required and the rate of return offered, 

what other factors would you normally consider before making an investment 

decision such as the one described in this exercise?     

  ROI analysis using DuPont model 
a.   Firm A has a margin of 12%, sales of $600,000, and ROI of 18%. Calculate the 

firm’s average total assets.  

b.   Firm B has net income of $78,000, turnover of 1.3, and average total assets of 

$950,000. Calculate the firm’s sales, margin, and ROI. Round your percentage 

answer to one decimal place.  

c.   Firm C has net income of $132,000, turnover of 2.1, and ROI of 7.37%. 

Calculate the firm’s margin. Round your percentage answer to one decimal place.     

  ROI analysis using DuPont model 
a.   Firm D has net income of $83,700, sales of $2,790,000, and average total assets 

of $1,395,000. Calculate the firm’s margin, turnover, and ROI.  

b.   Firm E has net income of $150,000, sales of $2,500,000, and ROI of 15%. 

Calculate the firm’s turnover and average total assets.  

c.   Firm F has ROI of 12.6%, average total assets of $1,730,159, and turnover of 

1.4. Calculate the firm’s sales, margin, and net income. Round your answers to 

the nearest whole numbers.     

  Calculate ROE At the beginning of the year, the net assets of Carby Co. were 

$346,800. The only transactions affecting owners’ equity during the year were net 

income of $42,300 and dividends of $12,000. 

 Required: 
  Calculate Carby Co.’s return on equity (ROE) for the year. Round your percentage 

answer to one decimal place.  

  Calculate margin, net income, and ROE For the year ended December 31, 

2010, Ebanks, Inc., earned an ROI of 12%. Sales for the year were $96 million, and 

average asset turnover was 2.4. Average owners’ equity was $32 million. 

 Required: 
a.   Calculate Ebanks, Inc.’s margin and net income.  

b.   Calculate Ebanks, Inc.’s return on equity.      

e celx

Exercise 3.5
LO 3

Exercise 3.6
LO 3

Exercise 3.7
LO 4

Exercise 3.8
LO 3, 4

mar27068_ch03_074-103.indd   94mar27068_ch03_074-103.indd   94 11/12/09   9:04:23 AM11/12/09   9:04:23 AM



 Chapter 3 Fundamental Interpretations Made from Financial Statement Data 95

 Effect of transactions on working capital and current ratio Management 

of Rivers Co. anticipates that its year-end balance sheet will show current assets 

of $12,639 and current liabilities of $7,480. Management is considering paying 

$3,850 of accounts payable before year-end even though payment isn’t due until 

later. 

 Required: 

a.   Calculate the firm’s working capital and current ratio under each situation. 

Would you recommend early payment of the accounts payable? Why? Round 

your current ratio answer to two decimal places.  

b.   Assume that Rivers Co. had negotiated a short-term bank loan of $5,000 that 

can be drawn down either before or after the end of the year. Calculate work-

ing capital and the current ratio at year-end under each situation, assuming 

that early payment of accounts payable is not made. When would you recom-

mend that the loan be taken? Why? Round your current ratio answer to two 

decimal places.     

  Effect of transactions on working capital and current ratio Evans, Inc., had 

current liabilities at November 30 of $137,400. The firm’s current ratio at that date 

was 1.8. 

 Required: 

a.   Calculate the firm’s current assets and working capital at November 30.  

b.   Assume that management paid $30,600 of accounts payable on November 29. 

Calculate the current ratio and working capital at November 30 as if the 

November 29 payment had not been made. Round your current ratio answer 

to two decimal places.  

c.   Explain the changes, if any, to working capital and the current ratio that would 

be caused by the November 29 payment.     

  Problems 

 Calculate profitability measures using annual report data Using data from 

the financial statements of  Intel Corporation  in the appendix, calculate 

a.   ROI for 2008. Round your percentage answer to one decimal place.  

b.   ROE for 2008. Round your percentage answer to one decimal place.  

c.   Working capital at December 27, 2008, and December 29, 2007.  

d.   Current ratio at December 27, 2008, and December 29, 2007. Round your 

answers to one decimal place.  

e.   Acid-test ratio at December 27, 2008, and December 29, 2007. Round your 

answers to one decimal place.    

 Note: Visit  www.intel.com  to update this problem with data from the most recent 
annual report.  

Exercise 3.9
LO 6

Exercise 3.10
LO 6

accounting

Problem 3.11
LO 3, 4, 6

mar27068_ch03_074-103.indd   95mar27068_ch03_074-103.indd   95 11/12/09   9:04:23 AM11/12/09   9:04:23 AM

www.intel.com


96 Part 1 Financial Accounting

 Required: 

a.   Calculate ROI for 2011. Round your percentage answer to two decimal places.  

b.   Calculate ROE for 2011. Round your percentage answer to one decimal place.  

c.   Calculate working capital at December 31, 2011.  

d.   Calculate the current ratio at December 31, 2011. Round your answer to two 

decimal places.  

 e.  Calculate the acid-test ratio at December 31, 2011. Round your answer to two 

decimal places.  

f.   Assume that on December 31, 2011, the treasurer of Hames, Inc., decided to 

pay $15,000 of accounts payable. Explain what impact, if any, this payment 

will have on the answers you calculated for parts a–d (increase, decrease, or no 

effect).  

  HAMES, INC. 
 Balance Sheets 

December 31, 2011 and 2010             

  2011     2010       

 Assets        
 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 21,000   $ 19,000   
 Accounts receivable   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  78,000   72,000   
 Merchandise inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   103,000     99,000   

 Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $202,000   $190,000   
 Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  50,000   40,000   
 Plant and equipment   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  125,000   110,000   

 Less: Accumulated depreciation   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (65,000 )     (60,000 )   

 Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $312,000   $280,000    

 Liabilities         
 Short-term debt   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 18,000   $ 17,000   
 Accounts payable   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  56,000   48,000   
 Other accrued liabilities   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    20,000     18,000   

 Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 94,000   $ 83,000   
 Long-term debt   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    22,000     30,000   

 Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $116,000   $113,000    

 Owners’ Equity        
 Common stock, no par, 100,000 shares authorized, 

40,000 and 25,000 shares issued, respectively   . . . . . . . . . . . . . . . . . . . .  $ 74,000   $ 59,000    

 Retained earnings:        
 Beginning balance   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 108,000  $  85,000   
 Net income for the year   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  34,000   28,000   
 Dividends for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (20,000 )      (5,000 )   

 Ending balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $122,000   $108,000   

 Total owners’ equity   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $196,000   $167,000   

 Total liabilities and owners’ equity   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $312,000   $280,000     

e celx

  Calculate profitability and liquidity measures Presented here are the 

comparative balance sheets of Hames, Inc., at December 31, 2011 and 2010. Sales 

for the year ended December 31, 2011, totaled $580,000. 

Problem 3.12
LO 3, 4, 6
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g.   Assume that instead of paying $15,000 of accounts payable on December 31, 

2011, Hames, Inc., collected $15,000 of accounts receivable. Explain what 

impact, if any, this receipt will have on the answers you calculated for parts a–d 

(increase, decrease, or no effect).     

  Calculate and analyze liquidity measures Following are the current asset and 

current liability sections of the balance sheets for Freedom, Inc., at January 31, 2011 

and 2010 (in millions):

January 31,
2011

January 31, 
2010

Current Assets
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . 

Accounts receivable  . . . . . . . . . . . . . . 

Inventories. . . . . . . . . . . . . . . . . . . . . . 

 Total current assets  . . . . . . . . . . . . . 

Current Liabilities

Note payable . . . . . . . . . . . . . . . . . . . . 

Accounts payable  . . . . . . . . . . . . . . . . 

Other accrued liabilities  . . . . . . . . . . . . 

 Total current liabilities . . . . . . . . . . . . 

$ 5

3

    6

$14

$ 3

4

   2

$ 9

$ 2

6

  10

$18

$ 3

1

   2

$ 6

  Required: 

a.   Calculate the working capital and current ratio at each balance sheet date. 

Round your current ratio answers to two decimal places. 

b.    Evaluate the firm’s liquidity at each balance sheet date. 

c.    Assume that the firm operated at a loss during the year ended January 31, 2011. 

How could cash have increased during the year? 

      Calculate and analyze liquidity measures Following are the current asset and 

current liability sections of the balance sheets for Calketch, Inc., at August 31, 2011 

and 2010 (in millions):

August 31, 2011 August 31, 2010

Current Assets
Cash . . . . . . . . . . . . . . . . . . . . . . . . . .

Marketable securities. . . . . . . . . . . . . .

Accounts receivable  . . . . . . . . . . . . . .

Inventories. . . . . . . . . . . . . . . . . . . . . .

 Total current assets  . . . . . . . . . . . . .

Current Liabilities

Note payable . . . . . . . . . . . . . . . . . . . .

Accounts payable  . . . . . . . . . . . . . . . .

Other accrued liabilities  . . . . . . . . . . . .

 Total current liabilities . . . . . . . . . . . .

$ 12

28

52

    72

$164

$ 12

40

   36

$ 88

$ 24

40

32

    32

$128

$ 32

56

     28

$ 116

Problem 3.13
LO 3, 4, 6

Problem 3.14
LO 6
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98 Part 1 Financial Accounting

  Required: 

a.   Calculate the working capital and current ratio at each balance sheet date. 

Round your current ratio answers to two decimal places. 

b.    Describe the change in the firm’s liquidity from 2010 to 2011. 

      Applications of ROI using DuPont model; manufacturing versus service 
firm Manyops, Inc., is a manufacturing firm that has experienced strong competition 

in its traditional business. Management is considering joining the trend to the 

“service economy” by eliminating its manufacturing operations and concentrating 

on providing specialized maintenance services to other manufacturers. Management 

of Manyops, Inc., has had a target ROI of 15% on an asset base that has averaged 

$6 million. To achieve this ROI, average asset turnover of 2 was required. If the 

company shifts its operations from manufacturing to providing maintenance services, 

it is estimated that average assets will decrease to $1 million. 

 Required:  

a.  Calculate net income, margin, and sales required for Manyops, Inc., to achieve 

its target ROI as a manufacturing firm. 

b.    Assume that the average margin of maintenance service firms is 2.5%, and that 

the average ROI for such firms is 15%. Calculate the net income, sales, and 

asset turnover that Manyops, Inc., will have if the change to services is made 

and the firm is able to earn an average margin and achieve a 15% ROI. 

      ROI analysis using DuPont model Charlie’s Furniture Store has been in business 

for several years. The firm’s owners have described the store as a “high-price, high-

service” operation that provides lots of assistance to its customers. Margin has 

averaged a relatively high 32% per year for several years, but turnover has been a 

relatively low 0.4 based on average total assets of $1,600,000. A discount furniture 

store is about to open in the area served by Charlie’s, and management is considering 

lowering prices to compete effectively. 

 Required: 

 a.  Calculate current sales and ROI for Charlie’s Furniture Store. 

b.    Assuming that the new strategy would reduce margin to 20%, and assuming 

that average total assets would stay the same, calculate the sales that would be 

required to have the same ROI as Charlie’s currently earns. 

c.    Suppose you presented the results of your analysis in parts a and b of this 

problem to Charlie, and he replied, “What are you telling me? If I reduce my 

prices as planned, then I have to practically double my sales volume to earn 

the same return?” Given the results of your analysis, how would you react to 

Charlie? 

d.    Now suppose Charlie says, “You know, I’m not convinced that lowering 

prices is my only option in staying competitive. What if I were to increase 

my marketing effort? I’m thinking about kicking off a new advertising cam-

paign after conducting more extensive market research to better identify who 

my target customer groups are.” In general, explain to Charlie what the likely 

Problem 3.15
LO 3

Problem 3.16
LO 3

e celx
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impact of a successful strategy of this nature would be on margin, turnover, 

and ROI. 

e.    Think of an alternative strategy that might help Charlie maintain the competi-

tiveness of his business. Explain the strategy, and then describe the likely impact 

of this strategy on margin, turnover, and ROI. 

      Cases 

 Analysis of liquidity and profitability measures of  Apple Inc.  The following 

summarized data (amounts in millions) are taken from the September 27, 2008, and 

September 29, 2007, comparative financial statements of  Apple Inc. , a manufacturer 

of personal computers, portable digital music players, and mobile communications 

devices, along with a variety of related software, services, peripherals, and network-

ing solutions. 

 

(Amounts Expressed in Millions) 
For the Fiscal Years Ended September 27 
and September 29, respectively

2008 2007

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Costs of sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

At Year End
Assets

Cash and cash equivalents  . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Accounts receivable, net  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Inventories. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Deferred tax assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Other current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Property, plant, and equipment, net . . . . . . . . . . . . . . . . . . . . . 

Goodwill  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Acquired intangible assets, net  . . . . . . . . . . . . . . . . . . . . . . . . 

Other assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Liabilities and Shareholders’ Equity 

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Accrued expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Non-current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Common stock, no par value. . . . . . . . . . . . . . . . . . . . . . . . . . 

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Accumulated other comprehensive income . . . . . . . . . . . . . . . 

Total liabilities and shareholders’ equity  . . . . . . . . . . . . . . . . . . 

 $32,479

21,334

    6,275

$  4,834

$11,875

12,615

2,422

509

1,447

5,822

2,455

207

285

    1,935

$39,572

$ 5,520

8,572

4,450

7,177

13,845

           8

$39,572

$24,006

15,852

    4,409

$  3,496

$ 9,352

6,034

1,637

346

782

3,805

1,832

38

299

    1,222

$25,347

$ 4,970

4,310

1,535

5,368

9,101

         63

$25,347

accounting

Case 3.17
LO 3, 4, 6, 7
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100 Part 1 Financial Accounting

 At September 30, 2006, total assets were $17,205 and total shareholders’ equity was 

$9,984. 

  Required: 

a.    Calculate  Apple Inc.’s  working capital, current ratio, and acid-test ratio at 

September 27, 2008, and September 29, 2007. Round your ratio answers to one 

decimal place.  

b.   Calculate  Apple’s  ROE for the years ended September 27, 2008, and 

September 29, 2007. Round your percentage answers to one decimal place.  

c.   Calculate  Apple’s  ROI, showing margin and turnover, for the years ended 

September 27, 2008, and September 29, 2007. Round your turnover calculations 

to two decimal places. Round your margin and ROI percentages to one decimal 

place.  

d.   Evaluate the company’s overall liquidity and profitability.

  Optional continuation of Case 3.17—trend analysis  
 The following historical data were derived from Apple Inc.’s consolidated financial 

statements (in millions). 

  

  Note: Past data are not necessarily indicative of the results of future operations.  

2008 2007 2006 2005 2004

Net sales . . . . . . . . . . . . . . . $32,479 $24,006 $19,315 $13,931 $8,279

Net income  . . . . . . . . . . . . . 4,834 3,496 1,989 1,328 266

Cash, cash equivalents, and

 short-term investments  . . 24,490 15,386 10,110 8,261 5,464

Total assets . . . . . . . . . . . . . 39,572 25,347 17,205 11,516 8,039

Shareholders’ equity  . . . . . . 21,030 14,532 9,984 7,428 5,063

Long-term debt . . . . . . . . . . — — — — —

e.   Calculate  Apple Inc.’s  total liabilities for each year presented above.  

f.   Are the trends expressed in these data generally consistent with each other?  

g.   In your opinion, which of these trends would be most meaningful to a 

 potential investor in common stock of  Apple Inc.?  Which trend would be least 

 meaningful?  

h.   What other data (trend or otherwise) would you like to have access to before 

making an investment in  Apple Inc.?      

    Analysis of liquidity and profitability measures of  Dell Inc.  The following 

data (amounts in millions) are taken from the January 30, 2009, and February 1, 

2008, comparative financial statements of  Dell Inc. , a direct marketer and distributor 

of personal computers (PCs) and PC-related products: 

Case 3.18
(LO 3, 4, 6, 7)

mar27068_ch03_074-103.indd   100mar27068_ch03_074-103.indd   100 11/12/09   9:04:24 AM11/12/09   9:04:24 AM



 Chapter 3 Fundamental Interpretations Made from Financial Statement Data 101

 DELL INC. 
 Consolidated Statements of Income      

 Fiscal Year Ended

    January 30,    February 1,        
 2009 2008

   Net revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $61,101   $61,133 
   Cost of net revenue . . . . . . . . . . . . . . . . . . . . . . . . . . .     50,144     49,462 

    Gross margin   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     10,957     11,671 

   Operating expenses: 
        Selling, general, and administrative   . . . . . . . . . . . . .   7,102   7,538 
    Research, development, and engineering . . . . . . . . .         665          693 

     Total operating expenses   . . . . . . . . . . . . . . . . . . .      7,767       8,231 

     Operating income . . . . . . . . . . . . . . . . . . . . . . . . .   3,190   3,440 
   Investment and other income, net . . . . . . . . . . . . . . . .         134          387 

    Income before income taxes . . . . . . . . . . . . . . . . . . .   3,324   3,827 
   Income tax provision . . . . . . . . . . . . . . . . . . . . . . . . . .         846          880 

    Net income   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $   2,478   $  2,947        

 DELL INC. 
 Consolidated Statements of Financial Position      

    January 30,    February 1,  
 2009 2008

Assets      
Current assets:

    Cash and cash equivalents   . . . . . . . . . . . . . . . . . . . . . . . . .   $  8,352   $  7,764 
     Short-term investments    . . . . . . . . . . . . . . . . . . . . . . . . . . .   740   208 
    Accounts receivable, net . . . . . . . . . . . . . . . . . . . . . . . . . . .   4,731   5,961
    Financing receivables, net    . . . . . . . . . . . . . . . . . . . . . . . . . .   1,712   1,732 
     Inventories, net    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   867    1,180  
    Other current assets   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,749        3,035  

      Total current assets    . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    20,151    19,880 
  Property, plant, and equipment, net     . . . . . . . . . . . . . . . . . .   2,277    2,668  
    Investments   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   454   1,560      
 Long-term financing receivables, net   . . . . . . . . . . . . . . . . .   500  407  
     Goodwill  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    1,737    1,648 
    Purchased intangible assets, net   . . . . . . . . . . . . . . . . . . . . .    724    780 
    Other noncurrent assets   . . . . . . . . . . . . . . . . . . . . . . . . . . .          657          618 

     Total assets     . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     $ 26,500      $ 27,561         

(continued )
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102 Part 1 Financial Accounting

                                                                     At February 2, 2007, total assets were $25,635 and total stockholders’ equity was 

$4,328.

a.    Calculate  Dell, Inc.’s , working capital, current ratio, and acid-test ratio at January 30, 

2009, and February 1, 2008. Round your ratio answers to two decimal places. 

b.    Calculate  Dell’s  ROE for the years ended January 30, 2009, and February 1, 2008. 

Round your ratio answers to two decimal places, and your percentage answers to 

one decimal place. 

c.    Calculate  Dell’s  ROI, showing margin and turnover, for the years ended January 30, 

2009, and February 1, 2008. Round your ratio answers to two decimal places and 

your percentage answers to one decimal place. 

d.    Evaluate the company’s overall liquidity and profitability. 

e.     Dell, Inc. , did not declare or pay any dividends during the years ended January 30, 

2009, or February 1, 2008. What do you suppose is the primary reason for this? 

  Optional continuation of Case 3.18—trend analysis 
 The following historical data were derived from  Dell, Inc.’s , consolidated financial 

statements (in millions). 

 Note: Past data are not necessarily indicative of the results of future operations. 
2009 2008 2007 2006 2005

Net revenues . . . . . . . . . . . $61,101 $61,133 $57,420 $55,788 $49,121

Net income  . . . . . . . . . . . . 2,478 2,947 2,583 3,602 3,018

Total assets . . . . . . . . . . . . 26,500 27,561 25,635 23,252 23,318

Long-term debt . . . . . . . . . 1,898 362 569 625 662

(concluded ) 

    January 30,    February 1,  
 2009 2008

Liabilities and Equity
Current liabilities:
       Short-term debt      . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    $    113     $     225  
     Accounts payable    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       8,309      11,492  
     Accrued and other      . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     3,788     4,323   
    Short-term deferred service revenue   . . . . . . . . . . . . . . . . . .       2,649       2,486

      Total current liabilities    . . . . . . . . . . . . . . . . . . . . . . . . . . .    14,859       18,526  

   Long-term debt    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,898      362
        Long-term deferred service revenue    . . . . . . . . . . . . . . . . . . . .   3,000      2,774
    Other noncurrent liabilities      . . . . . . . . . . . . . . . . . . . . . . . . . .         2,472           2,070

      Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      22,229      23,732    

   Stockholders’ equity:
     Common stock and capital in excess of $.01 par value; 
  shares authorized: 7,000; shares issued: 3,338 and 
  3,320, respectively   . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   11,189   10,683 
    Treasury stock, at cost; 919 and 785 shares, respectively   . .   (27,904)   (25,037) 
    Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   20,677   18,199 
    Accumulated other comprehensive income (loss) . . . . . . . .          (309)          (16) 

     Total stockholders’ equity   . . . . . . . . . . . . . . . . . . .    . . . .         4,271          3,829 

    Total liabilities and equity   . . . . . . . . . . . . . . . . . . . . . . . .   $26,500  $27,561   
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f.     Are the trends expressed in these data generally consistent with each other? 

g.    In your opinion, which of these trends would be most meaningful to a potential 

investor in common stock of  Dell, Inc. ? Which trend would be least meaningful? 

h.    What other data (trend or otherwise) would you like to have access to before mak-

ing an investment in  Dell, Inc. ? 

     Answers to Self-Study Material 

  Matching: 1. i, 2. e, 3. l, 4. k, 5. m, 6. j, 7. b, 8. d, 9. h, 10. o 

   Multiple choice: 1. a, 2. c, 3. c, 4. a, 5. b, 6. a, 7. a, 8. a               
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4
  To understand how different transactions affect the financial statements and in turn make sense 

of the information in the financial statements, it is necessary to understand the mechanical op-

eration of the bookkeeping process. The principal objectives of this chapter are to explain this 

mechanical process and to introduce a method of analyzing the effects of a transaction on the 

financial statements.  

  LEARNING OBJECTIVES  (LO)

  After studying this chapter you should understand 

1.    The expansion of the basic accounting equation to include revenues and expenses.  

2.   How the expanded accounting equation stays in balance after every transaction.  

3.   How the income statement is linked to the balance sheet through owners’ equity.  

4.   The meaning of the bookkeeping terms  journal, ledger, T-account, account balance, debit, 

credit, and closing the books.   

5.   That the bookkeeping system is a mechanical adaptation of the expanded accounting 

equation.  

6.   How to analyze a transaction, prepare a journal entry, and determine the effects of the 

 transaction on the financial statements.  

7.   The five questions of transaction analysis.      

  The Bookkeeping 
Process and 
Transaction Analysis 
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 Chapter 4 The Bookkeeping Process and Transaction Analysis 105

   The Bookkeeping/Accounting Process 
  The bookkeeping/accounting process begins with transactions (economic interchanges 

between entities that are accounted for and reflected in financial statements) and culmi-

nates in the financial statements. This flow was illustrated in Chapter 2 as follows:     

Transactions
Financial
statements

Procedures for sorting, classifying,
and presenting (bookkeeping)

Selection of alternative methods
of reflecting the effects of certain
transactions (accounting)

  This chapter presents an overview of bookkeeping procedures. Your objective 

is not to become a bookkeeper but to learn enough about the mechanical process of 

bookkeeping so you will be able to determine the effects of any transaction on the 

financial statements. This ability is crucial to the process of making informed judg-

ments and decisions from the financial statements. Bookkeepers (and accountants) use 

some special terms to describe the bookkeeping process, and you will have to learn 

these terms. The bookkeeping process itself is a mechanical process; however, once 

you understand the language of bookkeeping, you will see that the process is quite 

straightforward. 

 The Balance Sheet Equation—A Mechanical Key 

 You now know that the balance sheet equation expresses the equality between an en-

tity’s assets and the claims to those assets: 

 Assets � Liabilities � Owners’ equity 

 For present illustration purposes, let us consider a firm without liabilities. What do you 

suppose happens to the amounts in the equation if the entity operates at a profit? Well, 

assets (perhaps cash) increase, and if the equation is to balance (and it must), then 

clearly owners’ equity must also increase. Yes, profits increase owners’ equity, and to 

keep the equation in balance, assets will increase and/or liabilities will decrease. Every 

financial transaction that is accounted for will cause a change somewhere in the bal-

ance sheet equation, and the equation will remain in balance after every transaction. 

  You have already seen that a firm’s net income (profit) or loss is the difference between 

the revenues and expenses reported on its income statement (Exhibit 2-2). Likewise, you 

have seen that net income from the income statement is reported as one of the factors 

causing a change in the retained earnings part of the statement of changes in owners’ eq-

uity (Exhibit 2-3). The other principal element of owners’ equity is the amount of capital 

invested by the owners—that is, the paid-in capital of Exhibit 2-3. Given these components 

of owners’ equity, it is possible to modify the basic balance sheet equation as follows: 

 Assets � Liabilities � Owners’ equity 

 Assets � Liabilities � Paid-in capital �  Retained earnings 

Assets � Liabilities � Paid-in capital �

Retained 

earnings

(beginning 

of period)

� Revenues � Expenses

 To illustrate the operation of this equation and the effect of several transactions, 

study how the following transactions are reflected in Exhibit 4-1. Note that in the 

 LO 1 

Understand how the 

accounting equation is 

expanded to include 

revenues and expenses. 
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Exhibit 4-1 Transaction Summary

 Assets � Liabilities � Owners’ Equity

   Accounts   Merchandise    Notes  Accounts  Paid-In  Retained     
Transaction Cash � Receivable � Inventory � Equipment � Payable � Payable � Capital � Earnings � Revenue � Expenses

 1. �30            �30

 2. �25      �25

 3. �15        �15

 4. �10    �20      �10

 5. �2  �5    �7

 6. �5  �5

 Total    17 �      0 �    20 �    18 �    15 �    10 �    30

 7. Revenues   �20              �20

 7. Expenses     �12              �12

 8.           �3        �3

 Total    17 �    20 �      8 �    18 �    15 �    13 �    30  �5  �20  �15

1
0

6

m
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exhibit some specific assets and liabilities have been identified within those general 

categories, and a column has been established for each.

  Transactions 

1.    Investors organized the firm and invested $30. (In this example the broad cate-

gory Paid-In Capital is used rather than Common Stock and, possibly, Additional 
Paid-In Capital. There isn’t any beginning balance in Retained Earnings because 

the firm is just getting started.)  

2.   Equipment costing $25 was purchased for cash.  

3.   The firm borrowed $15 from a bank.  

4.   Merchandise costing $20 was purchased for inventory; $10 cash was paid and 

$10 of the cost was charged on account.  

5.   Equipment that cost $7 was sold for $7; $2 was received in cash, and $5 will be 

received later.  

6.   The $5 account receivable from the sale of equipment was collected. 

  Each column of the exhibit has been totaled after transaction (6). Does the total 

of all the asset columns equal the total of all the liability and owners’ equity columns? 

(They’d better be equal!) 

  The firm hasn’t had any revenue or expense transactions yet, and it’s hard to make 

a profit without them, so the transactions continue:  

7.   The firm sold merchandise inventory that had cost $12 for a selling price of 

$20; the sale was made on account (that is, on credit), and the customer will 

pay later. Notice that in Exhibit 4-1 this transaction is shown on two lines; one 

reflects the revenue of $20 and the other reflects the expense, or cost of the mer-

chandise sold, of $12.  

8.   Wages of $3 earned by the firm’s employees are accrued. This means that the 

expense is recorded even though it has not yet been paid. The wages have been 

earned by employees (the expense has been incurred) and are owed but have 

not yet been paid; they will be paid in the next accounting period. The accrual 

is made in this period so that revenues and expenses of the current period will 

be matched (the matching concept), and net income will reflect the economic 

results of this period’s activities.   

  Again, each column of the exhibit has been totaled, and the total of all the asset col-

umns equals the total of all the liability and owners’ equity columns. If the accounting 

period were to end after transaction (8), the income statement would report net income 

of $5, and the balance sheet would show total owners’ equity of $35. Simplified finan-

cial statements for Exhibit 4-1 data after transaction (8) are presented in Exhibit 4-2. 

1. What does it mean to determine “what kind of account” an account is? QWhat Does
It Mean?

Answer  on 
page  127

  Notice especially in Exhibit 4-2 how net income on the income statement gets into 

the balance sheet via the retained earnings section of owners’ equity. In the equation 

 LO 2 

Understand how the 

expanded account-

ing equation stays in 

balance after every 

transaction. 
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of Exhibit 4-1, revenues and expenses were treated as a part of owners’ equity to keep 

the equation in balance. For financial reporting purposes, however, revenues and ex-

penses are shown in the income statement. In order to have the balance sheet balance, 

it is necessary that net income be reflected in the balance sheet, and this is done in 

retained earnings. If any retained earnings are distributed to the owners as a dividend, 

the dividend does not show on the income statement but is a deduction from retained 

earnings, shown in the statement of changes in retained earnings. This is so because a 

dividend is not an expense (it is not incurred in the process of generating revenue). A 

dividend is a distribution of earnings to the owners of the firm. 

  What you have just learned is the essence of the bookkeeping process. Transac-

tions are analyzed to determine which asset, liability, or owners’ equity category is 

affected and how each is affected. The amount of the effect is recorded, the amounts 

are totaled, and financial statements are prepared. 

   Bookkeeping Jargon and Procedures 

 Because of the complexity of most business operations, and the frequent need to refer 

to past transactions, a bookkeeping system has evolved to facilitate the record-keeping 

process. The system may be manual or computerized, but the general features are 

virtually the same. 

  Transactions are initially recorded in a  journal . A journal (derived from the French 

word  jour , meaning  day ) is a day-by-day, or chronological, record of transactions. 

Transactions are then recorded in— posted  to— a ledger . The ledger serves the func-

tion of Exhibit 4-1, but rather than having a large sheet with a column for each asset, 

liability, and owners’ equity category, there is an account for each category. In a manual 

bookkeeping system, each account is a separate page in a book, much like a loose-leaf 

binder. Accounts are arranged in a sequence to facilitate the posting process. 

 LO 4

Understand the meaning 

of bookkeeping terms, 

such as journal, ledger, 

T-account, account 

 balance, debit, credit, 

and closing the books. 

 Exhibit 4-1 Data  Exhibit 4-1 Data 
 Income Statement for  Statement of Changes in 
 Transactions (1) through (8) Retained Earnings

Revenues .....................................  $20

Expenses .....................................   (15)

Net income ...................................  $  5

Beginning balance .......................  $  0

Net income ..................................  5

Dividends ....................................     (0)

Ending balance ............................  $  5

Exhibit 4-1 Data
Balance Sheet after Transaction (8)

Assets
Cash ............................................  $17

Accounts receivable .....................  20

Merchandise inventory ..................      8

 Total current assets ...................  $45

Equipment ....................................      18

Total assets ..................................  $63

Liabilities
Notes payable .............................  $15

Accounts payable ........................      13

 Total liabilities ...........................  $28

Owners’ Equity
Paid-in capital ..............................  $30

Retained earnings........................      5

 Total owners’ equity .................  $35

Total liabilities & owners’ equity ....  $63

Exhibit 4-2

Financial Statements for 

Exhibit 4-1 Data

 LO 3 

Understand how the 

income statement is 

linked to the balance 

sheet through owners’ 

equity. 
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 Usually the sequence is assets, liabilities, owners’ equity, revenues, and expenses. A 

chart of accounts serves as an index to the ledger, and each account is numbered to 

facilitate the frequent written references that are made to it. 

  The account format that has been used for several hundred years looks like a “T.” 

(In the following illustration, notice the T under the captions for Assets, Liabilities, 

and Owners’ Equity.) On one side of the T, additions to the account are recorded, and 

on the other side of the T, subtractions are recorded. The account balance at any point 

in time is the arithmetic difference between the prior balance and the additions and 

subtractions. This is the same as in Exhibit 4-1 where the account balance shown after 

transactions (6) and (8) is the sum of the prior balance, plus the additions, minus the 

subtractions. 

  To facilitate making reference to account entries and balances (and to confuse 

neophytes), the left side of a T-account is called the debit side, and the right side of 

a T-account is called the credit side. In bookkeeping and accounting, debit and credit 
mean left and right, respectively, and nothing more (see Business in Practice—Book-

keeping Language in Everyday English). A record of a transaction involving a posting 

to the left side of an account is called a debit entry. An account that has a balance on 

its right side is said to have a credit balance. 

  The beauty of the bookkeeping system is that debit and credit entries to accounts, 

and account balances, are set up so that if debits equal credits, the balance sheet equa-

tion will be in balance. The key to this is that asset accounts will normally have a 

debit balance: Increases in assets are recorded as debit entries to these accounts, and 

 LO 5 

Understand that the 

bookkeeping system is 

a mechanical adapta-

tion of the expanded 

accounting equation. 

 Business in 

Practice 

  Bookkeeping Language in Everyday English 

  Many bookkeeping and accounting terms have found their way into the language, especially 

in the business context. Debit and credit are no exceptions to this, and some brief examples 

may stress the left–right definition. The terms debit and credit are used by banks to describe 

additions to or subtractions from an individual’s checking account. For example, your account is 

credited for interest earned and is debited for a service charge or for the cost of checks that are 

furnished to you. From the bank’s perspective, your account is a liability; that is, the bank owes 

you the balance in your account. Interest earned by your account increases that liability of the 

bank; hence, the interest is credited. Service charges reduce your claim on the bank—its liability 

to you—so those are debits from the bank’s perspective. Perhaps because of these effects on 

a checking or savings account balance, many people think that debit is a synonym for bad, and 

that credit means good. In certain contexts these synonyms may be appropriate, but they do 

not apply in accounting. 

  A synonym for debit that is used in accounting is charge. To charge an account is to make 

a debit entry to the account. This usage carries over to the terminology used when merchandise 

or services are purchased on credit; that is, they are received now and will be paid for later. This 

arrangement is frequently called a charge account because from the seller’s perspective, an 

asset (accounts receivable) is increasing as a result of the transaction, and assets increase with 

a debit entry. The fact that a credit card is used and that this is called a credit transaction may 

refer to the increase in the purchaser’s liability. 

  An alternative to the credit card that merchants and banks have developed is the debit 

card. This term is used from the bank’s perspective because when a debit card is used at an 

electronic point-of-sale terminal, the purchaser’s bank account balance is immediately reduced 

by the amount of the purchase, and the seller’s bank account balance is increased. As you can 

imagine, consumers have been reluctant to switch from credit cards to debit cards because they 

would rather pay later than sooner for several reasons, not the least of which is that they may 

not have the cash until later.   
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decreases in assets are recorded as credit entries to these accounts. For liabilities and 

owners’ equity accounts, the opposite will be true:

Assets � Liabilities � Owner’s Equity

Debit Credit Debit Credit Debit Credit

Increases Decreases Decreases Increases Decreases Increases

� � � � � �

Normal

 balance

Normal

 balance

Normal

 balance

  It is no coincidence that the debit and credit system of normal balances coincides 

with the balance sheet presentation illustrated earlier. In fact, most of the balance 

sheets illustrated so far have been presented in what is known as the  account format . 
An alternative approach is to use the  report format , in which assets are shown above 

liabilities and owners’ equity. 

  Entries to revenue and expense accounts follow a pattern that is consistent with 

entries to other owners’ equity accounts. Revenues are increases in owners’ equity, 

so revenue accounts normally will have a credit balance and will increase with credit 

entries. Expenses are decreases in owners’ equity, so expense accounts normally will 

have a debit balance and will increase with debit entries. Gains and losses are recorded 

like revenues and expenses, respectively. 

  The debit or credit behavior of accounts for assets, liabilities, owners’ equity, 

revenues, and expenses is summarized in the following illustration:

Account Name

Debit side Credit side

Normal balance for: Normal balance for:

 Assets  Liabilities

 Expenses  Owner’s equity

 Revenues

Debit entries increase: Credit entries increase:

 Assets  Liabilities

 Expenses  Owner’s equity

 Revenues

Debit entries decrease: Credit entries decrease:

 Liabilities  Assets

 Owners’ equity  Expenses

 Revenues

   Referring to the transactions that were illustrated in Exhibit 4-1, a bookkeeper 

would say that in transaction (1), which was the investment of $30 in the firm by the 

owners, Cash was debited—it increased—and Paid-In Capital was credited, each for 

$30. Transaction (2), the purchase of equipment for $25 cash, would be described as 

a $25 debit to Equipment and a $25 credit to Cash. Pretend that you are a bookkeeper 

and describe the remaining transactions of that illustration. 

  The bookkeeper would say, after transaction (8) has been recorded, that the Cash 

account has a debit balance of $17, the Notes Payable account has a credit balance of 
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$15, and the Expense account has a debit balance of $15. (There was only one expense 

account in the example; usually there will be a separate account for each category of 

expense and each category of revenue.) What kind of balance do the other accounts 

have after transaction (8)? 

  The journal was identified earlier as the chronological record of the firm’s trans-

actions. The journal is also the place where transactions are first recorded, and it is 

sometimes referred to as the  book of original entry . The  journal entry  format is a 

useful and convenient way of describing the effect of a transaction on the accounts 

involved, and will be used in subsequent chapters of this text, so it is introduced now 

and is worth learning now. 

  The general format of the journal entry is:

Date Dr. Account Name  . . . . . . . . . . . . . . . . . . . . . . . Amount

 Cr. Account Name . . . . . . . . . . . . . . . . . . . . . . Amount

 Notice these characteristics of the journal entry: 

•   The date is recorded to provide a cross-reference to the transaction.   In many 

of our examples, a transaction reference number will be used instead of a 

date; the point is that a cross-reference is provided. 

•   The name of the account to be debited and the debit amount are to the left 

of the name of the account to be credited and the credit amount. Remember, 

debit means  left  and credit means  right . 
•   The abbreviations  Dr.  and  Cr.  are used for debit and credit, respectively. 

These identifiers are frequently omitted from the journal entry to reduce 

writing time and because the indenting practice is universally followed and 

understood. 

  It is possible for a journal entry to have more than one debit account and amount 

and/or more than one credit account and amount. The only requirement of a journal 

entry is that the total of the debit amounts equal the total of the credit amounts. Fre-

quently there will be a brief explanation of the transaction beneath the journal entry, 

especially if the entry is not self-explanatory. 

  The journal entry for transaction (1) of Exhibit 4-1 would appear as follows:

(1) Dr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30

 Cr. Paid-In Capital . . . . . . . . . . . . . . . . . . . . . . . . 30

 To record an investment in the fi rm by the owners.

  Technically, the journal entry procedure illustrated here is a  general journal entry . 

Most bookkeeping systems also use specialized journals, but they are still books of 

original entry, recording transactions chronologically, involving various accounts, and 

resulting in entries in which debits equal credits. If you understand the basic general 

journal entry just illustrated, you will be able to understand a specialized journal if you 

ever see one. 

  Transactions generate  source documents , such as an invoice from a supplier, a 

copy of a credit purchase made by a customer, a check stub, or a tape printout of the 

totals from a cash register’s activity for a period. These source documents are the raw 

materials used in the bookkeeping process and support the journal entry. 
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112 Part 1 Financial Accounting

  The following flowchart illustrates the bookkeeping process that we have 

explored:

Transactions
recorded in

Journal
posted to

Ledger

Supported by Dr. Account Name  . . . . . . . . . . . . . . . . . . . .  xx Account
source documents Cr. Account Name  . . . . . . . . . . . . . . . . . xx Name

debit credit

 

 Although information systems technology has made it financially feasible for virtu-

ally all businesses to automate their accounting functions (see Business in Practice—

Accounting Information Systems and Data Protection), many small firms continue to 

rely on manual processing techniques. Understanding basic bookkeeping terminology 

and appreciating how transactions are recorded will help you understand any account-

ing software you may encounter.   

2. What does it mean when an account has a debit balance?

3. What does it mean to say that asset and expense accounts normally have debit 

balances?

4. What does it mean when a liability, owners’ equity, or revenue account is 

credited?

QWhat Does
It Mean?
Answers  on 
page  127

  Understanding the Effects of Transactions 
on the Financial Statements 

 T-accounts and journal entries are models used by accountants to explain and un-

derstand the effects of transactions on the financial statements. These models are 

frequently difficult for a nonaccountant to use because one must know what kind of 

account (asset, liability, owners’ equity, revenue, or expense) is involved, where in the 

financial statements (balance sheet or income statement) the account is found, and 

how the account is affected by the debit or credit characteristic of the transaction. 

  An alternative to the T-account and journal entry models that should be useful to 

you is the horizontal financial statement relationship model first introduced in Chap-

ter 2. The horizontal model is as follows:

Balance sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net Income � Revenues � Expenses

 The key to using this model is to keep the balance sheet in balance. The arrow from 

net income in the income statement to owners’ equity in the balance sheet indicates 

that net income affects retained earnings, which is a component of owners’ equity. 

For a transaction affecting both the balance sheet and income statement, the balance 

sheet will balance when the income statement effect on owners’ equity is considered. 

In this model, the account name is entered under the appropriate financial statement 

category, and the dollar effect of the transaction on that account is entered with a plus 

or minus sign below the account name. For example, the journal entry shown earlier, 

 LO 6 

Understand how to 

analyze a transac-

tion, prepare a journal 

entry, and determine 

the effects of the 

 transaction on the 

financial statements. 

mar27068_ch04_104-145.indd   112mar27068_ch04_104-145.indd   112 11/12/09   9:36:06 AM11/12/09   9:36:06 AM



 Chapter 4 The Bookkeeping Process and Transaction Analysis 113

which records the investment of $30 in the firm by the owners, would be shown in this 

horizontal model as follows:

Balance sheet 

Assets � Liabilities � Owners’ equity

Cash Paid-in Capital
�30 �30

Income Statement

← Net Income � Revenues � Expenses

 Business in 

Practice 

  Accounting Information Systems and Data Protection 

  A wide variety of accounting software products has been developed, ranging from off-the-shelf 

systems that support the basic bookkeeping needs of individuals and small businesses (see 

quickbooks.com or peachtree.com) to full-scale accounting systems designed for businesses 

with more complex informational needs (see sbt.com or solomon.com.sg) to customized, com-

prehensive enterprisewide resource planning systems used by large multinational corporations 

(see sap.com or oracle.com). 

  The methodology for evaluating and selecting a system should focus on matching the 

decision-making requirements of the business across its functional areas (finance, production, 

marketing, human resources, and information services) with the functionality and scalability of 

the software. Important elements to consider include the initial investment and ongoing cost, 

hardware and human resource requirements, system performance expectations, supplier reli-

ability and service levels, and implementation and training procedures in light of the existing ac-

counting system. Many firms use a structured methodology referred to as the  System Life Cycle  

(SLC) to identify their organizational needs and system requirements. The SLC includes phases 

for planning, analysis, design, implementation, and use of the system. 

  Reviews of accounting system software products appear regularly in computer and 

accounting periodicals. Product information is available at supplier Web sites and normally 

includes downloadable demos. Fee-based system review services, such as ctsguides.com or 

2020software.com, are also available to provide insight into the functionality, cost, and service 

levels of various systems. 

  In any computerized system, transaction information should be entered only once. For an 

individual, this may be when a check is written. For a business, this may be when an order is 

placed with a supplier or when an order is received from a customer. Such processes are often 

automated, as with the bar code scanners used to record sales and inventory transactions at 

retail stores. By linking business systems electronically, the initial recording of a transaction can 

be extended from a seller’s system to the systems used by its suppliers and/or customers. For 

example, once a purchase order is entered into the purchasing system, it may also automatically 

update the supplier’s system for the sales transaction. 

  To be certain, the majority of e-commerce activity today is represented by these business-

to-business transactions, and nobody doubts that the Internet economy has dramatically 

reduced many of the “data-capturing” costs of doing business. Unfortunately, the data security 

risks associated with doing business in the electronic age are significant and cannot be ignored. 

Corporate management must learn to prioritize information assets and to safeguard them 

against the dangers associated with cyberfraud, viruses, computer crime, and breaches of trust 

by employees. Disaster prevention and recovery plans should be in place and should include 

access firewalls, intrusion detection systems within the network architecture, audit logs of sys-

tem usage, timely virus protection updates, and insurance policies that cover hacker invasions. 

In today’s business environment, the integrity of the accounting information system must be 

carefully protected to ensure that transaction data can be used to develop relevant and reliable 

information that supports the management planning, control, and decision-making processes.   

mar27068_ch04_104-145.indd   113mar27068_ch04_104-145.indd   113 11/12/09   9:36:06 AM11/12/09   9:36:06 AM



114 Part 1 Financial Accounting

  To further illustrate the model’s use, assume a transaction in which the firm paid 

$12 for advertising. The effect on the financial statements is:

Balance sheet 

Assets � Liabilities � Owners’ equity

Cash
�12

Income Statement

← Net Income � Revenues � Expenses

 Advertising
 Expense
 �12

  The journal entry would be:

Dr. Advertising Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12

 Cr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12

  Notice that in the horizontal model the amount of advertising expense is shown with a 

minus sign. This is so because the expense reduces net income, which reduces owners’ 

equity. A plus or minus sign is used in the context of each financial statement equa-

tion (A � L � OE, and NI � R � E). Thus a minus sign for expenses means that net 

income is reduced (expenses are greater), not that expenses are lower. 

  It is possible that a transaction can affect two accounts in a single balance sheet or 

income statement category. For example, assume a transaction in which a firm collects 

$40 that was owed to it by a customer for services performed in a prior period. The 

effect of this transaction is shown as follows:

Balance sheet 

Assets � Liabilities � Owners’ equity

Cash
�40

Accounts
Receivable
�40

Income Statement

← Net Income � Revenues � Expenses

  The journal entry would be:

Dr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40

 Cr. Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40

  It is also possible for a transaction to affect more than two accounts. For example, 

assume a transaction in which a firm provided $60 worth of services to a client, $45 

of which was collected when the services were provided and $15 of which will be 

collected later. Here is the effect on the financial statements:

Balance sheet 

Assets � Liabilities � Owners’ equity

Cash
�45

Accounts
Receivable
�15

Income Statement

← Net Income � Revenues � Expenses

 Service Revenues
 �60
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 The journal entry would be:

Dr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45

Dr. Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15

 Cr. Service Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60

  Recall that revenues and expenses from the income statement are increases and 

decreases, respectively, to owners’ equity. Thus the horizontal model and its two fi-

nancial statement equations can be combined into this single equation: 

 Assets � Liabilities � Owners’ equity � Revenues � Expenses 

 Notice that as the balance sheet equation (Assets � Liabilities � Owners’ equity) is 

expanded to include the results of the income statement (Net income � Revenues � 

Expenses), the model includes each of the five broad categories of accounts. Remem-

ber that dividends reduce retained earnings, which is part of the owners’ equity term. 

A separate “Dividends” term has not been included in the model because dividends 

are not considered a separate account category. Note that the operational equal sign 

in the horizontal model is the one between assets and liabilities. You can check that 

a transaction recorded in the horizontal model keeps the balance sheet in balance by 

mentally (or actually) putting an equal sign between assets and liabilities as you use 

the model to record transaction amounts. 

  Spend some time now becoming familiar with the horizontal model (by working 

Exercise 4.1, for example) so it will be easier for you to understand the effects on the 

financial statements of transactions that you will encounter later in this book and in 

the “real world.” As a financial statement user (as opposed to a financial statement pre-

parer), you will find that the horizontal model is an easily used tool. With practice, you 

will become proficient at understanding how an amount shown on either the balance 

sheet or income statement probably affected other parts of the financial statements 

when it was recorded. 

5. What does it mean when “the books are in balance”? QWhat Does
It Mean?

Answer  on 
page  127

   Adjustments 

 After the end of the accounting period, bookkeepers normally have to record an 

  adjustment  to certain account balances to reflect accrual accounting in the financial 

statements. As discussed in Chapters 1 and 2, accrual accounting recognizes revenues 

and expenses as they occur, even though the cash receipt from the revenue or the cash 

disbursement related to the expense may occur before or after the event that causes 

revenue or expense recognition. Although prepared after the end of the accounting pe-

riod (when all of the necessary information has been gathered), adjustments are dated 

and recorded as of the end of the period. 

  Adjustments result in revenues and expenses being reported in the appropriate fis-

cal period. For example, revenue may be  earned  in fiscal 2010 from selling a product 

or providing a service, and the customer/client may not pay until fiscal 2011. (Most 

firms pay for products purchased or services received within a week to a month after 
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receiving the product or service.) It is also likely that some expenses  incurred  in 

 fiscal 2010 will not be paid until fiscal 2011. (Utility costs and employee wages are 

examples.) Alternatively, it is possible that an entity will receive cash from a customer/

client for a product or service in fiscal 2009, and the product will not be sold or the 

service provided until fiscal 2010. (Subscription fees and insurance premiums are usu-

ally received in advance.) Likewise, the entity may pay for an item in fiscal 2009, but 

the expense applies to fiscal 2010. (Insurance premiums and rent are usually paid in 

advance.) These alternative activities are illustrated on the following time line:

Fiscal 2009 12/31/09 Fiscal 2010 12/31/10 Fiscal 2011

Cash received Product sold or service

  provided and revenue

earned 

Cash received

Cash paid Expense incurred Cash paid

  There are two categories of adjustments:

1.     Accruals —Transactions for which cash has not yet been received or paid, but 

the effect of which must be recorded in the accounts (at the end of the account-

ing period) to accomplish a matching of revenues and expenses and accurate 

financial statements.  

2.    Reclassifications —The initial recording of a transaction, although a true reflection 

of the transaction at the time, does not result in assigning revenues to the period 

in which they were earned or expenses to the period in which they were incurred. 

As a result, an amount must be reclassified from one account to another (at the 

end of the accounting period) to reflect the appropriate balance in each account.    

  The first type of adjustment is illustrated by the accrual of wages expense and 

wages payable. For example, work performed by employees during March, for which 

they will be paid in April, results in wages expense to be included in the March income 

statement and a wages payable liability to be included in the March 31 balance sheet. 

To illustrate this accrual, assume that employees earned $60 in March that will be paid 

to them in April. Using the horizontal model, the accrued wages adjustment has the 

following effect on the financial statements:

Balance sheet 

Assets � Liabilities � Owners’ equity

 Wages
 Payable
 �60

Income Statement

← Net Income � Revenues � Expenses

 Wages
 Expense
 �60

  The journal entry would be:

Dr. Wages Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60

 Cr. Wages Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60

  Thus the March 31 balance sheet will reflect the wages payable liability, and the in-

come statement for March will include all of the wages expense incurred during March. 

Again note that the recognition of the expense of $60 is shown with a minus sign be-

cause as expenses increase, net income and owners’ equity (retained earnings) decrease.  
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 The balance sheet remains in balance after this adjustment because the $60 increase in 

liabilities is offset by the $60 decrease in owners’ equity. When the wages are paid in 

April, both the Cash and Wages Payable accounts will be decreased. (Wages Expense 

will not be affected by the cash payment entry because it was already affected when 

the accrual was made.) 

  Similar adjustments are made to accrue revenues (such as for services performed 

but not yet billed or for interest earned but not yet received) and other expenses includ-

ing various operating expenses, interest expense, and income tax expense. 

  The effect on the financial statements, using the horizontal model, of accruing $50 

of interest income that has been earned but not yet received is shown as follows:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net Income � Revenues � Expenses

Interest
Receivable
�50

 Interest
 Income
 �50

  The journal entry would be:

Dr. Interest Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

 Cr. Interest Income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

  An example of the second kind of adjustment is the reclassification for supplies. 

If the purchase of supplies at a cost of $100 during February was initially recorded as 

an increase in the Supplies (asset) account (and a decrease in Cash), the cost of sup-

plies used during February must be removed from the asset account and recorded as 

Supplies Expense. Assuming that supplies costing $35 were used during February, the 

reclassification adjustment would be reflected in the horizontal model as follows:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net Income � Revenues � Expenses

Supplies
�35

 Supplies
 Expense
 �35

  The journal entry would be:

Dr. Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35

 Cr. Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35

  Conversely, if the purchase of supplies during February at a cost of $100 was 

originally recorded as an increase in Supplies Expense for February, the cost of sup-

plies still on hand at the end of February ($65, if supplies costing $35 were used dur-

ing February) must be removed from the Supplies Expense account and recorded as an 
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asset. The reclassification adjustment for the $65 of supplies still on hand at the end 

of February would be reflected in the horizontal model as follows:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net Income � Revenues � Expenses

Supplies
�65

 Supplies
 Expense
 �65

 The journal entry would be:

Dr. Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65

 Cr. Supplies Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65

 What’s going on here? Supplies costing $100 were originally recorded as an expense 

(a minus 100 in the expense column offset by a minus 100 of cash in the asset col-

umn). The expense for February should be only $35 because $65 of the supplies are 

still on hand at the end of February, so Supplies Expense is adjusted to $35 by showing 

a plus $65 in the expense column. The model is kept in balance by increasing Supplies 

in the asset column by $65. 

  Adjustments for prepaid insurance (insurance premiums paid in a fiscal period 

before the insurance expense has been incurred) and revenues received in advance 

(cash received from customers before the service has been performed or the product 

has been sold) are also reclassification adjustments. 

   Generally speaking, every adjustment affects both the balance sheet and the in-
come statement. That is, if one part of the entry—either the debit or the credit—affects 
the balance sheet, the other part affects the income statement . The result of adjustments 

is to make both the balance sheet at the end of the accounting period and the income 

statement for the accounting period more accurate. That is, asset and liability account 

balances are appropriately stated, all revenues earned during the period are reported, 

and all expenses incurred in generating those revenues are subtracted to arrive at net 

income. By properly applying the matching concept, the entity’s ROI, ROE, and liquid-

ity calculations will be valid measures of results of operations and financial position. 

  After the year-end adjustments have been posted to the ledger accounts, account 

balances are determined. The financial statements are prepared using the account bal-

ance amounts, which usually are summarized to a certain extent. For example, if the 

company has only one ledger account for cash, the balance in that account is shown 

on the balance sheet as Cash. If the company has several separate selling expense 

accounts (e.g., Advertising Expense, Salesforce Travel Expense, and Salesforce Com-

missions), these account balances are added together to get the selling expense amount 

shown on the income statement.  

 Study 

Suggestion 

 Adjustments often give students fits until they’ve had some practice with them. Give Problem 

4.21 a try, and then carefully review the solutions provided on the text’s Web site. When you 

think you’ve got it, explain what you’ve learned to a friend who hasn’t yet had the pleasure of 

taking this course. 
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  This entire process is called closing the books and usually takes at least several 

working days to complete. At the end of the fiscal year for a large, publicly owned com-

pany, a period from 4 to 10 weeks may be required to close the books and prepare the 

financial statements because of the complexities involved, including the annual audit 

by the firm’s public accountants. (See Business in Practice—The Closing Process.) 

  It should be clear that the bookkeeping process itself is procedural and that the 

same kinds and sequence of activities are repeated each fiscal period. These pro-

cedures and the sequence are system characteristics that make mechanization and 

computerization feasible. Mechanical bookkeeping system aids were developed many 

years ago. Today many computer programs use transaction data as input and with min-

imal operator intervention complete the bookkeeping procedures and prepare financial 

statements. Accounting knowledge and judgment are as necessary as ever, however, 

to ensure that transactions are initially recorded in an appropriate manner, required 

adjustments are made, and the output of the computer processing is sensible. 

6. What does it mean when a revenue or expense must be accrued?

7. What does it mean when an adjustment must be made? QWhat Does
It Mean?

Answers  on 
page  127

 

  Transaction Analysis Methodology 
 The key to being able to understand the effect of any transaction on the financial state-

ments is having the ability to analyze the transaction. Transaction analysis method-
ology involves answering five questions:

1.    What’s going on?  

2.   What accounts are affected?  

3.   How are they affected?  

4.   Does the balance sheet balance? (Do the debits equal the credits?)  

5.   Does my analysis make sense?   

     1. What’s going on?  To analyze any transaction, it is necessary to understand the 

transaction—that is, to understand the activity that is taking place between the entity 

for which the accounting is being done and the other entity involved in the transac-

tion. This is why most elementary accounting texts, including this one, explain many 

business practices. It is impossible to understand the effect of a transaction on the 

financial statements if the basic activity being accounted for is not understood.  

    2. What accounts are affected?  This question is frequently answered by the answer 

to “What’s going on?” because the specific account names are often included in that 

explanation. This question may be answered by a process of elimination. First think about 

whether one of the accounts is an asset, liability, owners’ equity, revenue, or expense, 

then apply that same logic to the other account(s) involved in the transaction. From the 

broad categories identified, it is usually possible to identify the specific accounts affected.  

 3.    How are they affected?  Answer this question with the word increasing or 

decreasing and then, if you are using the journal entry or T-account model, translate 

to debit or credit. Accountants learn to think directly in debit and credit terms after 

much more practice than you will probably have. Note that you can avoid the debit/

credit issue by using the horizontal model.  

LO 7

   Understand the five 

questions of transaction 

analysis. 

mar27068_ch04_104-145.indd   119mar27068_ch04_104-145.indd   119 11/12/09   9:36:07 AM11/12/09   9:36:07 AM
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 Business in 

Practice 

  The Closing Process 

  From a business perspective, the closing process allows a firm to complete one accounting year 

and begin another. Once the year-end financial statements have been prepared, managers and 

financial analysts can evaluate the firm’s relative profitability, liquidity, or other measures in relation 

to key competitors, industry performance measures, or the firm’s own financial past. 

  From a bookkeeping perspective, the closing process simply transfers the year-end bal-

ances of all income statement accounts (revenues, expenses, gains, and losses that have 

accumulated during the year) to the retained earnings account, which is part of owners’ equity 

on the balance sheet. In addition, if any dividends declared during the year were accumulated 

in a separate “dividends” account, the balance in that account is also closed to retained 

earnings. 

  This is nothing new! The following diagram, with slight modifications from the version pre-

sented in Chapter 2, illustrates the articulation between the income statement for the year and 

the balance sheet at the end of the year:

     

12/31/10 Fiscal year 2011 12/31/11

Balance sheet Income statement for the year Balance sheet

Revenues (and gains)
� Expenses (and losses)

Net income

Statement of retained earnings

A � L � OE Beginning balance 
� Net income 
� Dividends

Ending balance 

A � L �  OE

  How is the closing process accomplished? Mechanically, the credit balances in all revenue 

and gain accounts must be reduced to zero by debiting each of these accounts for amounts 

equal to their respective year-end adjusted balances. Conversely, the debit balances in all ex-

pense and loss accounts, as well as dividends, are eliminated by crediting each account to close 

out its year-end adjusted balance. The difference between net income earned and dividends 

declared during the year goes to retained earnings—it’s that simple:

Expenses, Losses,
and Dividends Revenues and Gains

Bal. xx To close xx To close xx Bal. xx

Retained Earnings

Total expenses, 

losses, and 

dividends xx

Beg. Bal. xx

Total 

revenues 

and gains xx

End. Bal. xx
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 4.    Does the balance sheet balance?  If the horizontal model is being used, it is 

possible to determine easily that the balance sheet equation is in balance by observ-

ing the arithmetic sign and the amounts involved in the transaction. Remember that 

the operational equal sign in the model is between assets and liabilities. Altrnatively, 

the journal entry for the transaction can be written, or T-accounts can be sketched, 

and the equality of the debits and credits can be verified. You know by now that if 

the balance sheet equation is not in balance, or if the debits do not equal the credits, 

your analysis of the transaction is wrong!  

 5.    Does my analysis make sense?  This is the most important question, and 

it involves standing back from the trees to look at the forest. You must determine 

whether the horizontal model effects or the journal entry that results from your 

analysis causes changes in account balances and the financial statements that are 

consistent with your understanding of what’s going on. If the analysis doesn’t make 

sense to you, go back to question number 1 and start again.    

  Application of this five-question transaction analysis routine is illustrated in Ex-

hibit 4-3. You are learning transaction analysis to better understand how the amounts 

reported on financial statements got there, which in turn will improve your ability to 

make decisions and informed judgments from those statements. 

  Transaction analysis methodology and knowledge about the arithmetic operation 

of a T-account can be used to understand the activity that is recorded in an account. 

For example, assume that the Interest Receivable account shows the following activity 

for a month:

Interest Receivable

Beginning balance 2,400

Transactions 1,700

Month-end adjustment 1,300

Ending balance 2,000

What transactions caused the credit to this account? Because the credit to this asset ac-

count represents a reduction in the account balance, the question can be rephrased as 

“What transaction would cause Interest Receivable to decrease?” The answer: Receipt 

of cash from entities that owed this firm interest. What is the month-end adjustment that 

caused the debit to the account? The rephrased question is “What causes Interest Receiv-

able to increase?” The answer: Accrual of interest income that was earned this month. 

  Using the horizontal model, the effect of this transaction and of the adjustment on 

the financial statements is:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net Income � Revenues � Expenses

Transaction:
Cash
�1,700

Interest
Receivable
�1,700

Adjustment:
Interest
Receivable
�1,300

 Interest
 Income
 �1,300
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  Here are the journal entries to record this transaction and adjustment:

Dr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700

 Cr. Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700

Dr. Interest Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300

 Cr. Interest Income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300

Situation:
On September 1, 2010, Cruisers, Inc., borrowed $2,500 from its bank; a note was 

signed providing that the loan principal, plus interest, was to be repaid in 10 months.

Required:
Analyze the transaction and prepare a journal entry, or use the horizontal model, to 

record the transaction.

Solution:
Analysis of transaction:

What’s going on? The firm signed a note at the bank and is receiving cash from the bank.

What accounts are affected? Notes Payable (a liability) and Cash (an asset).

How are they affected? Notes Payable is increasing and Cash is increasing.

Does the balance sheet balance? Using the horizontal model, the effect of the loan 

transaction on the financial statements is:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net Income � Revenues � Expenses

Cash Notes Payable
�2,500 �2,500

Yes, the balance sheet does balance; assets and liabilities each increased by $2,500. 

The journal entry for this transaction, in which debits equal credits, is:

Sept. 1, 2010  Dr. Cash . . . . . . . . . . . . . . . . . . . . . . . 2,500

Cr. Notes Payable . . . . . . . . . . . . . . 2,500

Bank loan received  . . . . . . . . . . . . . . . .

Does my analysis make sense? Yes, because a balance sheet prepared immediately 

after this transaction will show an increased amount of cash and the liability to the 

bank. The interest associated with the loan is not reflected in this entry because at 

this point Cruisers, Inc., has not incurred any interest expense, nor does the firm owe 

any interest; if the loan were to be immediately repaid, there would not be any inter-

est due to the bank. Interest expense and the liability for the interest payable will be 

recorded as adjustments over the life of the loan.

 To get a preview of things to come let’s look at how the interest would be accrued 

each month (the expense and liability have been incurred, but the liability has not yet 

been paid) and at how the ultimate repayment of the loan and accrued interest would 

be recorded. Assume that the interest rate on the note is 12% (remember, an inter-

est rate is an annual rate unless otherwise specified). Interest expense for one month 

would be calculated as follows:

(continued)

Exhibit 4-3

Transaction Analysis
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 Annual interest � Principal � Annual rate � Time (in years)

 Monthly interest � Principal � Annual rate � Time/12

  � $2,500 � .12 � 1/12

  � $25

 It is appropriate that the monthly fi nancial statements of Cruisers, Inc., refl ect 

accurately the fi rm’s interest expense for the month and its interest payable liability 

at the end of the month. To achieve this accuracy, an adjustment would need to be 

made at the end of every month of the 10-month life of the note. The effects of each 

of the monthly adjustments would be as shown here:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net Income � Revenues � Expenses

 Interest
 Payable
 �25

 Interest
 Expense
 �25

Remember, a minus sign for expenses means that net income is reduced as 

expenses are increased, not that expenses are reduced.

 Here is the entry to record this monthly adjustment:

Each Dr. Interest Expense  . . . . . . . . . . . . . . 25

 month-end  Cr. Interest Payable . . . . . . . . . . . . . 25

To accrue monthly interest on bank loan

As explained earlier, if the two fi nancial statement equations are combined into the 

single equation

Assets � Liabilities � Owners’ equity � Revenues � Expenses

the equation’s balance will be preserved after each transaction or adjustment.

 At the end of the 10th month, when the loan and accrued interest are paid, the 

following effects on the fi nancial statements occur:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net Income � Revenues � Expenses

Cash Notes Payable
�2,750 �2,500

 Interest Payable
 �250

 

 The entry to record this transaction is:

June 30, 2011 Dr. Notes Payable  . . . . . . . . . . . . . . . . . 2,500

Dr. Interest Payable . . . . . . . . . . . . . . . . 250

 Cr. Cash. . . . . . . . . . . . . . . . . . . . . . . . 2,750

Payment of bank loan and accrued 

interest

 Apply the fi ve questions of transaction analysis to both the monthly interest 

expense/interest payable accrual and to the payment. Also think about the effect of 

each of these entries on the fi nancial statements. What is happening to net income 

each month? What has happened to net income for the 10 months? 

Exhibit 4-3

(concluded)
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124 Part 1 Financial Accounting

  The T-account format is a useful way of visualizing the effect of transactions and 

adjustments on the account balance. In addition, because of the arithmetic operation of 

the T-account (beginning balance �/� transactions and adjustments � ending balance), 

if all of the amounts except one are known, the unknown amount can be calculated. 

  You should invest practice and study time to learn to use transaction analysis 

procedures and to understand the horizontal model, journal entries, and T-accounts 

because these tools are used in subsequent chapters to describe the impact of transac-

tions on the financial statements. Although these models are part of the bookkeeper’s 

“tool kit,” you are not learning them to become a bookkeeper—you are learning them 

to become an informed user of financial statements.      

8. What does it mean to analyze a transaction?

9. What does it mean to use a T-account to determine what activity has affected the 

account during a period?QWhat Does
It Mean?
Answers  on 
page  127

   Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter.  

  Summary 

 Financial statements result from the bookkeeping (procedures for sorting, classifying, 

and presenting the effects of a transaction) and accounting (the selection of alterna-

tive methods of reflecting the effects of certain transactions) processes. Bookkeeping 

procedures for recording transactions are built on the framework of the accounting 

equation (Assets � Liabilities � Owners’ equity), which must be kept in balance. 

  The income statement is linked to the balance sheet through the retained earnings 

component of owners’ equity. Revenues and expenses of the income statement are 

really subparts of retained earnings that are reported separately as net income (or net 

loss). Net income (or net loss) for a fiscal period is then added to (or subtracted from) 

the retained earnings balance from the beginning of the fiscal period in the process of 

determining retained earnings at the end of the fiscal period. 

  Bookkeeping procedures involve establishing an account for each asset, liability, 

owners’ equity element, revenue, and expense. Accounts can be represented by a “T”; 

the left side is the debit side and the right side is the credit side. Transactions are re-

corded in journal entry format:

Dr. Account Name . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Amount

 Cr. Account Name . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Amount

 The journal entry is the source of amounts recorded in an account. The ending balance 

in an account is the positive difference between the debit and credit amounts recorded 

in the account, including the beginning balance. Asset and expense accounts normally 
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have a debit balance; liability, owners’ equity, and revenue accounts normally have a 

credit balance. 

  The horizontal model is an easy and meaningful way of understanding the effect 

of a transaction on the balance sheet and/or income statement. The representation of 

the horizontal model is:

Balance Sheet

Assets � Liabilities � Owners’ equity

Income Statement

← Net Income � Revenues � Expenses

 The key to using this model is to keep the balance sheet in balance. The arrow from 

net income in the income statement to owners’ equity in the balance sheet indicates 

that net income affects retained earnings, which is a component of owners’ equity. For 

a transaction affecting both the balance sheet and the income statement, the balance 

sheet will balance when the income statement effect on owners’ equity is considered. 

In this model, the account name is entered under the appropriate financial statement 

category, and the dollar effect of the transaction on that account is entered with a plus 

or minus sign below the account name. The horizontal model can be shortened to this 

single equation: 

 Assets � Liabilities � Owners’ equity � Revenues � Expenses 

  Adjustments describe accruals or reclassifications rather than transactions. Adjust-

ments usually affect both a balance sheet account and an income statement  account. 

Adjustments are part of accrual accounting, and they are required to achieve a matching 

of revenue and expense so that the financial statements reflect accurately the financial 

position and results of operations of the entity. 

  Transaction analysis is the process of determining how a transaction affects the fi-

nancial statements. Transaction analysis involves asking and answering five questions:

1.    What’s going on?  

2.   What accounts are affected?  

3.   How are they affected?  

4.   Does the balance sheet balance? (Do the debits equal the credits?)  

5.   Does my analysis make sense?    

  Transactions can be initially recorded in virtually any way that makes sense at 

the time. Prior to the preparation of period-end financial statements, a reclassification 

adjustment can be made to reflect the appropriate asset/liability and expense/revenue 

recognition with respect to the accounts affected by the transaction (e.g., purchase of 

supplies) and subsequent activities (e.g., use of supplies).   

 Business 
on the 

Internet 

 Is the accounting bug starting to bite you? If so, take a look at some of the career opportuni-

ties offered by the accounting profession at www.aicpa.org or www.careers-in-accounting.com, 

or visit any of the Big 4 accounting firm Web sites (shown in the Business in Practice box on 

page 5). It’s never too early to start thinking about how to turn your knowledge of debits and 

credits into dollars and cents. 
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  Key Terms and Concepts 
   account balance (p. 109)   The arithmetic sum of the additions and subtractions to an account 

through a given date.  

  accrual  (p. 115)  The process of recognizing revenue that has been earned but not collected, or an 

expense that has been incurred but not paid.  

  accrued  (p. 116)  Describes revenue that has been earned and a related asset that will be collected, 

or an expense that has been incurred and a related liability that will be paid.  

  adjustment  (p. 115)  An entry usually made during the process of “closing the books” that results in 

more accurate financial statements. Adjustments involve accruals and reclassifications. Adjustments 

are sometimes made at the end of interim periods, such as month-end or quarter-end, as well.  

  balance  (p. 109)  See account balance.  

  charge  (p. 109)  In bookkeeping, a synonym for debit.  

  chart of accounts  (p. 109)  An index of the accounts contained in a ledger.  

  closing the books  (p. 119)  The process of posting transactions, adjustments, and closing entries 

to the ledger and preparing the financial statements.  

  credit  (p. 109)  The right side of an account. A decrease in asset and expense accounts; an 

increase in liability, owners’ equity, and revenue accounts.  

  debit  (p. 109)  The left side of an account. An increase in asset and expense accounts; a decrease 

in liability, owners’ equity, and revenue accounts.  

  entry  (p. 111)  A journal entry or a posting to an account.  

  horizontal model  (p. 112)  A representation of the balance sheet and income statement 

relationship that is useful for understanding the effects of transactions and adjustments on the 

financial statements. The model is:

Balance Sheet

Assets � Liabilities � Owners’ equity

Income Statement

← Net Income � Revenues � Expenses

    journal  (p. 108)  A chronological record of transactions.  

  journal entry  (p. 111)  A description of a transaction in a format that shows the debit account(s) 

and amount(s) and credit account(s) and amount(s).  

  ledger  (p. 108)  A book or file of accounts.  

  on account  (p. 107)  Used to describe a purchase or sale transaction for which cash will be paid or 

received at a later date. A “credit” transaction.  

  post  (p. 108)  The process of recording a transaction in the respective ledger accounts using a 

journal entry as the source of the information recorded.  

  source document  (p. 111)  Evidence of a transaction that supports the journal entry recording the 

transaction.  

  T-account  (p. 109)  An account format with a debit (left) side and a credit (right) side.  

  transaction analysis methodology  (p. 119)  The process of answering five questions to ensure 

that a transaction is understood:

1.    What’s going on?  

2.   What accounts are affected?  

3.   How are they affected?  

4.   Does the balance sheet balance? (Do the debits equal the credits?)  

5.   Does my analysis make sense?     

  transactions  (p. 105)  Economic interchanges between entities that are accounted for and 

reflected in financial statements.    
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1.     It means that you are being asked to determine whether the account is for an 

asset, liability, owners’ equity element, revenue, or expense. Frequently the ac-

count classification is included in the account title. In other cases, it is necessary 

to understand what transactions affect the account.  

2.   It means that the sum of the debit entries from transactions affecting the account, 

plus any beginning debit balance in the account, is larger than the sum of any 

credit entries from transactions affecting the account plus any beginning credit 

balance in the account.  

3.   It means that because the balance of these accounts is increased by a debit entry, 

an asset or expense account will usually have a debit balance.  

4.   It means that a transaction results in increasing the balance of these kinds of 

accounts.  

5.   It means that the sum of all accounts with debit balances in the ledger equals the 

sum of all accounts with credit balances in the ledger.  

6.   It means that revenue has been earned by selling a product or providing a service, 

or that an expense has been incurred, but that cash has not been received (from a 

revenue) or paid (for an expense) so an account receivable or an account payable, 

respectively, must be recognized.  

7.   It means that a more accurate income statement—matching of revenue and 

expense—and a more accurate balance sheet will result from the accrual or reclas-

sification accomplished by the adjustment.  

8.   It means that the effect of the transaction on the affected accounts and financial 

statement categories is determined.  

9.   It means that by sketching a “T” and using arithmetic, if any three of the following 

are known—balance at the beginning of the period, total debits during the period, 

total credits during the period, or balance at the end of the period—the fourth 

can be calculated. The kinds of transactions or adjustments most likely to have 

affected the account are determined by knowing what the account is used for.    

  Self-Study Material 

  Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter.  

  Matching  Following are a number of the key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter 

for the key term or concept to each definition provided (items 1–15). Note that not all 

key terms and concepts will be used. Answers are provided at the end of this chapter.

AA N S W E R S  T O

What Does 
It Mean?

 a.    Balance sheet equation  

 b.   Transactions  

 c.   On account  

 d.   Accrued (or accrual)  

 e.   Journal  

 f.   Post (posting)  

 g.   Ledger  

 h.   Account  

 i.   Chart of accounts  

 j.   T-account  

 k.   Account balance  

 l.   Debit  

 m.   Credit  

 n.   Entry  
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128 Part 1 Financial Accounting

 1.    The process of answering five questions to ensure that a transaction is 

understood. The questions are:

  (1)    What’s going on?  

  (2)   What accounts are affected?  

  (3)   How are they affected?  

  (4)   Does the balance sheet balance? (Do the debits equal the credits?)  

  (5)   Does my analysis make sense?     

 2.   The left side of an account; an increase in asset and expense accounts or a 

decrease in liability, owners’ equity, and revenue accounts.  

 3.   Economic interchanges between entities that are accounted for and 

reflected in financial statements.  

 4.   A chronological record of transactions.  

 5.   A journal entry usually made during the process of closing the books that 

results in more accurate financial statements.  

 6.   Assets � Liabilities � Owners’ Equity (A � L � OE) expresses the 

fundamental structure of the balance sheet and is the basis of bookkeeping 

procedures.  

 7.   Used to describe a purchase or sale for which cash will be paid or received 

at a later date. A “credit” transaction.  

 8.   The process of recording a transaction in the respective ledger accounts 

using a journal entry as the source of information recorded.  

 9.   A record of transactions arranged by account name.  

 10.   The arithmetic sum of the additions and subtractions to an account through 

a given date.  

 11.   An index of the accounts contained in a ledger.  

 12.   The right side of an account; a decrease in asset and expense accounts or an 

increase in liability, owners’ equity, and revenue accounts.  

 13.   Evidence of a transaction that supports the journal entry recording the 

transaction.  

 14.   The process of posting transactions and adjustments to the ledger and 

preparing the financial statements.  

 15.   Recognition that an amount has been earned (or is owed) but has not been 

received (or paid).    

 o.   Balance  

 p.   Charge  

 q.   Journal entry  

 r.   Source document  

 s.   Adjusting journal entry  

 t.   Closing the books  

 u.   Transaction analysis methodology   

  Multiple Choice  For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter.

 1.    Retained Earnings is not
 a.    increased by net income.  

 b.   decreased by expenses.  

 c.   increased by revenues.  
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 d.   decreased by dividends declared.  

 e.   decreased by gains and losses.     

 2.   Which of the following transactions resulted in a $35,000 increase in assets and a 

$35,000 increase in liabilities?

 a.    Collected accounts receivable of $35,000.  

 b.   Paid accounts payable of $35,000.  

 c.    Purchased land for $50,000, paying $15,000 in cash as a down payment and 

signing a note payable for the balance.  

 d.    Purchased on account, and used, $35,000 worth of offi ce supplies during the 

period.  

 e.    Reclassifi ed a $35,000 account receivable as a note receivable when the 

customer failed to pay on time.     

 3.   Which of the following is not a correct expression of the accounting equation?

 a.    Assets � Liabilities � Owners’ Equity.  

 b.   Assets � Liabilities � Owners’ Equity.  

 c.   Assets � Liabilities � Paid-In Capital � Retained Earnings.  

 d.   Assets � Liabilities � Paid-In Capital � Revenues � Expenses.  

 e.   Assets � Liabilities � Owners’ Equity.     

 4.   Normal account balances are as follows:

 a.    Cash, Accounts Receivable, and Service Revenues are debits.  

 b.   Interest Expense, Wages Payable, and Retained Earnings are credits.  

 c.   Merchandise Inventory, Cost of Goods Sold, and Equipment are debits.  

 d.   Accumulated Depreciation, Cash, and Merchandise Inventory are debits.  

 e.   None of the above.     

 5.   Which of the following is not an example of a source document?

 a.    Purchase invoice.  

 b.   Chart of accounts.  

 c.   Cash register tape printout.  

 d.   Receipt from sales register at the point of purchase.  

 e.   Check stub.     

 6.   Comparison of the balance sheet of Kohl Company at the end of 2011 with 

its balance sheet at the end of 2010 showed that total assets had decreased by 

$34,500 and owners’ equity had increased by $7,500. The change in liabilities 

during the year was

 a.    a decrease of $42,000.   d.   an increase of $42,000.  

 b.   an increase of $27,000.   e.   None of the above.  

 c.   a decrease of $27,000.  

    7.   Total assets remain the same when

 a.    depreciation expense is recorded.  

 b.   common stock is issued for cash.  

 c.   an account payable is paid to a creditor.  
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 d.   an account receivable is reclassifi ed as a note receivable.  

 e.   dividends are paid to common stockholders.     

 8.   Which of the following groups of accounts all have debit balances?

 a.    Land, Equipment, and Paid-In Capital.  

 b.   Accounts Receivable, Merchandise Inventory, and Salary Expense.  

 c.   Notes Receivable, Dividends Payable, and Interest Expense.  

 d.   Accounts Receivable, Accumulated Depreciation, and Buildings.  

 e.   None of the above.     

 9.   If equipment is acquired by paying $12,000 in cash and issuing a $7,000 note 

payable,

 a.    total assets are decreased by $12,000.  

 b.   total assets are increased by $19,000.  

 c.   total assets are increased by $7,000.  

 d.   total owners’ equity is decreased by $12,000.  

 e.   total owners’ equity is decreased by $7,000.     

10.   Credits are used to record

 a.     decreases to assets and increases to expenses, liabilities, revenues, and 

owners’ equity.  

 b.    decreases to assets and expenses and increases to liabilities, revenues, and 

owners’ equity.  

 c.   increases to assets and decreases to expenses, liabilities, and owners’ equity.  

 d.    increases to assets and expenses and decreases to revenues, liabilities, and 

owners’ equity.  

 e.    decreases to assets and owners’ equity and increases to liabilities, expenses, 

and revenues.        

  Exercises 

  Record transactions and calculate financial statement amounts  The 

transactions relating to the formation of Blue Co. Stores, Inc., and its first month of 

operations follow. Prepare an answer sheet with the columns shown. Record each 

transaction in the appropriate columns of your answer sheet. Show the amounts in-

volved and indicate how each account is affected (� or �). After all transactions 

have been recorded, calculate the total assets, liabilities, and owners’ equity at the 

end of the month and calculate the amount of net income for the month.

a.    The firm was organized and the owners invested cash of $8,000.  

b.   The firm borrowed $5,000 from the bank; a short-term note was signed.  

c.    Display cases and other store equipment costing $1,750 were purchased for 

cash. The original list price of the equipment was $1,900, but a discount was 

received because the seller was having a sale.  

d.   A store location was rented, and $1,400 was paid for the first month’s rent.  

e.    Inventory of $15,000 was purchased; $9,000 cash was paid to the suppliers, and 

the balance will be paid within 30 days.  

accounting

Exercise 4.1
 LO 2, 6, 7 
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f.    During the first week of operations, merchandise that had cost $4,000 was sold 

for $6,500 cash.  

g.    A newspaper ad costing $100 was arranged for; it ran during the second week of 

the store’s operations. The ad will be paid for in the next month.  

h.    Additional inventory costing $4,200 was purchased; cash of $1,200 was paid, 

and the balance is due in 30 days.  

i.    In the last three weeks of the first month, sales totaled $13,500, of which $9,600 

was sold on account. The cost of the goods sold totaled $9,000.  

j.    Employee wages for the month totaled $1,850; these will be paid during the first 

week of the next month.  

k.    The firm collected a total of $3,160 from the sales on account recorded in trans-

action i.  
l.    The firm paid a total of $4,720 of the amount owed to suppliers from transaction e.    

Answer sheet:

Assets � Liabilities � Owner’s equity

 Accounts Merchandise Notes Accounts Paid-In Retained

Transaction Cash � Receivable �    Inventory    � Equipment � Payable �  Payable  � Capital � Earnings � Revenues � Expenses

  Prepare an income statement and balance sheet  After you have completed 

parts a through l in Exercise 4.1, prepare an income statement for Blue Co. Stores, 

Inc., for the month presented and a balance sheet at the end of the month using the 

captions shown on the answer sheet.  

   Record transactions and calculate financial statement amounts  The 

following are the transactions relating to the formation of Cardinal Mowing Services, 

Inc., and its first month of operations. Prepare an answer sheet with the columns 

shown. Record each transaction in the appropriate columns of your answer sheet. 

Show the amounts involved and indicate how each account is affected (� or �). After 

all transactions have been recorded, calculate the total assets, liabilities, and owners’ 

equity at the end of the month and calculate the amount of net income for the month.

a.    The firm was organized and the owners invested cash of $600.  

b.    The company borrowed $900 from a relative of the owners; a short-term note 

was signed.  

c.    Two lawn mowers costing $480 each and a trimmer costing $130 were 

 purchased for cash. The original list price of each mower was $610, but a dis-

count was received because the seller was having a sale.  

d.    Gasoline, oil, and several packages of trash bags were purchased for cash of 

$90.  

e.    Advertising flyers announcing the formation of the business and a newspaper ad 

were purchased. The cost of these items, $170, will be paid in 30 days.  

f.    During the first two weeks of operations, 47 lawns were mowed. The total rev-

enue for this work was $705; $465 was collected in cash and the balance will be 

received within 30 days.  

g.   Employees were paid $420 for their work during the first two weeks.  

h.    Additional gasoline, oil, and trash bags costing $110 were purchased for cash.  

 Optional 
continuation of 
Exercise 4.1 

Exercise 4.2
 LO 2, 6, 7 
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i.    In the last two weeks of the first month, revenues totaled $920, of which $375 

was collected.  

j.    Employee wages for the last two weeks totaled $510; these will be paid during 

the first week of the next month.  

k.    It was determined that at the end of the month the cost of the gasoline, oil, and 

trash bags still on hand was $30.  

l.    Customers paid a total of $150 due from mowing services provided during the first 

two weeks. The revenue for these services was recognized in transaction f.    

Answer sheet:
Assets � Liabilities � Owner’s equity

 Accounts  Notes Accounts Paid-In Retained

Transaction Cash � Receivable � Supplies � Equipment � Payable �   Payable   � Capital � Earnings � Revenues � Expenses

  Prepare an income statement and balance sheet  After you have completed 

parts a through l in Exercise 4.2, prepare an income statement for Cardinal Mowing 

Services, Inc., for the month presented and a balance sheet at the end of the month 

using the captions shown on the answer sheet.  

   Write journal entries  Write the journal entry(ies) for each of the transactions of 

Exercise 4.1.  

   Write journal entries  Write the journal entry(ies) for each of the transactions of 

Exercise 4.2.  

   Record transactions and adjustments  Prepare an answer sheet with the 

column headings shown after the following list of transactions. Record the effect, 

if any, of the transaction entry or adjusting entry on the appropriate balance sheet 

category or on the income statement by entering the account name and amount 

and indicating whether it is an addition (�) or subtraction (�). Column headings 

reflect the expanded balance sheet equation; items that affect net income should 

not be shown as affecting owners’ equity. The first transaction is provided as an 

illustration. 

  (Note: As an alternative to using the columns, you may write the journal entry for 
each transaction or adjustment.) 

a.     During the month, the Supplies (asset) account was debited $1,800 for supplies 

purchased. The cost of supplies used during the month was $1,400. Record the 

adjustment to properly reflect the amount of supplies used and supplies still on 

hand at the end of the month.  

b.    An insurance premium of $480 was paid for the coming year. Prepaid Insurance 

was debited.  

c.   Wages of $3,200 were paid for the current month.  

d.   Interest income of $250 was received for the current month.  

e.   Accrued $700 of commissions payable to sales staff for the current month.  

f.   Accrued $130 of interest expense at the end of the month.  

g.    Received $2,100 on accounts receivable accrued at the end of the prior month.  

 Optional 
continuation of 

Exercise 4.2 

Exercise 4.3
 LO 6 

Exercise 4.4
 LO 6 

Exercise 4.5
 LO 2, 6, 7 
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h.   Purchased $600 of merchandise inventory from a supplier on account.  

i.   Paid $160 of interest expense for the month.  

j.   Accrued $800 of wages at the end of the current month.  

k.   Paid $500 of accounts payable.    

Transaction  /

Situation Assets Liabilities

Owners’ 

Equity

Net 

Income

a. Supplies 

�1,400

Supplies Exp. 

�1,400

(Note: An increase 

to Supplies Expense 

decreases Net Income.)

   Record transactions and adjustments  Prepare an answer sheet with the column 

headings shown after the following list of transactions. Record the effect, if any, of 

the transaction entry or adjusting entry on the appropriate balance sheet category or 

on the income statement by entering the account name and amount and indicating 

whether it is an addition (�) or subtraction (�). Column headings reflect the 

expanded balance sheet equation; items that affect net income should not be shown 

as affecting owners’ equity. The first transaction is provided as an illustration.

  (Note: As an alternative to using the columns, you may write the journal entry for 
each transaction or adjustment.) 

a.     During the month, Supplies Expense was debited $2,600 for supplies purchased. 

The cost of supplies used during the month was $1,900. Record the adjustment 

to properly reflect the amount of supplies used and supplies still on hand at the 

end of the month.  

b.    During the month, the board of directors declared a cash dividend of $4,800, 

payable next month.  

c.    Employees were paid $3,500 in wages for their work during the first three 

weeks of the month.  

d.    Employee wages of $1,200 for the last week of the month have not been 

 recorded.  

e.    Revenues from services performed during the month totaled $7,400. Of this 

amount, $3,100 was received in cash and the balance is expected to be received 

within 30 days.  

f.    A contract was signed with a newspaper for a $400 advertisement; the ad ran 

during this month but will not be paid for until next month.  

g.    Merchandise that cost $1,550 was sold for $2,900. Of this amount, $1,100 was 

received in cash and the balance is expected to be received within 30 days.  

h.    Independent of transaction a, assume that during the month, supplies were pur-

chased at a cost of $410 and debited to the Supplies (asset) account. A total of $330 

of supplies were used during the month. Record the adjustment to properly reflect 

the amount of supplies used and supplies still on hand at the end of the month.  

i.    Interest of $180 has been earned on a note receivable but has not yet been 

received.  

j.   Issued 400 shares of $10 par value common stock for $8,800 in cash.    

Exercise 4.6
 LO 2, 6, 7 
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Transaction  /

Situation Assets Liabilities

Owners’ 

Equity

Net 

Income

a. Supplies 

�700

Supplies Exp. 

�700

(Note: A decrease 

to Supplies Expense 

increases Net Income.)

     Record transactions and adjustments  Enter the following column headings 

across the top of a sheet of paper:

Transaction  /

Situation Assets Liabilities

Owners’ 

Equity

Net 

Income

  Enter the transaction / situation letter in the first column and show the effect, if any, 

of the transaction entry or adjusting entry on the appropriate balance sheet category 

or on the income statement by entering the amount and indicating whether it is an 

addition (�) or a subtraction (�). Column headings reflect the expanded balance 

sheet equation; items that affect net income should not be shown as affecting owners’ 

equity. In some cases, only one column may be affected because all of the specific 

accounts affected by the transaction are included in that category. Transaction a has 

been completed as an illustration.

  (Note: As an alternative to using the columns, you may write the journal entry for 
each transaction or adjustment.)  

a.    Provided services to a client on account; revenues totaled $550.  

b.    Paid an insurance premium of $360 for the coming year. An asset, Prepaid 

Insurance, was debited.  

c.    Recognized insurance expense for one month from the premium transaction in b 

via a reclassification adjusting entry.  

d.   Paid $800 of wages accrued at the end of the prior month.  

e.   Paid $2,600 of wages for the current month.  

f.   Accrued $600 of wages at the end of the current month.  

g.    Received cash of $1,500 on accounts receivable accrued at the end of the prior 

month.    

Transaction  /

Situation Assets Liabilities

Owners’ 

Equity

Net 

Income

a. �550 �550

    Record transactions and adjustments  Enter the following column headings 

across the top of a sheet of paper:

Transaction  /

Situation Assets Liabilities

Owners’ 

Equity

Net 

Income

 Enter the transaction / situation letter in the first column and show the effect, if any, 

of the transaction entry or adjustment on the appropriate balance sheet category 

or on the income statement by entering the amount and indicating whether it is an 

Exercise 4.7
 LO 2, 6, 7 

Exercise 4.8
 LO 2, 6, 7 

e celx
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addition (�) or a subtraction (�). Column headings reflect the expanded balance 

sheet equation; items that affect net income should not be shown as affecting owners’ 

equity. In some cases, only one column may be affected because all of the specific 

accounts affected by the transaction are included in that category. Transaction a has 

been completed as an illustration.

  (Note: As an alternative to using the columns, you may write the journal entry for 
each transaction or adjustment.)  

 a.    During the month, Supplies Expense was debited $2,600 for supplies purchased. 

The cost of supplies used during the month was $1,900. Record the adjustment 

to properly reflect the amount of supplies used and supplies still on hand at the 

end of the month.  

b.    Independent of transaction a, assume that during the month, Supplies (asset) 

was debited $2,600 for supplies purchased. The total cost of supplies used 

 during the month was $1,900. Record the adjustment to properly reflect the 

amount of supplies used and supplies still on hand at the end of the month.  

c.    Received $1,700 of cash from clients for services provided during the current 

month.  

d.   Paid $950 of accounts payable.  

e.    Received $750 of cash from clients for revenues accrued at the end of the prior 

month.  

f.   Received $400 of interest income accrued at the end of the prior month.  

g.   Received $825 of interest income for the current month.  

h.   Accrued $370 of interest income earned in the current month.  

i.   Paid $2,100 of interest expense for the current month.  

j.   Accrued $740 of interest expense at the end of the current month.  

k.   Accrued $1,600 of commissions payable to sales staff for the current month.    

Transaction  /

Situation Assets Liabilities

Owners’ 

Equity

Net 

Income

a. �700 �700

   Calculate retained earnings  On February 1, 2010, the balance of the retained 

earnings account of Blue Power Corporation was $630,000. Revenues for February 

totaled $123,000, of which $115,000 was collected in cash. Expenses for February 

totaled $131,000, of which $108,000 was paid in cash. Dividends declared and paid 

during February were $12,000. 

  Required: 
 Calculate the retained earnings balance at February 28, 2010.   

   Cash receipts versus revenues  During the month of April, Simpson Co. had 

cash receipts from customers of $170,000. Expenses totaled $156,000, and accrual 

basis net income was $42,000. There were no gains or losses during the month. 

  Required: 
 a.    Calculate the revenues for Simpson Co. for April.  

 b.   Explain why cash receipts from customers can be different from revenues.     

Exercise 4.9
 LO 3 

Exercise 4.10
 LO 6, 7 
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136 Part 1 Financial Accounting

   Notes receivable—interest accrual and collection  On April 1, 2010, Tabor Co. 

received a $6,000 note from a customer in settlement of a $6,000 account receivable 

from that customer. The note bore interest at the rate of 15% per annum, and the note 

plus interest was payable March 31, 2011. 

  Required: 
 Use the horizontal model to show the effects of each of these transactions and 

adjustments:

a.    Receipt of the note on April 1, 2010.  

b.   The accrual of interest at December 31, 2010.  

c.   The collection of the note and interest on March 31, 2011.     

  (Note: As an alternative to using the horizontal model, write the journal entries to 
show each of these transactions and adjustments.)   

   Notes payable—interest accrual and payment  Proco had an account payable 

of $16,800 due to Shirmoo, Inc., one of its suppliers. The amount was due to be paid 

on January 31. Proco did not have enough cash on hand then to pay the amount due, 

so Proco’s treasurer called Shirmoo’s treasurer and agreed to sign a note payable 

for the amount due. The note was dated February 1, had an interest rate of 7% per 

annum, and was payable with interest on May 31. 

  Required: 
 Use the horizontal model to show the effects of each of these transactions and 

adjustments for Proco on

a.      February 1, to show that the account payable had been changed to a note 

 payable. 

b.   March 31, to accrue interest expense for February and March.  

c.    May 31, to record payment of the note and all of the interest due to Shirmoo.     

  (Note: As an alternative to using the horizontal model, write the journal entries to 
show each of these transactions and adjustments.)   

   Effect of adjustments on net income  Assume that Cater Co.’s accountant 

neglected to record the payroll expense accrual adjustment at the end of October. 

  Required: 
a.     Explain the effect of this omission on net income reported for October. 

b.   Explain the effect of this omission on net income reported for November.  

c.    Explain the effect of this omission on total net income for the two months of 

October and November taken together.   

d.    Explain why the accrual adjustment should have been recorded as of 

October 31.    

   Effects of adjustments  A bookkeeper prepared the year-end financial statements 

of Giftwrap, Inc. The income statement showed net income of $47,400, and the 

balance sheet showed ending retained earnings of $182,000. The firm’s accountant 

reviewed the bookkeeper’s work and determined that adjustments should be made 

that would increase revenues by $10,000 and increase expenses by $16,800. 

Exercise 4.11
 LO 6, 7 

Exercise 4.12
 LO 6, 7 

Exercise 4.13
 LO 6, 7 

Exercise 4.14
 LO 6, 7 
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  Required: 
 Calculate the amounts of net income and retained earnings after the preceding 

adjustments are recorded.   

   T-account analysis  Answer these questions that are related to the following 

Interest Payable T-account:

a.    What is the amount of the February 28 adjustment?  

b.    What account would most likely have been credited for the amount of the 

February transactions?  

c.    What account would most likely have been debited for the amount of the 

February 28 adjustment?  

d.   Why would this adjusting entry have been made?    

Interest Payable

February transactions 1,500

February 1 balance   1,200

February 28 adjustment  ?

February 28 balance   2,100

   Transaction analysis using T-accounts  This exercise provides practice in 

understanding the operation of T-accounts and transaction analysis. For each situation, you 

must solve for a missing amount. Use a T-account for the balance sheet account, show in 

a horizontal model, or prepare journal entries for the information provided. In each case, 

there is only one debit entry and one credit entry in the account during the month. 

  Example: 
 Accounts Payable had a balance of $6,000 at the beginning of the month and $5,400 

at the end of the month. During the month, payments to suppliers amounted to 

$16,000. Calculate the purchases on account during the month.  

  Solution: 

Accounts Payable

Payment 16,000

Beginning 

  balance     6,000

Purchase   ?�15,400

Dr. Accounts . . .

 Payable . . . . 16,000

 Cr. Cash . . . .    16,000

Dr. Inventory . . . . . . 15,400

 C r. Accounts 

Payable . . . . . . .  15,400

Ending 

 balance    5,400

Payments to suppliers.    Purchases on account.

a.     Accounts Receivable had a balance of $5,400 at the beginning of the month and 

$2,200 at the end of the month. Credit sales totaled $30,000 during the month. 

Calculate the cash collected from customers during the month, assuming that all 

sales were made on account.  

b.    The Supplies account had a balance of $1,460 at the beginning of the month and 

$1,940 at the end of the month. The cost of supplies used during the month was 

$6,320. Calculate the cost of supplies purchased during the month.  

c.    Wages Payable had a balance of $1,520 at the beginning of the month. During the 

month, $6,200 of wages were paid to employees. Wages Expense accrued during the 

month totaled $7,800. Calculate the balance of Wages Payable at the end of the month.    

Exercise 4.15
 LO 6, 7 

Exercise 4.16
 LO 6, 7 
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  Problems 

  Record transactions  Use the horizontal model, or write the journal entry, for each of 

the following transactions that occurred during the first year of operations at Kissick Co.

 a.    Issued 200,000 shares of $5-par-value common stock for $1,000,000 in cash.  

 b.   Borrowed $500,000 from Oglesby National Bank and signed a 12% note due in 

two years.  

 c.   Incurred and paid $380,000 in salaries for the year.  

 d.   Purchased $640,000 of merchandise inventory on account during the year.  

 e.   Sold inventory costing $580,000 for a total of $910,000, all on credit.  

 f.   Paid rent of $110,000 on the sales facilities during the first 11 months of the year.  

 g.   Purchased $150,000 of store equipment, paying $50,000 in cash and agreeing to 

pay the difference within 90 days.  

 h.   Paid the entire $100,000 owed for store equipment, and $620,000 of the amount 

due to suppliers for credit purchases previously recorded.  

 i.   Incurred and paid utilities expense of $36,000 during the year.  

 j.   Collected $825,000 in cash from customers during the year for credit sales pre-

viously recorded.  

 k.   At year-end, accrued $60,000 of interest on the note due to Oglesby National 

Bank.  

 l.   At year-end, accrued $10,000 of past-due December rent on the sales facilities.      

  Prepare an income statement and balance sheet from transaction data 
a.    Based on your answers to Problem 4.17, prepare an income statement (ignoring 

income taxes) for Kissick Co.’s first year of operations and a balance sheet as of 

the end of the year. (Hint: You may find it helpful to prepare T-accounts for each 
account affected by the transactions.)  

b.   Provide a brief written evaluation of Kissick Co.’s results from operations for 

the year and its financial position at the end of the year. In your opinion, what 

are the likely explanations for the company’s net loss?        

  Calculate income from operations and net income  Selected information taken 

from the financial statements of Verbeke Co. for the year ended December 31, 2010, 

follows:

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $412,000

General and administrative expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 83,000

Net cash used by investing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 106,000

Dividends paid. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

Extraordinary loss from an earthquake, net of tax savings of $25,000  . . . . . . . . . . . 61,000

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 741,000

Advertising expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76,000

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 101,000

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 83,000

Other selling expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000

accounting

Problem 4.17
 LO 2, 6, 7 

Problem 4.18
LO 1

Problem 4.19
LO 6, 7
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a.    Calculate income from operations (operating income) for the year ended 

December 31, 2010.  (Hint: You may wish to review Exhibit 2-2.)   
b.   Calculate net income for the year ended December 31, 2010.      

  Calculate income from operations and net income  Selected information taken 

from the financial statements of Fordstar Co. for the year ended December 31, 2010, 

follows:

Net cash provided by operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 98,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 310,000

Selling, general, and administrative expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 124,000

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Extraordinary loss from hurricane, net of tax savings of $36,000  . . . . . . . . . . . . . . . 136,000

Research and development expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Net loss from discontinued operations, net of tax savings of $24,000  . . . . . . . . . . . 60,000

Provision for income taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78,000

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 840,000

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 64,000

a.    Calculate income from operations (operating income) for the year ended 

December 31, 2010.  (Hint: You may wish to review Exhibit 2-2.)   
b.   Calculate net income for the year ended December 31, 2010.      

  Alternative adjustments—supplies  On January 10, 2010, the first day of the 

spring semester, the cafeteria of The Defiance College purchased for cash enough 

paper napkins to last the entire 16-week semester. The total cost was $4,800. 

  Required: 
 Use the horizontal model to show the effects of recording the following:

a.    The purchase of the paper napkins, assuming that the purchase was initially 

recorded as an expense.  

b.   At January 31, it was estimated that the cost of the paper napkins used during 

the first three weeks of the semester totaled $950. Use the horizontal model to 

show the adjustments that should be made as of January 31 so that the appropri-

ate amount of expense will be shown in the income statement for the month of 

January.  

c.   Use the horizontal model to show the effects of the alternative way of recording 

the initial purchase of napkins.  

d.   Use the horizontal model to show the effects of the adjustment that should occur 

at January 31 if the initial purchase had been recorded as in c.  

e.   Consider the effects that entries a and b would have on the financial statements 

of The Defiance College. Compare these effects to those that would be caused 

by entries c and d. Are there any differences between these alternative sets of 

entries on the

 1.    Income statement for the month of January?  

 2.   Balance sheet at January 31?       

  (Note: As an alternative to using the horizontal model, write the journal entries to 
show each of these transactions and adjustments.)     

Problem 4.20
LO 6, 7

Problem 4.21
LO 6, 7
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  Alternative adjustments—rent  Calco, Inc., rents its store location. Rent is $1,500 

per month, payable quarterly in advance. On July 1, a check for $4,500 was issued to 

the landlord for the July–September quarter. 

  Required: 
 Use the horizontal model to show the effects on the financial statements of Calco, Inc.:

a.    To record the payment, assuming that all $4,500 is initially recorded as Rent 

Expense.  

b.   To record the adjustment that would be appropriate at July 31 if your entry in a 

had been made.  

c.   To record the initial payment as Prepaid Rent.  

d.   To record the adjustment that would be appropriate at July 31 if your entry in c 

had been made.  

e.   To record the adjustment that would be appropriate at August 31 and 

September 30, regardless of how the initial payment had been recorded (and 

assuming that the July 31 adjustment had been made).  

 f.   If you were supervising the bookkeeper, how would you suggest that the July 1 

payment be recorded? Explain your answer.    

  (Note: As an alternative to using the horizontal model, write the journal entries to 
show each of these transactions and adjustments.)     

  Analyze several accounts using Intel Corporation annual report data  Set 

up a horizontal model in the following format:

Cash and Cash 
Equivalents

Assets

Accounts
Receivable, net Inventories

Liabilities

Accounts
Payable

Revenues

Net
Revenue

Expenses
    Marketing,

Cost of  General, and 
   Sales   Administrative

Beginning balance

Net revenue

Cost of sales

Marketing, general,

  and administrative

 expenses

Purchases on account

Collections of

 accounts receivable

Payments of

 accounts payable

Ending balance

  Required: 
a.    Enter the beginning (December 29, 2007) and ending (December 27, 2008) 

account balances for Accounts Receivable, Inventories, and Accounts Payable. 

Find these amounts on the balance sheet for  Intel Corporation  in the appendix.  

b.   From the income statement for  Intel Corporation  for the year ended December 27, 

2008, in the appendix, record the following transactions in the model:

Problem 4.22
LO 6, 7

Problem 4.23
LO 6, 7
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 1.    Net Revenue, assuming that all sales were made on account.   

 2.   Cost of Sales, assuming that all costs were transferred from inventories.  

 3.    Marketing, General, and Administrative Expenses, assuming all of these expenses 

were accrued in the Accounts Payable liability account as they were incurred.     

c.   Assuming that the only other transactions affecting these balance sheet accounts 

were those described next, calculate the amount of each transaction:

 1.    Purchases of inventories on account.  

 2.   Collections of accounts receivable.  

 3.   Payments of accounts payable.        

  Make corrections and adjustments to income statement and balance 
sheet  Big Blue Rental Corp. provides rental agent services to apartment building 

owners. Big Blue Rental Corp.’s preliminary income statement for August 2010, and 

its August 31, 2010, preliminary balance sheet, did not reflect the following:

a.    Rental commissions of $1,000 had been earned in August but had not yet been 

received from or billed to building owners.  

b.   When supplies are purchased, their cost is recorded as an asset. As supplies are 

used, a record of those used is kept. The record sheet shows that $720 of sup-

plies were used in August.  

c.   Interest on the note payable is to be paid on May 31 and November 30. Interest 

for August has not been accrued—that is, it has not yet been recorded. (The 

Interest Payable of $160 on the balance sheet is the amount of the accrued lia-

bility at July 31.) The interest rate on this note is 10%.  

d.   Wages of $520 for the last week of August have not been recorded.  

 e.   The Rent Expense of $2,040 represents rent for August, September, and 

October, which was paid early in August.  

  f.   Interest of $560 has been earned on notes receivable but has not yet been received.  

 g.   Late in August, the board of directors met and declared a cash dividend of 

$5,600, payable September 10. Once declared, the dividend is a liability of the 

corporation until it is paid.    

Problem 4.24
LO 6,7

e celx

BIG BLUE RENTAL CORP.
Income Statement

August 2010 

 Adjustments/Corrections

 Preliminary Debit Credit Final

Commissions revenue  . . . . . . . . . . .  $ 18,000 $ $ $

Interest revenue  . . . . . . . . . . . . . . . .       3,400                                    

 Total revenue  . . . . . . . . . . . . . . . .  $ 21,400 $           $          $        

Rent expense. . . . . . . . . . . . . . . . . .  $   2,040 $           $          $       

Wages expense  . . . . . . . . . . . . . . . .  4,760

Supplies expense. . . . . . . . . . . . . . .         —

Interest expense. . . . . . . . . . . . . . . .        —                                        

 Total expenses  . . . . . . . . . . . . . . .  $   6,800 $           $          $        

Net income  . . . . . . . . . . . . . . . . . . .  $ 14,600 $           $          $        
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  Required: 
a.    Using the columns provided on the income statement and balance sheet for 

Big Blue Rental Corp., make the appropriate adjustments/corrections to 

the statements, and enter the correct amount in the Final column. Key your 

adjustments/corrections with the letter of the item in the preceding list. 

Captions/account names that you will have to use are on the statements. 

(Hint: Use the five questions of transaction analysis. What is the relationship 
between net income and the balance sheet?)  

b.   Consider the entries that you have recorded in your answer to part a. Using 

these items as examples, explain why adjusting entries normally have an effect 

on both the balance sheet and the income statement.  

c.   Explain why the Cash account on the balance sheet is not usually affected by 

adjustments. In your answer, identify the types of activities and/or events that 

normally cause the need for adjustments to be recorded. Give at least one exam-

ple of an adjustment (other than those provided in the problem data).    

BIG BLUE RENTAL CORP.
Balance Sheet

August 31, 2010

   Adjustments/Corrections

 Preliminary Debit Credit Final

Assets

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  1,600 $ $ $

Notes receivable  . . . . . . . . . . . . . . . . . . .       52,000  

Commissions receivable  . . . . . . . . . . . . . —

Interest receivable  . . . . . . . . . . . . . . . . . . —

Prepaid rent. . . . . . . . . . . . . . . . . . . . . . . —

Supplies  . . . . . . . . . . . . . . . . . . . . . . . . .       2,600                                     

  Total assets  . . . . . . . . . . . . . . . . . . . . .   $ 56,200 $           $          $        

Liabilities and Owners’ Equity

Accounts payable  . . . . . . . . . . . . . . . . . .  $      480 $ $ $

Notes payable . . . . . . . . . . . . . . . . . . . . .       9,600  

Interest payable . . . . . . . . . . . . . . . . . . . .  160

Wages payable  . . . . . . . . . . . . . . . . . . . . —

Dividends payable . . . . . . . . . . . . . . . . . .          —                                      

  Total liabilities . . . . . . . . . . . . . . . . . . . .   $ 10,240  $           $          $        

Paid-in capital  . . . . . . . . . . . . . . . . . . . . .   $  9,600 $           $          $        

Retained earnings: 

  Balance, August 1  . . . . . . . . . . . . . . . .  $ 21,760 $ $ $

  Net income  . . . . . . . . . . . . . . . . . . . . .       14,600 

  Dividends. . . . . . . . . . . . . . . . . . . . . . .    —                                        

  Balance, August 31  . . . . . . . . . . . . .    $  36,360   $           $          $        

  Total owners’ equity . . . . . . . . . . . . . . .    $  45,960   $           $          $        

Total liabilities and owners’ equity  . . . . . .   $ 56,200 $           $          $        
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  Cases 

  Capstone analytical review of Chapters 2–4. Calculate liquidity and profit-
ability measures and explain various financial statement relationships for a 
realty firm  DeBauge Realtors, Inc., is a realty firm owned by Jeff and Kristi DeBauge. 

The DeBauge family owns 100% of the corporation’s stock. The following summarized 

data (in thousands) are taken from the December 31, 2010, financial statements:

For the Year Ended December 31, 2010:

Commissions revenue . . . . . . . . . . . . . . . . . . . . . .  $142

Cost of services provided  . . . . . . . . . . . . . . . . . . .  59

Advertising expense  . . . . . . . . . . . . . . . . . . . . . . .    28

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . .  $  55

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . .  5

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . .    16

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  34

At December 31, 2010:

Assets

Cash and short-term investments  . . . . . . . . . . . . .  $  30

Accounts receivable, net  . . . . . . . . . . . . . . . . . . . .  40

Property, plant, and equipment, net . . . . . . . . . . . .   125

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $195

Liabilities and Owners’ Equity

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . .  $  90

Income taxes payable  . . . . . . . . . . . . . . . . . . . . . .  5

Notes payable (long term)  . . . . . . . . . . . . . . . . . . .  50

Paid-in capital  . . . . . . . . . . . . . . . . . . . . . . . . . . . .    20

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . .    30

Total liabilities and owners’ equity  . . . . . . . . . . . . .  $195

  At December 31, 2009, total assets were $205 and total owners’ equity was $50. 

There were no changes in notes payable or paid-in capital during 2010. 

  Required: 
a.    What particular expense do you suppose accounts for the largest portion of the 

$59 cost of services provided?  

b.   The cost of services provided amount includes all operating expenses (i.e., sell-

ing, general, and administrative expenses) except advertising expense. What 

do you suppose the primary reason was for DeBauge Realtors, Inc., to separate 

advertising from other operating expenses?  

c.   Calculate the effective interest rate on the notes payable for DeBauge Realtors, Inc.  

d.   Calculate the company’s average income tax rate. (Hint: You must first deter-
mine the earnings before taxes.)  

e.   Calculate the amount of dividends declared and paid to Jeff and Kristi DeBauge 

during the year ended December 31, 2010. (Hint: Do a T-account analysis of 
retained earnings.) What is the company’s dividend policy? (What proportion of 

the company’s earnings are distributed as dividends?)  

accounting

Case 4.25
LO 6, 7
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 f.   DeBauge Realtors, Inc., was organized and operates as a corporation rather than 

a partnership. What is the primary advantage of the corporate form of business 

to a realty firm? What is the primary disadvantage of the corporate form?  

g.   Explain why the amount of income tax expense is different from the amount of 

income taxes payable.  

h.   Calculate the amount of working capital and the current ratio at December 31, 

2010. Assess the company’s overall liquidity.  

  i.   Calculate ROI (including margin and turnover) and ROE for the year ended 

December 31, 2010. Explain why these single measures may not be very mean-

ingful for this firm.        

  Capstone analytical review of Chapters 2–4. Calculate liquidity and 
profitability measures and explain various financial statement relationships 
for an excavation contractor  Gerrard Construction Co. is an excavation 

contractor. The following summarized data (in thousands) are taken from the 

December 31, 2010, financial statements:

For the Year Ended December 31, 2010:

Net revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $32,200

Cost of services provided  . . . . . . . . . . . . . . . . . . .  11,400

Depreciation expense  . . . . . . . . . . . . . . . . . . . . . .       6,500

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . .  $14,300

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . .  3,800

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . .       3,200

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $  7,300

At December 31, 2010:

Assets

Cash and short-term investments  . . . . . . . . . . . . .  $  2,800

Accounts receivable, net  . . . . . . . . . . . . . . . . . . . .  9,800

Property, plant, and equipment, net . . . . . . . . . . . .    77,400

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $90,000

Liabilities and Owners’ Equity

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . .  $  1,500

Income taxes payable  . . . . . . . . . . . . . . . . . . . . . .  1,600

Notes payable (long term)  . . . . . . . . . . . . . . . . . . .  47,500

Paid-in capital  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  10,000

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . .      29,400

Total liabilities and owners’ equity  . . . . . . . . . . . . .   $90,000

  At December 31, 2009, total assets were $82,000 and total owners’ equity was $32,600. 

There were no changes in notes payable or paid-in capital during 2010. 

  Required: 
a.    The cost of services provided amount includes all operating expenses (selling, 

general, and administrative expenses) except depreciation expense. What do you 

suppose the primary reason was for management to separate depreciation from 

Case 4.26
LO 6, 7
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other operating expenses? From a conceptual point of view, should depreciation 

be considered a “cost” of providing services?  

b.   Why do you suppose the amounts of depreciation expense and interest expense 

are so high for Gerrard Construction Co.? To which specific balance sheet 

accounts should a financial analyst relate these expenses?  

c.   Calculate the company’s average income tax rate. (Hint: You must first deter-
mine the earnings before taxes.)  

d.   Explain why the amount of income tax expense is different from the amount of 

income taxes payable.  

e.   Calculate the amount of total current assets. Why do you suppose this amount is 

so low, relative to total assets?  

f.   Why doesn’t the company have a Merchandise Inventory account?  

g.   Calculate the amount of working capital and the current ratio at December 31, 

2010. Assess the company’s overall liquidity.  

h.   Calculate ROI (including margin and turnover) and ROE for the year ended 

December 31, 2010. Assess the company’s overall profitability. What additional 

information would you like to have to increase the validity of this assessment?  

i.   Calculate the amount of dividends declared and paid during the year ended 

December 31, 2010. (Hint: Do a T-account analysis of retained earnings.)     

  Answers to Self-Study Material 

   Matching: 1. u, 2. l, 3. b, 4. e, 5. s, 6. a, 7. c, 8. f, 9. g, 10. k, 11. i, 12. m, 13. r, 

14. t, 15. d  

  Multiple choice: 1. e, 2. c, 3. b, 4. c, 5. b, 6. a, 7. d, 8. b, 9. c, 10. b         
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5
  Current assets include cash and other assets that are expected to be converted to cash or used 

up within one year, or an operating cycle, whichever is longer. An entity’s operating cycle is the 

average time it takes to convert an investment in inventory back to cash. This is illustrated in the 

following diagram: 

 

Cash is used to purchase 
finished goods or raw 
materials and labor 
used to manufacture

Inventory, which is held until sold, 
usually on account, 
resulting in

Accounts Receivable, which must then 
be collected to 
increase

     For most firms, the normal operating cycle is less than one year. As you learn more about each 

of the current assets discussed in this chapter, keep in mind that a shorter operating cycle permits 

a lower investment in current assets. This results in an increase in turnover, which in turn increases 

return on investment (ROI). Many firms attempt to reduce their operating cycle and increase overall 

profitability by trying to sell inventory and collect accounts receivable as quickly as possible. 

  Current asset captions usually seen in a balance sheet are:

   Cash and Cash Equivalents 

   Marketable (or Short-Term) Securities 

   Accounts and Notes Receivable 

   Inventories 

   Prepaid Expenses or Other Current Assets 

   Deferred Tax Assets 

  Accounting for 
and Presentation 
of Current Assets 
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     Refer to the Consolidated Balance Sheets of  Intel Corporation  on page 688 of the appendix. 

Note that Intel’s current assets at December 27, 2008, total $19.9 billion and account for 39% 

of the company’s total assets. Look at the components of current assets. Notice that Cash and 

Cash Equivalents, Short-Term Investments, Accounts Receivable, and Inventories are among the 

largest current asset amounts. Now refer to the balance sheets in other annual reports that you 

may have and examine the composition of current assets. Do they differ significantly from Intel’s 

balance sheet? The objective of this chapter is to permit you to make sense of the current asset 

presentation of any balance sheet.  

 

 1. What does it mean when an asset is referred to as a current asset? QWhat Does
It Mean?

Answer  on 
page  179

  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand 

 1.    What is included in the cash and cash equivalents amount reported on the balance sheet. 

 2.    The features of a system of internal control and why internal controls are important. 

 3.    The bank reconciliation procedure. 

 4.    How short-term marketable securities are reported on the balance sheet. 

 5.    How accounts receivable are reported on the balance sheet, including the valuation allow-

ances for estimated uncollectible accounts and estimated cash discounts. 

 6.    How notes receivable and related accrued interest are reported on the balance sheet. 

 7.    How inventories are reported on the balance sheet. 

 8.    The alternative inventory cost-flow assumptions and their respective effects on the income 

statement and balance sheet when price levels are changing. 

 9.    The impact of inventory errors on the balance sheet and income statement. 

 10.    What prepaid expenses are and how they are reported on the balance sheet. 

         Chapters 5 through 9 are organized around the financial statements, starting with the 

asset side of the balance sheet in Chapters 5 and 6, moving over to the equity side in 

Chapters 7 and 8, and then on to the income statement and statement of cash flows in 

Chapter 9. Exhibit 5-1 highlights the balance sheet accounts covered in detail in this 

chapter and shows the income statement and statement of cash flows components af-

fected by these accounts.
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Balance Sheet

Current Assets Chapter
 Cash and cash equivalents 5, 9

 Short-term marketable 

  securities 5

 Accounts receivable 5, 9

 Notes receivable 5

 Inventories 5, 9

 Prepaid expenses 5

 Deferred tax assets 5

Noncurrent Assets
 Land 6

 Buildings and equipment 6

 Assets acquired by 

  capital lease 6

 Intangible assets 6

 Natural resources 6

 Other noncurrent assets 6

Current Liabilities Chapter
 Short-term debt 7

 Current maturities of 

  long-term debt 7

 Accounts payable 7

 Unearned revenue or 

  deferred credits 7

 Payroll taxes and other 

  withholdings 7

 Other accrued liabilities 7

Noncurrent Liabilities
 Long-term debt 7

 Deferred income taxes 7

 Other long-term liabilities 7

Owners’ Equity
 Common stock 8

 Preferred stock 8

 Additional paid-in capital 8

 Retained earnings 8

 Treasury stock 8

 Accumulated other 

  comprehensive income (loss) 8

Income Statement Statement of Cash Flows

Sales 5, 9

 Cost of goods sold 5, 9

Gross profit (or gross margin) 5, 9

 Selling, general, and 

  administrative expenses 5, 6, 9

Income from operations 9

 Gains (losses) on sale 

  of assets 6, 9

 Interest income 5, 9

 Interest expense 7, 9

 Income tax expense 7, 9

 Unusual items 9

Net income 5, 6, 7, 8, 9

Earnings per share 9

Operating Activities
 Net income 5, 6, 7, 8, 9

 Depreciation expense 6, 9

 (Gains) losses on sale of assets 6, 9

 (Increase) decrease in 

  current assets 5, 9

 Increase (decrease) in 

  current liabilities 7, 9

Investing Activities
 Proceeds from sale of property, 

  plant, and equipment 6, 9

 Purchase of property, plant, 

  and equipment 6, 9

Financing Activities
 Proceeds from long-term debt* 7, 9

 Repayment of long-term debt* 7, 9

 Issuance of common  /  

  preferred stock 8, 9

 Purchase of treasury stock 8, 9

 Payment of dividends 8, 9

Primary topics of this chapter.

Other affected fi nancial statement components.

*May include short-term debt items as well.

Exhibit 5-1

Financial Statements—

The Big Picture

148 Part 1 Financial Accounting
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          Cash and Cash Equivalents 
  The vast majority of publicly traded corporations report their most liquid assets in the 

 cash  and  cash equivalents  category.  Cash  includes money on hand in change funds, 

petty cash funds (see Business in Practice—Petty Cash Funds), undeposited receipts 

(including currency, checks, money orders, and bank drafts), and any funds immedi-

ately available to the firm in its bank accounts (“demand deposits” such as checking 

and savings accounts).  Cash equivalents  are short-term investments readily convert-

ible into cash with a minimal risk of price change due to interest rate movements. 

  Because cash on hand or in checking accounts earns little if any interest, man-

agement of just about every organization will develop a cash management system to 

permit investment of cash balances not currently required for the entity’s operation. 

The broad objective of the cash management program is to maximize earnings by 

having as much cash as feasible invested for the longest possible time. Cash managers 

are interested in minimizing investment risks, and this is accomplished by investing 

in U.S. Treasury securities, securities of agencies of the federal government, bank 

certificates of deposit, money market mutual funds, and commercial paper. (Com-
mercial paper is like an IOU issued by a very creditworthy corporation.) Securities 

selected for investment usually will have a maturity date that is within a few months 

of the investment date and that corresponds to the time when the cash manager thinks 

the cash will be needed. Cash equivalents included with cash on the balance sheets 

of  Intel Corporation  are defined as “all liquid available-for-sale debt instruments with 

original maturities from the date of purchase of approximately three months or less” 

(see page 691 in the appendix). 

  In addition to an organization’s cash management system, policies to minimize the 

chances of customer theft and employee embezzlement also will be developed. These 

are part of the  internal control system  (see Business in Practice—The Internal Control 

System), which is designed to help safeguard all of an entity’s assets, including cash. 

 2. What does it mean to have an effective system of internal control? QWhat Does
It Mean?

Answer  on 
page  179

LO 1

 Understand what is 

included in the cash 

and cash equivalents 

amount reported on the 

balance sheet. 

LO 2

  Understand the features 

of a system of internal 

control and why internal 

controls are important.  

Business in 

Practice

 Petty Cash Funds 

  Although most of an entity’s cash disbursements should be made by check for security and 

record-keeping purposes, a petty cash fund could be used for small payments for which writing 

a check would be inconvenient. For example, postage due, collect on delivery (COD) charges, 

or the cost of an urgently needed office supply item often are paid from the petty cash fund to 

avoid the delay and expense associated with creating a check. 

  The petty cash fund is an imprest account, which means that the sum of the cash on hand 

in the petty cash box and the receipts in support of disbursements (called petty cash vouchers) 

should equal the amount initially put in the petty cash fund. 

  Periodically (usually at the end of the accounting period) the petty cash fund is reimbursed 

to bring the cash in the fund back to the original amount. It is at this time that the expenses paid 

through the fund are recognized in the accounts. 

  The amount of the petty cash fund is included in the cash amount reported on the entity’s 

balance sheet.  
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Business in 

Practice

 The Internal Control System 

  Internal control is broadly defined as a process, established by an entity’s board of directors, 

management, and other personnel, designed to provide reasonable assurance that objectives 

are achieved with respect to:

1.    The effectiveness and efficiency of the operations of the organization. 

2.    The reliability of the organization’s financial reporting. 

3.    The organization’s compliance with applicable laws and regulations. 

     Internal controls relate to every level of the organization, and the tone established by the 

board of directors and top management establishes the control environment. Ethical consider-

ations expressed in the organization’s code of conduct and social responsibility activities are a 

part of this overall tone. Although the system of internal control is frequently discussed in the 

context of the firm’s accounting system, it is equally applicable to every activity of the firm, and 

it is appropriate for everyone to understand the need for and significance of internal controls. 

  Internal control policies and procedures sometimes are classified as financial controls and 

administrative controls. 

  Financial controls, which are related to the concept of separation of duties, include a series 

of checks and balances ensuring that more than one person is involved in a transaction from be-

ginning to end. For example, most organizations require that checks be signed by someone other 

than the person who prepares them. The check signer is expected to review the documents 

supporting the disbursement and to raise questions about unusual items. Another internal control 

requires the credit manager who authorizes the write-off of an account receivable to have that 

write-off approved by another officer of the firm. Likewise, a bank teller or cashier who has made 

a mistake in initially recording a transaction must have a supervisor approve the correction. 

  Administrative controls are frequently included in policy and procedure manuals and are 

reflected in management reviews of reports of operations and activities. For example, a firm’s 

credit policy might specify that no customer is to have an account receivable balance in excess 

of $10,000 until the customer has had a clean payment record for at least one year. The firm’s 

internal auditors might periodically review the accounts receivable detail to determine whether 

this policy is being followed. In addition to limit (or reasonableness) tests such as this, adminis-

trative controls also ensure the proper authorization of transactions before they are entered into. 

For example, a firm may require its credit department to conduct a thorough evaluation of a new 

customer’s credit history prior to approving a sales order prepared by a salesperson. 

  The system of internal control does not exist because top management thinks that the 

employees are dishonest. Internal controls provide a framework within which employees can 

operate, knowing that their work is being performed in a way that is consistent with the desires 

of top management. To the extent that temptation is removed from a situation that might other-

wise lead to an employee’s dishonest act, the system of internal control provides an even more 

significant benefit.  

     The Bank Reconciliation as a Control over Cash 

 Many transactions either directly or indirectly affect the receipt or payment of cash. 

For instance, a sale of merchandise on account normally leads to a cash receipt when 

the account receivable is collected. Likewise, a purchase of inventory on account re-

sults in a cash payment when the account payable is paid. In fact, cash (in one form or 

another) is eventually involved in the settlement of virtually all business affairs. 

  As a result of the high volume of cash transactions and the ease with which money 

can be exchanged, it is appropriate to design special controls to help safeguard cash. 

At a minimum, all cash received should be deposited in the entity’s bank account at the 
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end of each business day, and all cash payments (other than petty cash disbursements) 

should be made from the entity’s bank account using prenumbered checks. Using this 

simple control system, a duplicate record of each cash transaction is automatically 

maintained—one by the entity and the other by the bank. 

   To determine the amount of cash available in the bank, it is appropriate that the 

Cash account balance as shown in the general ledger (or your checkbook) be reconciled 

with the balance reported by the bank. The  bank reconciliation  process, which you do 

(or should do) for your own checking account, involves bringing into agreement the ac-

count balance reported by the bank on the bank statement with the account balance in 

the ledger. The balances might differ for two reasons: timing differences and errors. 

  Timing differences arise because the entity knows about some transactions affect-

ing the cash balance about which the bank is not yet aware, or the bank has recorded 

some transactions about which the entity is not yet aware. The most common timing 

differences involve:

    Deposits in transit , which have been recorded in the entity’s Cash account but 

which have not yet been added to the entity’s balance in the bank’s records. 

From the entity’s point of view, the deposit in transit represents cash on hand 

because it has been received. 

    Outstanding checks , which have been recorded as credits (reductions) to the enti-

ty’s cash balance, but which have not yet been presented to the bank for payment. 

From the entity’s point of view, outstanding checks should not be included in its 

cash balance because its intent was to disburse cash when it issued the checks. 

    Bank service charges  against the entity’s account, and interest income added 

to the entity’s balance during the period by the bank. The bank service charge 

and interest income should be recognized by the entity in the period incurred or 

earned, respectively, because both of these items affect the cash balance at the 

end of the period. 

    NSF (not sufficient funds) checks , which are checks that have “bounced” from 

the maker’s bank because the account did not have enough funds to cover the 

check. Because the entity that received the check recorded it as a cash receipt and 

added the check amount to the balance of its cash account, it is necessary to estab-

lish an account receivable for the amount due from the maker of the NSF check. 

     Errors, which can be made by either the firm or the bank, are detected in what may 

be a trial-and-error process if the book balance and bank balance do not reconcile after 

timing differences have been recognized. Finding errors is a tedious process involv-

ing verification of the timing difference amounts (e.g., double-checking the makeup 

and total of the list of outstanding checks), verifying the debits and credits to the 

firm’s ledger account, and verifying the arithmetic and amounts included on the bank 

LO 3

 Understand the 

bank reconciliation 

procedure. 

 In an informal survey conducted by the authors, a remarkably high percentage of students (and 

faculty members!) admitted that they rarely, if ever, reconcile their checking accounts—73% in 

one undergraduate class. As one student (let’s call him Bob) put it, “I’d rather just close my ac-

count out after a couple of years, and transfer whatever might be left to another bank.” Here are 

two questions for your consideration as you study this material: (1) What information is gained 

in the reconciliation process? (2) How might the lack of this information prove detrimental to 

Bob? 

Study

Suggestion
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statement. If the error is in the recording of cash transactions on the entity’s books, an 

appropriate journal entry must be made to correct the error. If the bank has made the 

error, the bank is notified but no change is made to the cash account balance. 

  There are a number of ways of mechanically setting up the bank reconciliation. 

The reverse side of the bank statement usually has a reconciliation format printed on 

it. Many computer-based bookkeeping systems contain a bank reconciliation module 

that can facilitate the bank reconciliation process. When the bank statement lists re-

turned checks in numerical order, the process is made even easier. A simple and clear 

technique for setting up the reconciliation is illustrated in Exhibit 5-2. 

    Even in today’s world of electronic banking, the need to reconcile checking ac-

counts on a regular basis retains its importance. Although deposits are now recorded 

instantaneously in many e-banking systems, checks still take time to clear, banks still 

charge fees for their services, and NSF checks and errors are every bit as likely to 

occur as in older systems. 

 3. What does it mean to reconcile a bank account? QWhat Does
It Mean?
Answer  on 
page  179

     Short-Term Marketable Securities 
  As emphasized in the discussion of cash and cash equivalents, a firm’s ROI can be 

improved by developing a cash management program that involves investing cash bal-

ances over and above those required for day-to-day operations in  short-term market-
able securities . An integral part of the cash management program is the forecast of cash 

receipts and disbursements (forecasting, or budgeting, is discussed in Chapter 14). Do 

you remember the cash equivalents and short-term investments that are part of  Intel’s  

current assets? Because debt securities with maturities of three months or less are clas-

sified as cash equivalents,  Intel’s  “short-term investments” caption includes only debt 

securities with maturities greater than three months but less than one year. Recall from 

Chapter 2 that current assets are defined as  cash and other assets that are likely to be 
converted into cash or used to benefit the entity within one year of the balance sheet 
date . Thus any investments that mature beyond one year from the balance sheet date are 

reported as “other long-term investments.” Intel’s annual report provides detailed notes 

and schedules regarding a broad variety of debt and equity securities and other financial 

arrangements in which the company is involved (see pages 692–695 in the appendix for 

a general discussion and page 705 for detailed investment schedules). Although many 

of these specific investment arrangements are quite complicated and beyond the scope 

of this text, accounting for them is usually straightforward. 

  Balance Sheet Valuation 

 Short-term marketable debt securities that fall in the  held-to-maturity  category are 

reported on the balance sheet at the entity’s cost, which is usually about the same as 

market value, because of their high quality and the short time until maturity. The ma-

jority of investments made by most firms are of this variety because the excess cash 

available for investment will soon be needed to meet working capital obligations. If 

an entity owns marketable debt securities that are not likely to be converted to cash 

LO 4

 Understand how 

short-term marketable 

securities are reported 

on the balance sheet. 
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Exhibit 5-2

A Bank Reconciliation 

Illustrated

Assumptions:
• The balance in the Cash account of Cruisers, Inc., at September 30 was 

$4,614.58.

• The bank statement showed a balance of $5,233.21 as of September 30.

• Included with the bank statement were notices that the bank had deducted a ser-

vice charge of $42.76 and had credited the account with interest of $28.91 earned 

on the average daily balance.

• An NSF check for $35.00 from a customer was returned with the bank statement.

• A comparison of deposits recorded in the Cash account with those shown on the 

bank statement showed that the September 30 deposit of $859.10 was not on the 

bank statement. This is not surprising because the September 30 deposit was put 

in the bank’s night depository on the evening of September 30.

• A comparison of the record of checks issued with the checks returned in the bank 

statement showed that the amount of outstanding checks was $1,526.58.

Reconciliation as of September 30:

From Bank Records From Company’s Books

Indicated balance  . . . . . . . .  $5,233.21

Add: Deposit in transit . . . . .  859.10

Less: Outstanding checks . .   (1,526.58)

Reconciled balance . . . . . . .  $4,565.73

Indicated balance  . . . . . . . .  $4,614.58

Add: Interest earned  . . . . . .  28.91

Less: Service charge . . . . . .  (42.76)

 NSF check. . . . . . . . . . . .        (35.00)

Reconciled balance . . . . . . .  $4,565.73

The balance in the company’s general ledger account before reconciliation (the 

“Indicated balance”) must be adjusted to the reconciled balance. Using the horizontal 

model, the effect of this adjustment on the financial statements is:

Balance Sheet 

Asset � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

Accounts 
Receivable
� 35.00

Cash
�48.85

Interest Service
Income Charge
�28.91 Expense
 �42.76

The journal entry to reflect this adjustment is:

Dr. Service Charge Expense  . . . . . . . . . . . . . . . . . . . . . 

Dr. Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . 

     Cr. Interest Income  . . . . . . . . . . . . . . . . . . . . . . . . . 

     Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

42.76

35.00

28.91

48.85

Alternatively, a separate adjustment could be made for each reconciling item. The 

amount from this particular bank account to be included in the cash amount shown 

on the balance sheet for September 30 is $4,565.73. There would not be an adjust-

ment for the reconciling items that affect the bank balance because those items have 

already been recorded on the company’s books.
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within a few months of the balance sheet date, or marketable equity securities that are 

subject to significant fluctuation in market value (like common and preferred stock), 

the balance sheet valuation and related accounting become more complex. Debt and 

equity securities that fall in the  trading  and  available-for-sale  categories are reported 

at  market value , and any unrealized gain or loss is recognized. This is an application 

of the matching concept because the change in market value is reflected in the fiscal 

period in which it occurs. 

 The requirement that some marketable securities be reported at market value is es-

pecially pertinent to banks and other entities in the financial industry. The valuation of 

securities at their market value at the balance sheet date is known as “mark-to-market” 

valuation. This approach to valuation gained notoriety during the credit crisis of 2008. 

Many investment securities were backed by subprime mortgages and other collateral 

that had lost virtually all of their value. The application of mark-to-market valuation 

resulted in huge losses to many large banks and other financial institutions. Recogni-

tion of these losses significantly reduced the capital—owners’ equity—which in turn 

significantly reduced or eliminated the ability of these firms to make loans, and thus 

the credit crisis developed. The Federal government “rescue package” involved recapi-

talizing banks and other financial institutions through government investment in new 

capital stock issued by these entities. (Companies such as Intel,  Microsoft , and  Apple  

are notable exceptions among manufacturing firms. Because they have generated such 

enormous earnings and cash flows over the years, they can now afford to carry signifi-

cant amounts of highly liquid investments on their balance sheets. Most manufacturing 

firms do not find themselves in such an enviable position.) 

  The accounting for marketable securities can be seen in Intel’s schedule of available-

for-sale investments on page 705 in the appendix. Note that separate columns are pro-

vided for the investment’s cost, unrealized gains, unrealized losses, and estimated fair 

market value. Also note that little, if any, adjustment to the cost of Intel’s various debt 

securities is necessary because of their short time until maturity. Conversely, the $566 

million of net unrealized gains on Intel’s “marketable equity securities” in 2007 was 

significant relative to the $421 million shown as the adjusted cost of these investments. 

In 2008 the net unrealized loss on marketable equity securities of $41 million was im-

material. Intel undoubtedly made substantial changes to its investment strategy near 

the end of 2008 in light of the global economic crisis that had quickly settled in. Yet, in 

prior years, when the equity markets were more robust, such investments represented a 

substantial portion of Intel’s total assets. In 1999, for instance, the estimated fair value 

of this category of investments was $7,121 million. As the equity markets declined in 

2000 and 2001, Intel wisely divested the majority of these holdings in favor of more 

conservative investments, such as commercial paper and floating-rate notes, and con-

tinued to follow this strategy through 2008. 

 4. What does it mean to invest cash in short-term marketable securities? QWhat Does
It Mean?
Answer  on 
page  179

   Interest Accrual 

 Of course it is appropriate that interest income on short-term marketable debt securities 

be accrued as earned so that both the balance sheet and income statement more accurately 
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reflect the financial position at the end of the period and results of operations for the pe-

riod. The asset involved is called  Interest Receivable , and  Interest Income  is the income 

statement account. Here is the effect of the interest accrual on the financial statements:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

�  Interest 
Receivable

�  Interest 
Income

  The accrual is made with the following entry: 

Dr. Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Interest Income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

 The amount in the Interest Receivable account is combined with other receivables in 

the current asset section of the balance sheet. 

 5. What does it mean when interest income from marketable securities must be 

accrued? QWhat Does
It Mean?

Answer  on 
page  179

         Accounts Receivable 
  Recall from the  Intel Corporation  balance sheet that Accounts Receivable was a 

significant current asset category at December 27, 2008. Accounts receivable from 

customers for merchandise and services delivered are reported at net realizable 
value—the amount that is expected to be received from customers in settlement of 

their obligations. Two factors will cause this amount to differ from the amount of the 

receivable originally recorded: bad debts and cash discounts. 

  Bad Debts/Uncollectible Accounts 

 Whenever a firm permits its customers to purchase merchandise or services on credit, 

it knows that some of the customers will not pay. Even a thorough check of the poten-

tial customer’s credit rating and history of payments to other suppliers will not ensure 

that the customer will pay in the future. Although some bad debt losses are inevitable 

when a firm makes credit sales, internal control policies and procedures exist in most 

firms to keep losses at a minimum and to ensure that every reasonable effort is made 

to collect all amounts that are due to the firm. Some companies, however, willingly 

accept high credit risk customers and know that they will experience high bad debt 

losses. These firms maximize their ROI by having a very high margin and requiring a 

down payment that equals or approaches the cost of the item being sold. Sales volume 

is higher than it would be if credit standards were tougher; thus, even though bad debts 

are relatively high, all or most of the product cost is recovered, and bad debt losses are 

more than offset by the profits from greater sales volume. 

LO 5

 Understand how 

accounts receivable are 

reported on the balance 

sheet, including the 

valuation allowances for 

estimated uncollectible 

accounts and estimated 

cash discounts. 
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  Based on recent collection experience, tempered by the current state of economic 

affairs of the industry in which a firm is operating, credit managers can estimate with 

a high degree of accuracy the probable  bad debts  expense (or  uncollectible accounts 
expense ) of the firm. Many firms estimate bad debts based on a simplified assumption 

about the collectibility of all credit sales made during a period (percentage of credit 

sales method). Other firms perform a detailed analysis and aging of their year-end 

accounts receivable to estimate the net amount most likely to be collected (aging of 

receivables method). For instance, a firm may choose the following age categories and 

estimated collection percentages: 0–30 days (98%), 31–60 days (95%), 61–120 days 

(85%), and 121–180 days (60%). The firm also may have an administrative internal 

control policy requiring that all accounts more than six months overdue be immedi-

ately turned over to a collection agency. Such a policy is likely to increase the prob-

ability of collecting these accounts, facilitate the collection efforts for other overdue 

accounts, and reduce the overall costs of managing accounts receivable. The success 

of any bad debts estimation technique ultimately depends on the careful application 

of professional judgment, using the best available information. 

  When the amount of accounts receivable estimated to be uncollectible has been 

determined, a  valuation adjustment  can be recorded to reduce the  carrying value  

of the asset and recognize the bad debt expense. The effect of this adjustment on the 

financial statements is:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

�  Allowance 
for Bad Debts

�  Bad Debts 
Expense

   Here is the adjustment:

Dr. Bad Debts Expense (or Uncollectible Accounts Expense).

     Cr. Allowance for Bad Debts (or Allowance for 

 Uncollectible Accounts) .. . . . . . . . . . . . . . . . . . . . . . . . . . . . 

xx

xx

   In bookkeeping language, the  Allowance for Uncollectible Accounts  or  Allow-
ance for Bad Debts  account is considered a  contra asset  because it is reported as 

a subtraction from an asset in the balance sheet. The debit and credit mechanics of 

a contra asset account are the opposite of those of an asset account; that is, a contra 

asset increases with credit entries and decreases with debit entries, and it normally has 

a credit balance. The presentation of the Allowance for Bad Debts in the current asset 

section of the balance sheet (using assumed amounts) is 

Accounts receivable  . . . . . . . . . . . . . . . $10,000

Less: Allowance for bad debts  . . . . . . .      (500)

Net accounts receivable  . . . . . . . . . . . . $  9,500

  or as more commonly reported,

Accounts receivable, less allowance 

 for bad debts of $500 . . . . . . . . . . . . $9,500
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  The Allowance for Bad Debts account communicates to financial statement read-

ers that an estimated portion of the total amount of accounts receivable is expected to 

become uncollectible. So why not simply reduce the Accounts Receivable account di-

rectly for estimated bad debts? The problem with this approach is that the firm hasn’t 

yet determined  which  customers will not pay—only that  some  will not pay. Before 

accounts receivable can be reduced, the firm must be able to identify which specific 

accounts need to be written off as uncollectible. Throughout the year as specific ac-

counts are determined to be uncollectible, they are written off against the allowance 

account. The effect of this entry on the financial statements follows:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

�  Accounts 
Receivable 

�  Allowance 
for Bad Debts

   The write-off entry is:

Dr. Allowance for Bad Debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr.  Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

   Note that the  write-off  of an account receivable has no effect on the income state-

ment, nor should it. The expense was recognized in the year in which the revenue from 

the transaction with this customer was recognized. The write-off entry removes from 

Accounts Receivable an amount that is never expected to be collected. Also note that 

the write-off of an account will not affect the net accounts receivable reported on the 

balance sheet because the financial statement effects on the asset (Accounts Receiv-

able) and the contra asset (Allowance for Bad Debts) are offsetting. Assume that $100 

of the accounts receivable in the previous example was written off. The balance sheet 

presentation now would be

Accounts receivable . . . . . . . . . . . . . . . . . $9,900

Less: Allowance for bad debts. . . . . . . . .      (400)

Net accounts receivable . . . . . . . . . . . . . . $9,500

   Providing for bad debts expense in the same year in which the related sales rev-

enue is recognized is an application of the matching concept. The Allowance for Bad 

Debts (or Allowance for Uncollectible Accounts) account is a  valuation account , and 

its credit balance is subtracted from the debit balance of Accounts Receivable to arrive 

at the amount of net receivables reported in the Current Asset section of the balance 

sheet. This procedure results in stating Accounts Receivable at the amount expected 

to be collected (net realizable value). If an appropriate allowance for bad debts is not 

provided, Accounts Receivable and net income will be overstated, and the ROI, ROE, 

and liquidity measures will be distorted. The amount of the allowance usually is re-

ported parenthetically in the Accounts Receivable caption so financial statement users 

can evaluate the credit and collection practices of the firm. 
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 6. What does it mean that the Allowance for Bad Debts account is a contra asset? QWhat Does
It Mean?
Answer  on 
page  179

   Cash Discounts 

 To encourage prompt payment, many firms permit their customers to deduct up to 2% 

of the amount owed if the bill is paid within a stated period—usually 10 days—of 

the date of the sale (usually referred to as the  invoice date ). Most firms’  credit terms  

provide that if the invoice is not paid within the discount period, it must be paid in full 

within 30 days of the invoice date. These credit terms are abbreviated as 2/10, n30. 

The 2/10 refers to the discount terms, and the n30 means that the full amount of the 

invoice is due within 30 days. To illustrate, assume that Cruisers, Inc., has credit sales 

terms of 2/10, n30. On April 8 Cruisers, Inc., made a $5,000 sale to Mount Marina. 

Mount Marina has the option of paying $4,900 (5,000 � [2% � $5,000]) by April 18 

or paying $5,000 by May 8. 

  Like most firms, Mount Marina will probably take advantage of the  cash discount  
because it represents a high rate of return (see Business in Practice—Cash Discounts).  

 The discount is clearly a cost to the seller because the selling firm will not receive the 

full amount of the account receivable resulting from the sale. The accounting treat-

ment for estimated cash discounts is similar to that illustrated for estimated bad debts. 

Business in 

Practice

Cash Discounts

Cash discounts for prompt payment represent a significant cost to the seller and a benefit to the 

purchaser. Not only do they encourage prompt payment, they also represent an element of the 

pricing decision and will be considered when evaluating the selling prices of competitors.

 Converting the discount to an annual return on investment will illustrate its significance. 

Assume that an item sells for $100, with credit terms of 2/10, n30. If the invoice is paid by the 

10th day, a $2 discount is taken, and the payor (purchaser) gives up the use of the $98 paid for 

20 days because the alternative is to keep the money for another 20 days and then pay $100 

to the seller. In effect, by choosing not to make payment within the 10-day discount period, the 

purchaser is “borrowing” $98 from the seller for 20 additional days at a cost of $2. The return 

on investment for 20 days is $2/$98, or slightly more than 2%; however, there are 18 available 

20-day periods in a year (360 days/20 days), so the annualized return on investment is over 

36%! Very few firms are able to earn this high an ROI on their principal activities. For this reason, 

most firms have a rigidly followed internal control policy of taking all cash discounts possible.

 One of the facts that credit-rating agencies and credit grantors want to know about a firm 

when evaluating its liquidity and creditworthiness is whether the firm consistently takes cash 

discounts. If it does not, that is a signal either that the management doesn’t understand their 

significance or that the firm can’t borrow money at a lower interest rate to earn the higher rate 

from the cash discount. Either of these reasons indicates a potentially poor credit risk.

 Clearly the purchaser’s benefit is the seller’s burden. So why do sellers allow cash discounts 

if they represent such a high cost? The principal reasons are to encourage prompt payment and 

to be competitive. Obviously, however, cash discounts represent a cost that must be covered 

for the firm to be profitable.
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Cash discounts on sales usually are subtracted from Sales in the income statement to 

arrive at the net sales amount that is reported because the discount is in effect a reduc-

tion of the selling price. On the balance sheet, it is appropriate to reduce Accounts Re-

ceivable by an allowance for estimated cash discounts that will be taken by customers 

when they pay within the discount period. Estimated cash discounts are recognized 

in the fiscal period in which the sales are made, based on past experience with cash 

discounts taken.    

  Notes Receivable 
  If a firm has an account receivable from a customer that developed difficulties paying 

its balance when due, the firm may convert that account receivable to a  note receivable.  
Here is the effect of this transaction on the financial statements: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

�  Accounts 
Receivable

�  Notes Receivable

  The entry to reflect this transaction is: 

Dr. Notes Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

    Cr. Accounts Receivable .  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

 One asset has been exchanged for another. Does the entry make sense? 

  A note receivable differs from an account receivable in several ways. A note is 

a formal document that includes specific provisions with respect to its maturity date 

(when it is to be paid), agreements or  covenants  made by the borrower (such as to 

supply financial statements to the lender or refrain from paying dividends until the 

note is repaid), identification of security or  collateral  pledged by the borrower to sup-

port the loan, penalties to be assessed if it is not paid on the maturity date, and most 

important, the interest rate associated with the loan. Although some firms assess an 

interest charge or service charge on invoice amounts that are not paid when due, this 

practice is unusual for regular transactions between firms. Thus if an account receiv-

able is not going to be paid promptly, the seller will ask the customer to sign a note so 

that interest can be earned on the overdue account.  

  Retail firms often use notes to facilitate sales transactions for which the initial 

credit period exceeds 60 or 90 days, such as an installment plan for equipment sales. 

In such cases, Notes Receivable (rather than Accounts Receivable) is increased at the 

point of sale, even though the seller may provide interest-free financing for a period 

of time. 

  Under other circumstances, a firm may lend money to another entity and take a 

note from that entity; for example, a manufacturer may lend money to a distributor 

that is also a customer or potential customer in order to help the distributor build its 

business. Such a transaction is another rearrangement of assets: Cash is decreased and 

Notes Receivable is increased. 

LO 6

Understand how notes 

receivable and related 

accrued interest are 

reported on the balance 

sheet.
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160 Part 1 Financial Accounting

  Interest Accrual 

 If interest is to be paid at the maturity of the note (a common practice), it is appropriate 

that the holder of the note accrue interest income, usually monthly. This is appropriate 

because interest revenue has been earned, and accruing the revenue and increasing 

interest receivable result in more accurate monthly financial statements. The financial 

statement effects of doing this are the same as that for interest accrued on short-term 

marketable securities: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

�  Interest 
Receivable

�  Interest 
Income

  The adjustment is: 

Dr. Interest Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

    Cr. Interest Income .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

 This accrual entry reflects interest income that has been earned in the period and in-

creases current assets by the amount earned but not yet received. 

  Interest Receivable is frequently combined with Notes Receivable in the balance 

sheet for reporting purposes. Amounts to be received within a year of the balance sheet 

date are classified as current assets. If the note has a maturity date beyond a year, it 

will be classified as a noncurrent asset. 

  It is appropriate to recognize any probable loss from uncollectible notes and in-

terest receivable just as is done for accounts receivable, and the bookkeeping process 

is the same. Cash discounts do not apply to notes, so there is no discount valuation 

allowance.    

  Inventories 
  For service organizations, inventories consist mainly of office supplies and other items 

of relatively low value that will be used up within the organization, rather than being 

offered for sale to customers. As illustrated in Chapter 4, recording the purchase and 

use of supplies is a straightforward process, although year-end adjustments are usually 

necessary to improve the accuracy of the accounting records. 

  For merchandising and manufacturing firms, the sale of inventory in the ordinary 

course of business provides the major, ongoing source of operating revenue. Cost of 

Goods Sold is usually the largest expense that is subtracted from Sales in determining 

net income, and, not surprisingly, inventories represent the most significant current 

asset for many such firms. At  Caterpillar, Inc. , for example, inventories account for 

28% of the firm’s current assets and 13% of total assets.  1   For  Wal-Mart Stores, Inc. , 

71% of current assets and 21% of total assets are tied up in inventories.  2   For  Intel , 

LO 7

Understand how 

inventories are reported 

on the balance sheet.

1 Data based on Caterpillar, Inc.’s Form 10-K filing for the year ended December 31, 2008.
2 Data based on Wal-Mart Stores, Inc.’s, annual report for the year ended January 31, 2009.
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however, inventories represent only 19% of current assets and 7% of total assets.  3   Can 

you think of some possible explanations for these varying results? Obviously not all 

firms (and not all industries) have the same inventory needs because of differences 

in their respective products, markets, customers, and distribution systems. Moreover, 

some firms do a better job than others of managing their inventory by turning it over 

quickly to enhance ROI. What other factors might cause the relative size of inventories 

to vary among firms? 

  Although inventory management practices are diverse, the accounting treatment for 

inventory items is essentially the same for all firms. Just as warehouse bins and store 

shelves hold inventory until the product is sold to the customer, the inventory accounts 

of a firm hold the cost of a product until that cost is released to the income statement to 

be subtracted from (matched with) the revenue from the sale. The cost of a purchased or 

manufactured product is recorded as an asset and carried in the asset account until the 

product is sold (or becomes worthless or is lost or stolen), at which point the cost be-

comes an expense to be reported in the income statement. The cost of an item purchased 

for inventory includes not only the invoice price paid to the supplier but also other costs 

associated with the purchase of the item, such as freight and material handling charges. 

Cost is reduced by the amount of any cash discount allowed on the purchase. The income 

statement caption used to report this expense is Cost of Goods Sold (see Exhibit 2-2). 

Here are the effects of purchase and sale transactions on the financial statements:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

Purchase of inventory: 
� Inventory �  Accounts 

Payable

Recognize cost of goods sold: 
� Inventory

�  Cost of 
Goods 
Sold

  The entries are:

Dr. Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Accounts Payable (or Cash). . . . . . . . . . . . . . . . . . . . . . . . .

 Purchase of inventory.

Dr. Cost of Goods Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 To transfer cost of item sold to income statement.

xx

xx

xx

xx

  Recognizing cost of goods sold is a process of accounting for the  flow of costs  

from the Inventory (asset) account of the balance sheet to the Cost of Goods Sold 

(expense) account of the income statement. T-accounts also can be used to illustrate 

this flow of costs, as shown in Exhibit 5-3. Of course the sale of merchandise also 

generates revenue, but  recognizing revenue is a separate transaction  involving Ac-

counts Receivable (or Cash) and the Sales Revenue accounts. The following discus-

sion focuses only on the accounting for the cost of the inventory sold. 

3 Data based on Intel Corporation’s annual report for the year ended December 27, 2008.
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162 Part 1 Financial Accounting

  Inventory Cost-Flow Assumptions 

 Accounting for inventories is one of the areas in which alternative generally accepted 

practices can result in major differences between the assets and expenses reported by 

companies that otherwise might be alike in all respects. It is therefore important to 

study this material carefully to appreciate the impact of inventory methods on a firm’s 

financial statements. 

  The inventory accounting alternative selected by an entity relates to the assump-

tion about how costs flow from the Inventory account to the Cost of Goods Sold ac-

count. There are four principal alternative  cost-flow assumptions: 

1.    Specific identification.  

2.   Weighted average.  

3.   First-in, first-out (FIFO) (pronounced FIE-FOE).  

4.   Last-in, first-out (LIFO) (pronounced LIE-FOE).    

 It is important to recognize that these are  cost-flow assumptions  and that FIFO and 

LIFO do not refer to the physical flow of product. Thus it is possible for a firm to have 

a FIFO physical flow (a grocery store usually tries to accomplish this) and to use the 

LIFO cost-flow assumption. 

  The  specific identification  alternative links cost and physical flow. When an item 

is sold, the cost of that specific item is determined from the firm’s records, and that 

amount is transferred from the Inventory account to Cost of Goods Sold. The amount 

of ending inventory is the cost of the items held in inventory at the end of the year. This 

alternative is appropriate for a firm dealing with specifically identifiable products, 

such as automobiles, that have an identifying serial number and are purchased and 

sold by specific unit. This assumption is not practical for a firm having many inventory 

items that are not easily identified individually. 

  The  weighted-average  alternative is applied to individual items of inventory. 

It involves calculating the average cost of the items in the beginning inventory plus 

purchases made during the year. Then this average is used to determine the cost of 

goods sold and the carrying value of ending inventory. This method is illustrated in 

Exhibit 5-4. Notice that the average cost is not a simple average of the unit costs but 

is instead an average weighted by the number of units in beginning inventory and each 

purchase. 

 LO 8

Understand the 

alternative inventory 

cost-flow assumptions 

and their respective 

effects on the income 

statement and balance 

sheet when price levels 

are changing. 

 Balance Sheet Income Statement

Inventory (asset) Cost of Goods Sold (expenses)

Purchases of 

  merchandise 

for resale 

increase 

Inventory 

(credit to 

Accounts 

Payable or 

Cash)

When 

  merchandise is 

sold, the cost 

flows from the 

Inventory asset 

account to the Cost of 

Goods Sold 

expense 

account

Exhibit 5-3

Flow of Costs from 

Inventory to Cost of 

Goods Sold
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                 Situation: 
 On September 1, 2010, the inventory of Cruisers, Inc., consisted of five Model OB3 boats. 

Each boat had cost $1,500. During the year ended August 31, 2011, 40 boats were pur-

chased on the dates and at the costs that follow. During the year, 37 boats were sold.   

 Number Cost per Total
Date of Purchase of Boats Boat Cost

September 1, 2010 (beginning inventory)   . . . . .  5 $1,500 $  7,500

November 7, 2010   . . . . . . . . . . . . . . . . . . . . . .  8 1,600 12,800

March 12, 2011 . . . . . . . . . . . . . . . . . . . . . . . . .  12 1,650 19,800

May 22, 2011   . . . . . . . . . . . . . . . . . . . . . . . . . .  10 1,680 16,800

July 28, 2011   . . . . . . . . . . . . . . . . . . . . . . . . . .  6 1,700 10,200

August 30, 2011  . . . . . . . . . . . . . . . . . . . . . . . .   4  1,720   6,880

Total of boats available for sale . . . . . . . . . . . . . .  45  $73,980

Number of boats sold. . . . . . . . . . . . . . . . . . . . .  37

Number of boats in August 31, 2011 inventory  .   8

 Required: 

  Determine the ending inventory amount at August 31, 2011, and the cost of goods sold for 

the year then ended, using the weighted-average, FIFO, and LIFO cost-flow assumptions.  

 Solution: 

a.   Weighted-average cost-flow assumption: 

 Weighted-average cost �   Total cost of boats available for sale    _______________________________    
Number of boats available for sale

   

  �   
$73,980

 ________ 
45

   

 �  $1,644 per boat 

  Cost of ending inventory � $1,644 � 8 � S13,152 

  Cost of goods sold � $1,644 � 37 � $60,828   

b.  FIFO cost-flow assumption: 

 The cost of ending inventory is the cost of the eight boats most recently purchased: 

  4 boats purchased August 30, 2011 @1,720 ea  � $  6,880 

  4 boats purchased July 28, 2011 @1,700 ea  �     6,800 

  Cost of 8 boats in ending inventory      $13,680 

 The cost of 37 boats sold is the sum of the costs for the first 37 boats purchased:

Beginning inventory  . . . . . . . . . . . . . . . . . . . . .

November 7, 2010 purchase  . . . . . . . . . . . . . .

March 12, 2011 purchase  . . . . . . . . . . . . . . . .

May 22, 2011 purchase  . . . . . . . . . . . . . . . . . .

July 28, 2011 purchase*. . . . . . . . . . . . . . . . . .

Cost of goods sold. . . . . . . . . . . . . . . . . . . . . .

 5 boats @ $1,500 � $    7,500

 8 boats @ 1,600 � 12,800

12 boats @ 1,650 � 19,800

10 boats @ 1,680 � 16,800

 2 boats @ 1,700 �      3,400

    $ 60,300

 *Applying the FIFO cost-flow assumption, the cost of two of the six boats purchased this date is transferred from 

Inventory to Cost of Goods Sold. 

 Note that the cost of goods sold also could have been calculated by subtracting the ending inventory amount 

from the total cost of the boats available for sale:

Total cost of boats available for sale  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $73,980

Less cost of boats in ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (13,680)

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $60,300  

Exhibit 5-4

Inventory Cost-Flow 

Alternatives Illustrated

(continued )
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164 Part 1 Financial Accounting

   LIFO cost-flow assumption: 

  The cost of ending inventory is the cost of the first eight boats purchased:

  5 boats in beginning inventory @ $1,500 ea � $  7,500

  3 boats purchased November 7, 2010 @ $1,600 ea �     4,800

  Cost of 8 boats in ending inventory � $12,300

  The cost of the 37 boats sold is the sum of costs for the last 37 boats purchased:

August 30, 2011 purchase . . . . . . . . . . . . . . . . . . . 

July 28, 2011 purchase  . . . . . . . . . . . . . . . . . . . . . 

May 22, 2011 purchase  . . . . . . . . . . . . . . . . . . . . . 

March 12, 2011 purchase  . . . . . . . . . . . . . . . . . . . 

November 7, 2010 purchase*. . . . . . . . . . . . . . . . . 

 Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . 

  4 boats @ $1,720 �  $  6,880

  6 boats @   1,700 �     10,200

10 boats @   1,680 �     16,800

12 boats @   1,650 �     19,800

  5 boats @   1,600 �     8,000

                                 $61,680

  *Applying the LIFO cost-flow assumption, the cost of five of the eight boats purchased this date is transferred 

from Inventory to Cost of Goods Sold. 

 Note that the cost of goods sold also could have been calculated by subtracting the ending inventory amount 

from the total cost of the boats available for sale:

Total cost of boats available for sale  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $73,980

Less cost of boats in ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (12,300)

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $61,680  

Exhibit 5-4

(concluded)

   First-in, first-out , or  FIFO , means more than first-in, first-out; it means that the 

first costs in to inventory are the first costs out to cost of goods sold. The first cost in is 

the cost of the inventory on hand at the beginning of the fiscal year. The effect of this 

inventory cost-flow assumption is to transfer to the Cost of Goods Sold account the 

oldest costs incurred (for the quantity of merchandise sold) and to leave in the Inven-

tory asset account the most recent costs of merchandise purchased or manufactured 

(for the quantity of merchandise in ending inventory). This cost-flow assumption is 

also illustrated in Exhibit 5-4. 

   Last-in, first-out , or  LIFO , is an alternative cost-flow assumption opposite to 

FIFO. Remember, we are thinking about cost flow, not physical flow, and it is possible 

for a firm to have a FIFO physical flow (like the grocery store) and still use the LIFO 

cost-flow assumption. Under LIFO, the most recent costs incurred for merchandise 

purchased or manufactured are transferred to the income statement (as Cost of Goods 

Sold) when items are sold, and the inventory on hand at the balance sheet date is 

costed at the oldest costs, including those used to value the beginning inventory. This 

cost-flow assumption is also illustrated in Exhibit 5-4. 

  The way these cost-flow assumptions are applied depends on the inventory ac-

counting system in use. The two systems— periodic  and  perpetual —are described 

later in this chapter. Exhibit 5-4 uses the periodic system. 

  To recap the results of the three alternatives presented in Exhibit 5-4:

Cost-Flow 
Assumption

Cost of Ending 
Inventory

Costs of 
Goods Sold

Weighted average . . . . . . . . . . . . . . $13,152

FIFO  . . . . . . . . . . . . . . . . . . . . . . . . 13,680

LIFO  . . . . . . . . . . . . . . . . . . . . . . . . 12,300

$60,828

 60,300

 61,680
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 Chapter 5 Accounting for and Presentation of Current Assets 165

 7. What does it mean to identify the inventory cost-fl ow assumption? QWhat Does
It Mean?

Answer  on 
page  179

    The Impact of Changing Costs (Inflation/Deflation) 

 It is important to understand how the inventory cost-flow assumption used by a firm 

interacts with the direction of cost changes to affect both inventory and cost of goods 

sold.  In times of rising costs , LIFO results in lower ending inventory and higher cost 

Table 5-1

Inventory Cost-Flow 

Assumptions Used 

by 600 Publicly 

Owned Industrial 

and Merchandising 

Corporations—2007

Number of 
Companies

Methods:

First-in, fi rst-out (FIFO)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  391

Last-in, fi rst-out (LIFO) .  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  213

Average cost  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  155

Other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  24

Use of LIFO:

All inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  14

50% or more of inventories. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  91

Less than 50% of inventories  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  88

Not determinable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    20

Companies using LIFO . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  213

Source: Reprinted with permission from Accounting Trends and Techniques, Table 2-9, copyright © 2008 by 

American Institute of Certifi ed Public Accountants, Inc.

 Although the differences between amounts seem small in this illustration, under real-

world circumstances with huge amounts of inventory the differences often become 

large and are thus considered to be material (the materiality concept). Why do the 

differences occur? Because, as you probably have noticed, the cost of the boats pur-

chased changed over time. If the cost had not changed, there would not have been 

any difference in the ending inventory and cost of goods sold among the three alter-

natives. But in practice, costs do change. Notice that the amounts resulting from the 

weighted-average cost-flow assumption are between those for FIFO and LIFO; this is 

to be expected. Weighted-average results will never be outside the range of amounts 

resulting from FIFO and LIFO. 

         The crucial point to understand about the inventory cost-flow assumption issue is 

the impact on cost of goods sold, operating income, and net income of the alternative 

assumptions. Although  Intel’s  inventories are relatively small in comparison to total 

assets, this is not the case for many manufacturing and merchandising firms. Naturally 

a company’s ROI, ROE, and measures of liquidity are also impacted by its choice 

of inventory cost-flow assumptions (Table 5-1 summarizes the cost-flow assump-

tions most commonly used in practice). Because of the importance of the inventory 

valuation to a firm’s measures of profitability and liquidity, the impact of alternative 

cost-flow assumptions must be understood if these measures are to be used effectively 

in making judgments and informed decisions—especially if comparisons are made 

between entities.
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166 Part 1 Financial Accounting

of goods sold than FIFO. These changes occur because the LIFO assumption results in 

most recent, and higher, costs being transferred to cost of goods sold. When purchase 

costs are falling, the opposite is true. These relationships are illustrated graphically in 

Exhibit 5-5. 

      The graphs in Exhibit 5-5 are helpful in understanding the relative impact on cost 

of goods sold and ending inventory when costs move in one direction. Of course, in 

the real world, costs rise and fall over time, and the impact of a strategy chosen during 

a period of rising costs will reverse when costs decline. Thus in the mid-1980s some 

firms that had switched to LIFO during a prior inflationary period began to experience 

falling costs. These firms then reported higher profits under LIFO than they would 

have under FIFO. 

   The Impact of Inventory Quantity Changes 

 Changes in the quantities of inventory will have an impact on profits that is dependent 

on the cost-flow assumption used and the extent of cost changes during the year. 

  Under FIFO, whether inventory quantities rise or fall, the cost of the beginning in-

ventory is transferred to Cost of Goods Sold because the quantity of goods sold during 

the year usually exceeds the quantity of beginning inventory. As previously explained, 

when costs are rising, cost of goods sold will be lower and profits will be higher than 

under LIFO. The opposite is true if costs fall during the year. 

   When inventory quantities rise  during the year and LIFO is used, a “layer” of in-

ventory value is added to the book value of inventories at the beginning of the year. If 

Lower, older costs transferred
to cost of goods sold.
Higher, more recent costs
stay in inventory.

FIFO—

Higher, more recent costs 
transferred to cost of goods sold.
Lower, older costs stay
in inventory.

LIFO—
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C
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Past Present

Rising costs

X

X

First cost

Last cost

Higher, older costs transferred
to cost of goods sold.
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Lower, more recent costs
transferred to cost of goods sold.
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Exhibit 5-5

Effect of Changing 

Costs on Inventory and 

Cost of Goods Sold 

under FIFO and LIFO
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costs have risen during the year, LIFO results in higher cost of goods sold and lower 

profits than FIFO. The opposite is true if costs fall during the year. 

   When inventory quantities decline  during the year and LIFO is used, the inven-

tory value layers built up in prior years when inventory quantities were rising are 

now transferred to Cost of Goods Sold, with costs of the most recently added layer 

transferred first. Generally, costs increase over time, so inventory reductions of LIFO 

layers result in lower cost of goods sold and higher profits than with FIFO—just the 

opposite of what you normally would expect under LIFO. This process is known as a 

 LIFO liquidation  because the cost of old LIFO layers included in beginning inven-

tory is removed or “liquidated” from the inventory account. 

  In recent years, many firms have sought to increase their ROI by reducing assets 

while maintaining or increasing sales and margin. Thus turnover (sales/average assets) 

is increasing, with a resulting increase in ROI. When lower assets are achieved by reduc-

ing inventories in a LIFO environment, older and lower costs (from old LIFO layers) are 

released from inventory to cost of goods sold. Because revenues reflect current selling 

prices, which are independent of the cost-flow assumption used, profit is higher than it 

would be without a LIFO liquidation. In other words, net income can be increased by 

this unusual liquidation situation, whereby old LIFO inventory costs are matched with 

current sales revenues. Thus ROI is boosted by both increased turnover and higher mar-

gin, but the margin effect occurs only in the year of the LIFO liquidation. 

   Selecting an Inventory Cost-Flow Assumption 

 What factors influence the selection of a cost-flow assumption? When rates of infla-

tion were relatively low and the conventional wisdom was that they would always be 

low, most financial managers selected the FIFO cost-flow assumption because that 

resulted in slightly lower cost of goods sold and hence higher net income. Financial 

managers have a strong motivation to report higher, rather than lower, net income to 

the stockholders. However, when double-digit inflation was experienced, the higher 

net income from the FIFO assumption also resulted in higher income taxes—which, 

of course, managers prefer not to experience. But why would this occur? When the 

FIFO cost-flow assumption is used during a period of rapidly rising costs, inventory 
profits, or phantom profits, result. Under FIFO, the release of older, lower costs to 

the income statement results in higher profits than if current costs were to be recog-

nized. Taxes must be paid on these profits, and because the current cost of replacing 

merchandise sold is much higher than the old cost, users of financial statements can be 

misled about the firm’s real economic profitability.  See the nearby study suggestion, 

which illustrates this unusual situation with a numerical example.

   To avoid inventory profits (and to decrease taxes), many firms changed from 

FIFO to LIFO for at least part of their inventories during the years of high inflation. 

(Generally accepted accounting principles do not require that the same cost-flow as-

sumption be used for all inventories.) This change to LIFO resulted in higher cost 

of goods sold than FIFO and lower profits, lower taxes, and (in the opinion of some 

analysts) more realistic financial reporting of net income. Note, however, that even 

though net income may better reflect a matching of revenues (which also usually rise 

on a per unit basis during periods of inflation) and costs of merchandise sold, the in-

ventory amount on the balance sheet will be reported at older, lower costs. Thus under 

LIFO the balance sheet will not reflect current costs for items in inventory. This is 

consistent with the original cost concept and underscores the fact that balance sheet 

amounts do not reflect current values of most assets. It also suggests that, in reality, 
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the use of LIFO only delays the recognition of inventory profits, although this delay 

can be  long-term if prices continue to rise and LIFO inventory layers are not elimi-

nated through liquidations. 

  But what about consistency—the concept that requires whatever accounting 

alternative selected for one year to be used for subsequent financial reporting? With 

respect to the inventory cost-flow assumption, the Internal Revenue Service permits 

a one-time, one-way change from FIFO to LIFO. (Note that if a firm decides to use 

the LIFO cost-flow assumption for tax purposes, federal income tax law requires that 

LIFO also must be used for financial reporting purposes. This tax requirement, re-

ferred to as the LIFO conformity rule, is a constraint that does not exist in other areas 

where alternative accounting methods exist.) When a change in methods is made, the 

effect of the change on both the balance sheet inventory amount and cost of goods sold 

must be disclosed, so financial statement users can evaluate the impact of the change 

on the firm’s financial position and results of operations. 

  Look back at Table 5-1, which reports the methods used to determine inventory 

cost by 600 industrial and merchandising corporations whose annual reports are 

reviewed and summarized by the AICPA. It is significant that many companies use 

at least two methods and that only 14 companies use LIFO for all inventories. The mix 

of inventory cost-flow assumptions used in practice emphasizes the complex ramifica-

tions of selecting a cost-flow assumption.  

 8. What does it mean to say that net income includes inventory profi ts? QWhat Does
It Mean?
Answer  on 
page  179

   Inventory Accounting System Alternatives 

 The system to account for inventory cost flow is often quite complex in practice 

because most firms have hundreds or thousands of inventory items. There are two 

principal inventory  accounting systems : perpetual and periodic. 

  In a  perpetual inventory system , a record is made of every purchase and every 

sale, and a continuous record of the quantity and cost of each item of inventory 

is maintained. Computers have made perpetual inventory systems feasible for an 

increasingly large number of small to medium-sized retail organizations that were 

Study

Suggestion

   This is a difficult but important concept to grasp, so please consider the following example: 

Assume that Cruisers, Inc., sells a boat to a customer for $2,000 and uses the FIFO assumption. 

For argument’s sake, assume that the cost of goods sold for this boat is $1,500 (taken from 

the beginning inventory); yet the current cost of replacing the boat has recently increased to 

$1,850, and the tax rate is 30%. The income tax owed by Cruisers, Inc., from this sale would be 

$150, computed as ($2,000 � $1,500 ) � 30%, and when this amount is added to the cost of 

replacing the boat, the company hasn’t had any positive net cash flow! However, on the income 

statement, net income would be $350 ($2,000 � $1,500 � $150). 
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forced in previous years to use periodic systems. Advances in the use of product bar 

coding and scanning devices at cash registers, as well as radio frequency identification 

tags, have lowered the costs of maintaining perpetual records. The accounting issues 

involved with a perpetual system are easy to understand (see Business in Practice—

The Perpetual Inventory System) once you have learned how the alternative cost-

flow assumptions are applied in a periodic system (refer to Exhibit 5-4 if you need a 

review). 

  In a  periodic inventory system , a count of the inventory on hand (taking 

a  physical inventory ) is made periodically—frequently at the end of the fiscal 

year—and the cost of the inventory on hand, based on the cost-flow assumption 

being used, is determined and subtracted from the sum of the beginning inventory 

and purchases to determine the cost of goods sold. This calculation is illustrated 

with the following cost of goods sold model, using data from the FIFO cost-flow 

assumption of Exhibit 5-4:

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  7,500

Purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    66,480

Cost of goods available for sale  . . . . . . . . . . . . . . . . .  $73,980

Less: Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . .   (13,680)

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . .  $60,300

  The examples in Exhibit 5-4 use the periodic inventory system. Although less 

detailed record keeping is needed for the periodic system than for the perpetual 

system, the efforts involved in counting and costing the inventory on hand are still 

significant. 

  Even when a perpetual inventory system is used, it is appropriate to periodically 

verify that the quantity of an item shown by the perpetual inventory record to be on 

hand is the quantity actually on hand. Bookkeeping errors and theft or mysterious 

disappearance will cause differences between the recorded and actual quantities of 

inventory items. When differences are found, it is appropriate to reflect these as in-

ventory losses, or corrections to cost of goods sold, as appropriate. If the losses are 

significant, management probably would authorize an investigation to determine the 

cause of the loss and develop recommendations for strengthening the system of inter-

nal control over inventories. 

  This discussion of accounting for inventories has focused on the products avail-

able for sale to the entity’s customers. A retail firm would use the term  merchandise 
inventory  to describe this inventory category; a manufacturing firm would use the 

term  finished goods inventory . Besides finished goods inventory, a manufacturing 

firm will have two other broad inventory categories: raw materials and work in pro-

cess. In a manufacturing firm, the  Raw Materials Inventory  account is used to hold 

the costs of raw materials until the materials are released to the factory floor, at which 

time the costs are transferred to the  Work in Process Inventory  account. Direct 

labor costs (wages of production workers) and factory overhead costs (e.g., factory 

utilities, maintenance costs for production equipment, and the depreciation of fac-

tory buildings and equipment) are also recorded in the Work in Process Inventory 

account. These costs,  incurred in making the product , as opposed to costs of selling 

the product or administering the company generally, are appropriately related to the 

inventory items being produced and become part of the product cost to be accounted 
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for as an asset (inventory) until the product is sold. Accounting for production costs 

is a large part of cost accounting, a topic that will be explored in more detail in 

Chapter 13. 

Business in 

Practice

  The Perpetual Inventory System 

  Under a perpetual inventory system, the cost-flow assumption used by the firm is applied on a 

day-to-day basis as sales are recorded, rather than at the end of the year (or month). This allows 

the firm to record increases to Cost of Goods Sold and decreases to Inventory on a daily basis. 

This makes sense from a matching perspective because the sale of inventory is what triggers the 

cost of goods sold. The following financial statement effects occur at the point of sale:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

Record sale of goods:
�  Accounts 

Receivable
(or Cash)

Recognize cost of goods sold:
� Inventory

 � Sales

 �  Cost of 
Goods 
Sold

   The entries to reflect these transactions are:

Dr. Accounts Receivable (or Cash)  . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dr. Cost of Goods Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

xx

xx

  Thus a continuous (or perpetual) record is maintained of the inventory account balance. Under 

FIFO, the periodic and perpetual systems will always produce the same results for ending in-

ventory and cost of goods sold. Why would this be the case? Even though the FIFO rules are 

applied at different points in time—at the end of the year (or month) with periodic, and daily with 

perpetual—the first-in cost will remain in inventory until the next item of inventory is sold. Once 

first in, always first in, and costs flow from Inventory to Cost of Goods Sold based strictly on 

the chronological order of purchase transactions. The results are the same under either system 

because whenever the question “What was the first-in cost?” is asked (daily or monthly), the 

answer is the same. 

  Under LIFO, when the question “What was the last-in cost?” is asked, the answer will 

change each time a new item of inventory is purchased. In a perpetual system, the last-in costs 

must be determined on a daily basis so that cost of goods sold can be recorded as sales trans-

actions occur; the cost of the most recently purchased inventory items is assigned to Cost of 

Goods Sold each day. But as soon as new items of inventory are purchased, the last-in costs 

are redefined accordingly. This differs from the periodic approach to applying the LIFO rules. In 

a periodic system, the last-in costs are assumed to relate only to those inventory items that are 

purchased toward the end of the year (or month), even though some of the sales transactions 

occurred earlier in the year (or month). 

  The weighted-average method becomes a “moving” average under the perpetual system. 

As with the LIFO method, when the question “What was the average cost of inventory?” is 

asked, the answer is likely to change each time new inventory items are purchased.   
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    Inventory Errors 

 Errors in the amount of ending inventory have a direct dollar-for-dollar effect on 

cost of goods sold and net income. This direct link between inventory amounts and 

reported profit or loss causes independent auditors, income tax auditors, and financial 

analysts to look closely at reported inventory amounts. The following T-account dia-

gram illustrates this link: 

Balance Sheet Income Statement

Inventory (asset) Cost of Goods Sold (expense)

Beginning bal-
ance

Cost of goods Cost of goods
purchased or sold Cost of goods
manufactured sold

Ending balance

  The cost of goods sold model illustrated earlier expresses the same relationships 

depicted in the T-account diagram but in a slightly different manner. Shown next is a 

simplified income statement for the months of January and February, using the cost of 

goods sold model and assumed amounts: 

January February

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,000 $8,000

Cost of Goods Sold: 
 Beginning inventory . . . . . . . . . . . . . . . . . . . . $1,200 $  900

 Cost of goods purchased or manufactured. .  4,100  5,500

 Cost of goods available for sale  . . . . . . . . . . $5,300 $6,400

 Less: ending inventory. . . . . . . . . . . . . . . . . .   (900)  (1,400)

 Cost of goods sold  . . . . . . . . . . . . . . . . . . . .  (4,400)   (5,000)

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,600 $3,000

Operating expenses  . . . . . . . . . . . . . . . . . . . . .      (600)  (1,000)

Net income (ignoring income taxes)  . . . . . . . . . $1,000 $2,000

 The amount of goods available for sale during the period must either remain on hand 

as ending inventory (asset) or flow to the income statement as cost of goods sold (ex-

pense). If the beginning balance of inventory and the cost of goods purchased or man-

ufactured are accurate, an error in the ending inventory affects cost of goods sold (in 

the opposite direction). For example, if ending inventory for January is  understated by 

$100 (ending inventory should have been $1,000) in this example, then cost of goods 

sold for January will be overstated by $100. Do you agree that if ending inventory in 

January is $1,000, then cost of goods sold for January will be $4,300? Overstated cost 

of goods sold results in understated gross profit and net income. How much would 

these amounts be for January if the $100 error were corrected? (Note that sales and 

operating expenses are not affected by the error.)  

  The error will also affect cost of goods sold and net income of the subsequent pe-

riod, but the effects of the error will be reversed because one period’s ending inventory 

is the next period’s beginning inventory. In our example, the beginning inventory for 

February should be $1,000, rather than $900. With understated beginning inventory, the 

cost of goods available for sale will also be understated by $100 (it should be $6,500). 

LO 9

   Understand the impact 

of inventory errors on 

the balance sheet and 

income statement. 
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Assuming that ending inventory was valued correctly in February, then cost of goods 

sold will be understated by $100 (it should be $5,100), which in turn will cause gross 

profit and net income to be overstated by $100. What are the correct amounts for these 

items in February? Take some time to puzzle through these relationships. 

  When the periodic inventory system is used, a great deal of effort is made to 

ensure that the ending inventory count and valuation are as accurate as possible be-

cause inventory errors can have a significant impact on both the balance sheet and 

the income statement for each period affected. Note, however, that this type of error 

“washes out” over the two periods taken together ( total  net income is not affected by 

the error) assuming that the inventory at the end of the second period is counted cor-

rectly. Check this out by adding together the total net income for January and February 

before and after the error is corrected. 

 9. What does it mean to say that an error in the ending inventory of the current 

accounting period has an equal but opposite effect on the net income of the 

 subsequent accounting period? QWhat Does
It Mean?
Answer  on 
page  179

     Balance Sheet Valuation at the Lower of Cost or Market 

 Inventory carrying values on the balance sheet are reported at the lower of cost or 
market. This reporting is an application of accounting conservatism. The “market” 

of lower of cost or market is generally the replacement cost of the inventory on the 

balance sheet date. If market value is lower than cost, then a loss is reported in the 

accounting period in which the decline in inventory value occurred. The loss is recog-

nized because the decision to buy or make the item was costly to the extent that the 

item could have been bought or manufactured at the end of the accounting period for 

less than its original cost. 

  The lower-of-cost-or-market determination can be made with respect to individual 

items of inventory, broad categories of inventory, or to the inventory as a whole. A valu-

ation adjustment will be made to reduce the carrying value of inventory items that have 

become obsolete or that have deteriorated and will not be salable at normal prices. 

 The effects of inventory errors on cost of goods sold and gross profit are difficult to reason 

through. Two alternative approaches to solving this difficult problem in your head are to use 

T-accounts for Inventory and Cost of Goods Sold, or to use the cost of goods sold model. The 

captions for the model are (a) Beginning inventory, (b) Cost of goods purchased or manufac-

tured, (c) Cost of goods available for sale, (d) Ending inventory, and (e) Cost of goods sold. Under 

either approach, you would: 

1.    Plug in the “as reported” results for each year. 

2.    Make the necessary corrections to these amounts to determine the “as corrected” 

results. 

3.    Compare your results—before and after the corrections—to determine the effects of the 

error(s).   

Study

Suggestion
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   Prepaid Expenses and Other Current Assets 
  Other current assets are principally prepaid expenses—that is, expenses that have 

been paid in the current fiscal period but that will not be subtracted from revenue 

until a subsequent fiscal period. This is the opposite of an accrual and is referred to 

in accounting and bookkeeping jargon as a deferral or deferred charge (or deferred 
debit because charge is a bookkeeping synonym for debit). An example of a deferred 
charge transaction is a premium payment to an insurance company. It is standard 

business practice to pay an insurance premium at the beginning of the period of insur-

ance coverage. Assume that a one-year casualty insurance premium of $1,800 is paid 

on November 1, 2010. At December 31, 2010, insurance coverage for two months 

has been received, and it is appropriate to recognize the cost of that coverage as an 

expense. However, the cost of coverage for the next 10 months should be deferred—

that is, not shown as an expense but reported as prepaid insurance, an asset. Usual 

bookkeeping practice is to record the premium payment transaction as an increase 

in the Prepaid Insurance asset account and then to transfer a portion of the premium 

to the Insurance Expense account as the expense is incurred. Using the horizontal 

model, this transaction and the adjustment affect the financial statements as follows: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

Payment of premium for the year:
Cash
� 1,800

Prepaid Insurance
� 1,800

Recognition of expense for two months:
Prepaid
Insurance
� 300

Insurance
Expense 
� 300

  The journal entries are: 

Nov. 1

Dec. 31

Dr. Prepaid Insurance. . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Payment of one-year premium.

Dr. Insurance Expense . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Prepaid Insurance. . . . . . . . . . . . . . . . . . . . . . .

 Insurance expense for two months incurred.

1,800

  300

1,800

  300

  The balance in the Prepaid Insurance asset account at December 31 would 

be $1,500, which represents the premium for the next 10 months’ coverage that 

has already been paid and will be transferred to Insurance Expense over the next 

10 months. 

  Other expenses that could be prepaid and included in this category of current 

assets include rent, office supplies, postage, and travel expense advances to sales-

people and other employees. The key to deferring these expenses is that they can be 

LO 10

   Understand what 

prepaid expenses 

are and how they 

are reported on the 

balance sheet. 
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objectively associated with a benefit to be received in a future period. Advertising 

expenditures are not properly deferred because determining objectively how much of 

the benefit of advertising was received in the current period and how much of the ben-

efit will be received in future periods is impossible. As with advertising expenditures, 

research and development costs are not deferred but are instead treated as expenses in 

the year incurred. The accountant’s principal concerns are that the prepaid item be a 

properly deferred expense and that it will be used up, and become an expense, within 

the one-year time frame for classification as a current asset.   

 10.  What does it mean to defer an expense? QWhat Does
It Mean?
Answer  on 
page  179

  Deferred Tax Assets 
  Deferred income taxes arise from timing differences in the fiscal year in which 

revenues and expenses are recognized for financial accounting and income tax pur-

poses. When an expense is recognized for financial accounting purposes in a fiscal 

year before the fiscal year in which it is deductible in the determination of taxable 

income, a  deferred tax asset  arises. Deferred tax assets commonly arise from em-

ployee benefit costs, accrued pension and postretirement benefits, bad debts and 

inventory obsolescence provisions, accrued warranty costs, and other current year 

expenses that are not deductible for income tax purposes until a later year. Deferred 

tax assets represent a reduction in the income tax liability of a future year when the 

expense will become deductible for tax purposes. If this benefit will be realized in 

the coming year, the deferred tax asset is a current asset; otherwise it is a noncur-

rent asset. 

  As discussed in Chapter 7,  deferred tax liabilities  also must be reported by firms 

for the probable future tax consequences of events that have occurred up to the bal-

ance sheet date. As explained more thoroughly in Chapter 7, the effect of recognizing 

deferred tax assets and liabilities is to report as income tax expense an amount that is 

appropriate for the amount of earnings before income taxes, even though the amount 

of income taxes actually payable for the fiscal year is more or less than the income 

tax expense recognized. Accounting for deferred income taxes is a complex issue 

that has caused a lot of debate within the accounting profession. For now, you should 

understand that there are a number of timing differences between the revenue and ex-

pense recognition practices of financial accounting and the regulations of income tax 

determination, and that deferred tax assets and liabilities are recorded to account for 

these differences. 

  Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter.  
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  Summary 

 This chapter has discussed the accounting for and the presentation of the following 

balance sheet current assets and related income statement accounts:  

Balance Sheet

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

Cash

Marketable 
 Securities

Interest 
 Receivable

Accounts 
 Receivable

(Allowance for 
 Bad Debts)

Inventory 

Prepaid 
 Expenses
Deferred 
 Tax Assets

Interest 
 Income

Sales 
 Revenue

Bad Debts 
 Expense
Cost of 
 Goods 
 Sold 

Operating 
 Expenses
Income Tax 
 Expense

  The amount of cash reported on the balance sheet represents the cash available to 

the entity as of the close of business on the balance sheet date. Cash available in bank 

accounts is determined by reconciling the bank statement balance with the entity’s 

book balance. Reconciling items are caused by timing differences (such as deposits in 

transit or outstanding checks) and errors. 

  Petty cash funds are used as a convenience for making small disbursements of 

cash. Entities temporarily invest excess cash in short-term marketable securities to 

earn interest income. Cash managers invest in short-term, low-risk securities that are 

not likely to have a widely fluctuating market value. Marketable securities that will 

be held until maturity are reported in the balance sheet at cost; securities that may be 

traded or that are available for sale are reported at market value. 

  Accounts receivable are valued in the balance sheet at the amount expected to be 

collected, referred to as the net realizable value. This valuation principle, as well as 

the matching concept, requires that the estimated losses from uncollectible accounts 

be recognized in the fiscal period in which the receivable arose. A valuation adjust-

ment recognizing bad debts expense and using the Allowance for Bad Debts account 

accomplishes this. When a specific account receivable is determined to be uncollect-

ible, it is written off against the allowance account. 

  Firms encourage customers to pay their bills promptly by allowing a cash dis-

count if the bill is paid within a specified period such as 10 days. Cash discounts are 

classified in the income statement as a deduction from sales revenue. It is appropriate 

to reduce accounts receivable with an allowance for estimated cash discounts, which 

accomplishes the same objectives associated with the allowance for bad debts. 

  Organizations have a system of internal control to promote the effectiveness and 

efficiency of the organization’s operations, the reliability of the organization’s financial 

reporting, and the organization’s compliance with applicable laws and regulations. 
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  Notes receivable usually have a longer term than accounts receivable, and they 

bear interest. The accounting for notes receivable is similar to that for accounts 

receivable. 

  Accounting for inventories involves selecting and applying a cost-flow assump-

tion that determines the assumed pattern of cost flow from the Inventory asset account 

to the Cost of Goods Sold expense account. The alternative cost-flow assumptions 

are specific identification; weighted average; first-in, first-out; and last-in, first-out. 

The assumed cost flow will probably differ from the physical flow of the product. 

When price levels change, different cost-flow assumptions result in different cost 

of goods sold amounts in the income statement and different Inventory account 

balances in the balance sheet. The cost-flow assumption used also influences the 

effect of inventory quantity changes on the balance in both Cost of Goods Sold 

and ending Inventory. Because of the significance of inventories in most balance 

sheets and the direct relationship between inventory and cost of goods sold, ac-

curate accounting for inventories must be achieved if the financial statements are 

to be meaningful. 

  Prepaid expenses (or deferred charges) arise in the accrual accounting process. To 

achieve an appropriate matching of revenue and expense, amounts prepaid for insur-

ance, rent, and other similar items should be recorded as assets (rather than expenses) 

until the period in which the benefits of such payments are received. 

  Deferred tax assets arise when an expense is recognized for financial accounting 

purposes in a year before it is deductible for income tax purposes. 

  Refer to the  Intel Corporation  balance sheet and related notes in the appendix, 

and to other financial statements you may have, and observe how current assets are 

presented.  

  Key Terms and Concepts 

   administrative controls (p. 150)   Features of the internal control system that emphasize 

adherence to management’s policies and operating efficiency.  

  Allowance for Uncollectible Accounts (or Allowance for Bad Debts) (p. 156)   The valuation 

allowance that results in accounts receivable being reduced by the amount not expected to be 

collected.  

  bad debts expense (or uncollectible accounts expense) (p. 156)   An estimated expense, 

recognized in the fiscal period of the sale, representing accounts receivable that are not expected 

to be collected.  

  bank reconciliation (p. 151)   The process of bringing into agreement the balance in the Cash 

account in the entity’s ledger and the balance reported by the bank on the bank statement.  

  bank service charge (p. 151)   The fee charged by a bank for maintaining the entity’s checking 

account.  

  carrying value (p. 156)   The balance of the ledger account (including related contra accounts, if 

any) of an asset, liability, or owners’ equity account. Sometimes referred to as book value.  

  cash (p. 149)   A company’s most liquid asset; includes money in change funds, petty cash, 

undeposited receipts such as currency, checks, bank drafts, and money orders, and funds 

immediately available in bank accounts.  

  cash discount (p. 158)   A discount offered for prompt payment.  

  cash equivalents (p. 149)   Short-term, highly liquid investments that can be readily converted into 

cash with a minimal risk of price change due to interest rate movements; examples include U.S. 

Treasury securities, bank CDs, money market funds, and commercial paper.  
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  collateral (p. 159)   Assets of a borrower that can be used to satisfy the obligation if payment is 

not made when due.  

  collect on delivery (COD) (p. 149)   A requirement that an item be paid for when it is delivered. 

Sometimes COD is defined as “cash” on delivery.  

  commercial paper (p. 149)   A short-term security usually issued by a large, creditworthy 

corporation.  

  contra asset (p. 156)   An account that normally has a credit balance that is subtracted from a 

related asset on the balance sheet.  

  cost-flow assumption (p. 162)   An assumption made for accounting purposes that identifies how 

costs flow from the Inventory account to the Cost of Goods Sold account. Alternatives include 

specific identification; weighted average; first-in, first-out; and last-in, first-out.  

  cost of goods sold model (p. 169)   The way to calculate cost of goods sold when the periodic 

inventory system is used. The model is

    Beginning inventory 

  � Purchases 

    Cost of goods available for sale 

  � Ending inventory 

  � Cost of goods sold   

  credit terms (p. 158)   A seller’s policy with respect to when payment of an invoice is due and 

what cash discount (if any) is allowed.  

  deferred charge (p. 173)   An expenditure made in one fiscal period that will be recognized as an 

expense in a future fiscal period. Another term for a prepaid expense.  

  deferred tax asset (p. 174)   An asset that arises because of temporary differences between when 

an item is recognized for book and tax purposes.  

  deferred tax liability (p. 174)   A liability that arises because of temporary differences between 

when an item is recognized for book and tax purposes.  

  deposit in transit (p. 151)   A bank deposit that has been recorded in the entity’s cash account but 

that does not appear on the bank statement because the bank received the deposit after the date of 

the statement.  

  financial controls (p. 150)   Features of the internal control system that emphasize accuracy of 

bookkeeping and financial statements and protection of assets.  

  finished goods inventory (p. 169)   The term used primarily by manufacturing firms to describe 

inventory ready for sale to customers.  

  first-in, first-out (FIFO) (p. 164)   The inventory cost-flow assumption that the first costs in to 

inventory are the first costs out to cost of goods sold.  

  imprest account (p. 149)   An asset account that has a constant balance in the ledger; cash on hand 

and vouchers (as receipts for payments) add up to the account balance. Used especially for petty 

cash funds.  

  internal control system (p. 149)   Policies and procedures designed to provide reasonable 

assurance that objectives are achieved with respect to

1.     The effectiveness and efficiency of the operations of the organization.  

2.    The reliability of the organization’s financial reporting.  

3.    The organization’s compliance with applicable laws and regulations.     

  inventory accounting system (p. 168)   The method used to account for the movement of items 

in to inventory and out to cost of goods sold. The alternatives are the periodic system and the 

perpetual system.  

  inventory profits (p. 167)   Profits that result from using the FIFO cost-flow assumption rather 

than LIFO during periods of inflation. Sometimes called phantom profits.  

  last-in, first-out (LIFO) (p. 164)   The inventory cost-flow assumption that the last costs in to 

inventory are the first costs out to cost of goods sold.  
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  LIFO liquidation (p. 167)   Under the LIFO cost-flow assumption, when the number of units 

sold during the period exceeds the number of units purchased or made, at least some of the 

costs assigned to the LIFO beginning inventory are transferred to cost of goods sold. As a result, 

outdated costs are matched with current revenues and inventory profits occur.  

  lower of cost or market (p. 172)   A valuation process that may result in an asset being reported at 

an amount less than cost.  

  merchandise inventory (p. 169)   The term used primarily by retail firms to describe inventory 

ready for sale to customers.  

  net realizable value (p. 155)   The amount of funds expected to be received upon sale or 

liquidation of an asset. For accounts receivable, the amount expected to be collected from 

customers after allowing for bad debts and estimated cash discounts.  

  note receivable (p. 159)   A formal document (usually interest bearing) that supports the financial 

claim of one entity against another.  

  NSF (not sufficient funds) check (p. 151)   A check returned by the maker’s bank because there 

were not enough funds in the account to cover the check.  

  operating cycle (p. 146)   The average time needed for a firm to convert an amount invested in 

inventory back to cash. For most firms, the operating cycle is measured as the average number 

of days to produce and sell inventory plus the average number of days to collect accounts 

receivable.  

  outstanding check (p. 151)   A check that has been recorded as a cash disbursement by the entity 

but that has not yet been processed by the bank.  

  periodic inventory system (p. 169)   A system of accounting for the movement of items in to 

inventory and out to cost of goods sold that involves periodically making a physical count of the 

inventory on hand.  

  perpetual inventory system (p. 168)   A system of accounting for the movement of items in 

to inventory and out to cost of goods sold that involves keeping a continuous record of items 

received, items sold, inventory on hand, and cost of goods sold.  

  petty cash (p. 149)   A fund used for small payments for which writing a check is inconvenient.  

  phantom profits (p. 167)   See inventory profits.  

  physical inventory (p. 169)   The process of counting the inventory on hand and determining its 

cost based on the inventory cost-flow assumption being used.  

  prepaid expenses (p. 173)   Expenses that have been paid in the current fiscal period but that will 

not be subtracted from revenues until a subsequent fiscal period when the benefits are received. 

Usually a current asset. Another term for deferred charge.  

  prepaid insurance (p. 173)   An asset account that represents an expenditure made in one fiscal 

period for insurance that will be recognized as an expense in a subsequent fiscal period to which 

the coverage applies.  

  raw materials inventory (p. 169)   Inventory of materials ready for the production process.  

  short-term marketable securities (p. 152)   Investments made with cash not needed for current 

operations.  

  specific identification (p. 162)   The inventory cost-flow assumption that matches cost flow with 

physical flow.  

  uncollectible accounts expense (p. 156)   See bad debts expense.  

  valuation account (p. 157)   A contra account that reduces the carrying value of an asset to a net 

realizable value that is less than cost.  

  valuation adjustment (p. 156)   An adjustment that results in an asset being reported at a net 

realizable value that is less than cost.  

  weighted average (p. 162)   The inventory cost-flow assumption that is based on an average of the 

cost of beginning inventory plus the cost of purchases during the year, weighted by the quantity 

of items at each cost.  
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  work in process inventory (p. 169)   Inventory account for the costs (raw materials, direct labor, 

and manufacturing overhead) of items that are in the process of being manufactured.  

  write-off (p. 157)   The process of removing a specific account receivable that is not expected 

to be collected from the Accounts Receivable account. Also used generically to describe the 

reduction of an asset and the related recognition of an expense or loss.    

 

 1.     It means that the asset is cash, or it is an asset that is expected to be converted to 

cash or used up in the operating activities of the entity within one year.  

 2.   It means that from the board of directors down through the organization, the 

policies and procedures related to effectiveness and efficiency of operations, 

reliability of financial reporting, and compliance with laws and regulations are 

understood and followed.  

 3.   It means that the balance in the Cash account in the ledger has been brought into 

agreement with the balance on the bank statement by recognizing timing differ-

ences and errors.  

 4.   It means that cash not immediately required for use by the entity is invested tem-

porarily to earn a return and thus increase the entity’s ROI and ROE.  

 5.   It means that interest has not been received by the entity for part of the period 

for which funds have been invested even though the interest has been earned, so 

interest receivable and interest income are recognized by an adjustment.  

 6.   It means that the estimate of accounts receivable that will not be collected is 

subtracted from the total accounts receivable because it isn’t yet known which 

specific accounts receivable will not be collected.  

 7.   It means to identify the method used to transfer the cost of an item sold from the 

Inventory asset account in the balance sheet to the Cost of Goods Sold expense 

account in the income statement. This is different from the physical flow, which 

describes the physical movement of product from storeroom to customer. The 

alternative inventory cost-flow assumptions are FIFO, LIFO, weighted-average 

cost, and specific identification.  

 8.   It means that because of applying a particular inventory cost-flow assumption 

(usually FIFO), net income is higher than what it would have been if an alternative 

cost-flow assumption had been used (usually LIFO).   

 9.   It means that an ending inventory error affects cost of goods sold on the income 

statement for two consecutive periods. Because ending inventory of one period is 

beginning inventory of the next period, the over/understatement of cost of goods 

sold in one period will be reversed in the next period.  

10.   It means to delay the income statement recognition of an expense until a future period 

to which it is applicable. Even though a cash payment has been made, the expense 

has not yet been incurred. An asset account is established for the prepaid expense.    

  Self-Study Material 

 Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter. 

AA N S W E R S  T O

What Does 
It Mean?
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  Matching I  Following are a number of the key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter 

for the key term or concept to each definition provided (items 1–10). Note that not all 

key terms and concepts will be used. Answers are provided at the end of this chapter.

 a.    Petty cash  

 b.   Bank reconciliation  

 c.   Deposit in transit  

 d.   Outstanding check  

 e.   Bank service charge  

 f.   Not sufficient funds (NSF) check  

 g.   Imprest account  

 h.   Short-term marketable securities  

 i.   Commercial paper  

 j.   Perpetual system  

 k.   Cash discount  

 l.   Credit terms  

 m.   Notes receivable  

 n.   Collateral  

 o.   Cost-flow assumption  

 p.   Specific identification  

 q.   First-in, first-out (FIFO)  

 r.   Last-in, first-out (LIFO)  

 s.   Weighted average  

 t.   Periodic system   

 1.    The inventory cost-flow assumption based on an average of the cost of 

beginning inventory and the cost of purchases during the year (taking into 

account the quantity of items at each cost).  

 2.   A formal document that supports the claim of one entity against another for 

an amount owed.  

 3.   A check returned by the maker’s bank because the account did not have 

enough funds to cover the check.  

 4.   A check that has been recorded as a cash disbursement by the entity but 

that has not yet been processed by the bank.  

 5.   A system of accounting for the movement of items into inventory and out 

to cost of goods sold that involves a continuous record of items received 

and items sold.  

 6.   Investments made with cash not needed for current operations.  

 7.   The process of bringing into agreement the balance in the Cash account in 

the entity’s ledger and the balance reported on the bank statement.  

 8.   A short-term security usually issued by a large, creditworthy corporation.  

 9.   A bank deposit that has been recorded in the entity’s Cash account but 

that does not appear on the bank statement because the bank received the 

deposit after the date of the statement.  

 10.   The fee charged by a bank for maintaining the entity’s checking account.    

  Matching II  Following are a number of the key terms and concepts introduced in 

the chapter, along with a list of corresponding definitions. Match the appropriate 

letter for the key term or concept to each definition provided (items 1–10). Note that 

not all key terms and concepts will be used. Answers are provided at the end of this 

chapter.

 a.    Contra asset  

 b.   Aging of accounts receivable  

 c.   Bad Debts Expense (or Uncollectible 

Accounts Expense)  

 d.   Allowance for Bad Debts (or Allow-

ance for Uncollectible Accounts)  

 e.   Valuation account  

 f.   Write-off  
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 1.    A valuation process that may result in an asset being reported at an amount 

less than cost.  

 2.   The process of removing an account receivable that is not expected to be 

collected from the Accounts Receivable account. Also used generically to 

describe the reduction of an asset and the related recognition of an expense.  

 3.   Expenses that have been paid in the current fiscal period but that will not 

be subtracted from revenue until a subsequent fiscal period. Usually a 

current asset.  

 4.   The valuation allowance that results in accounts receivable being reduced 

by the amount not expected to be collected.  

 5.   Increases in net income that result from using the FIFO cost-flow 

assumption rather than LIFO during periods of inflation.  

 6.   Features of the internal control system that emphasize accuracy of 

bookkeeping and financial statements, and protection of assets.  

 7.   The process of counting the inventory on hand and determining its cost 

based on the inventory cost-flow assumption being used.  

 8.   Inventory account for the costs (raw materials, direct labor, and manufacturing 

overhead) of items that are in the process of being manufactured.  

 9.   The process of estimating the appropriate allowance for uncollectible 

accounts by classifying accounts according to the length of time they have 

been on the books.  

 10.   Inventory ready for sale to customers.    

  Multiple Choice  For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter.

 1.    All of the following are typically classifi ed as current assets except
 a.    Marketable Securities.  

 b.   Accounts Receivable.  

 c.   Cash.  

 d.   Equipment.  

 e.   Notes Receivable.     

 2.   Internal control systems involve a series of checks and balances that separate 

each of the functional duties involved in processing a transaction, and are 

normally designed to do all of the following except
 a.     Promote accuracy and reliability of the company’s records and fi nancial 

statements.  

 b.    Safeguard and protect a company’s assets against improper or unauthorized use.  

 c.    Prevent groups of employees from committing collusive acts of fraud.  

 g.   Internal control system  

 h.   Financial controls  

 i.   Administrative controls  

 j.   Prepaid insurance  

 k.   Physical inventory  

 l.   Lower of cost or market  

 m.   Inventory profits (or phantom profits)  

 n.   Finished Goods Inventory  

 o.   Raw Materials Inventory  

 p.   Work in Process Inventory  

 q.   Prepaid expenses  

 r.   Deferral   
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 d.    Encourage employees to adhere to the company’s prescribed policies and 

procedures.  

 e.    Provide an environment that is conducive to effi cient operation of the 

organization.     

 3.   Bank reconciliations often result in the recording of adjusting (or correcting) 

entries affecting the cash account on the books of the company involved. Which 

of the following items would not cause such an adjustment?

 a.    Bank service charges.  

 b.   Outstanding checks.  

 c.   Notes collected on behalf of the company by the bank.  

 d.   Errors made in recording amounts of checks written.  

 e.   Not suffi cient funds checks.     

 4.   Regarding bank reconciliations, which of the following is true?

 a.    Deposits in transit are added to the bank balance.  

 b.   Service charges are subtracted from the bank balance.  

 c.    Interest earned on notes collected by the bank is not a reconciling item (only 

the note itself is a reconciling item).  

 d.   NSF checks result in the recognition of bad debts expense on the books.  

 e.   Outstanding checks are subtracted from the book balance.     

 5.   Inventories

 a.     represent a major portion of the property, plant, and equipment assets for 

many fi rms.  

 b.    are recorded as debits to assets when purchased and as debits to expenses 

when used.  

 c.   must be accounted for using either the LIFO or FIFO method.  

 d.   are not an important component of working capital for most fi rms.  

 e.   decrease ROI because they use cash.     

 6.   LIFO

 a.    is the only method of inventory costing that is allowed for tax purposes.  

 b.    assigns the highest dollar amount to ending inventory when prices are 

rising.  

 c.   is used in infl ationary times to improve net income.  

 d.    is required for fi nancial reporting purposes for fi rms that use it for tax 

purposes.  

 e.    presents the best approximation of the underlying value of inventory on the 

balance sheet.     

 7.   When comparing its effects to LIFO during an infl ationary time, the effects of 

FIFO are to

 a.    decrease net income and decrease total assets.  

 b.   decrease net income and increase total assets.  

 c.   increase net income and decrease total assets.  

 d.   increase net income and increase total assets.     
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 8.   As contrasted with the periodic inventory system, the perpetual system

 a.    shows higher ending inventory and lower cost of goods sold in all cases.  

 b.    does not require a continuous record of all purchases and sales made during 

the period.  

 c.   is easier to use and does not often require the use of computers.  

 d.    provides better information for management to control unauthorized use and 

theft of inventory.     

 9.   Assuming that ending inventory is counted correctly at the end of 2011, an error 

in the physical count of ending inventory at the end of 2010 will have had an 

effect on all of the following  except 
 a.    cost of goods sold in the year of the error (2010).  

 b.   total assets in the year of the error (2010).  

 c.   cost of goods sold in the year after the error (2011).  

 d.   total assets in the year after the error (2011).     

10.   On July 31, 2010, the Prepaid Insurance account for St. Bede Abbey Press had 

a balance of $3,600, which was recorded that day for the payment of a fi ve-year 

insurance premium. On December 31, 2010, at the end of the fi scal year, 

St. Bede would make the following adjusting entry:     

 a.

 b.

 c.

 d.

Insurance expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Prepaid insurance. . . . . . . . . . . . . . . . . . . . . . . .

Insurance expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Prepaid insurance. . . . . . . . . . . . . . . . . . . . . . . .

Prepaid insurance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Insurance expense  . . . . . . . . . . . . . . . . . . . . . . .

Prepaid insurance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Insurance expense  . . . . . . . . . . . . . . . . . . . . . . .

  300

  600

3,300

3,000

  300

  600

3,300

3,000

  Exercises 

 Bank reconciliation Prepare a bank reconciliation as of October 31 from the fol-

lowing information:

a.    The October 31 cash balance in the general ledger is $844.  

b.   The October 31 balance shown on the bank statement is $373.  

c.    Checks issued but not returned with the bank statement were No. 462 for $13 

and No. 483 for $50.  

d.    A deposit made late on October 31 for $450 is included in the general ledger 

balance but not in the bank statement balance.  

e.    Returned with the bank statement was a notice that a customer’s check for 

$75 that was deposited on October 25 had been returned because the customer’s 

account was overdrawn.  

f.    During a review of the checks that were returned with the bank statement, it 

was noted that the amount of Check No. 471 was $65 but that in the company’s 

records supporting the general ledger balance, the check had been erroneously 

recorded as a payment of an account payable in the amount of $56.     

accounting

Exercise 5.1
 LO 3 
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  Bank reconciliation Prepare a bank reconciliation as of August 31 from the 

following information:

a.    The August 31 balance shown on the bank statement is $9,810.  

b.   There is a deposit in transit of $1,260 at August 31.  

c.   Outstanding checks at August 31 totaled $1,890.  

d.    Interest credited to the account during August but not recorded on the compa-

ny’s books amounted to $108.  

e.    A bank charge of $36 for checks was made to the account during August. 

Although the company was expecting a charge, its amount was not known until 

the bank statement arrived.  

f.    In the process of reviewing the canceled checks, it was determined that a check 

issued to a supplier in payment of accounts payable of $631 had been recorded 

as a disbursement of $361.  

g.    The August 31 balance in the general ledger Cash account, before reconciliation, 

is $9,378.     

  Bank reconciliation adjustment
a.     Show the reconciling items in a horizontal model or write the adjusting jour-

nal entry (or entries) that should be prepared to reflect the reconciling items of 

Exercise 5.1.  

b.    What is the amount of cash to be included in the October 31 balance sheet for 

the bank account reconciled in Exercise 5.1?     

  Bank reconciliation adjustment
a.     Show the reconciling items in a horizontal model or write the adjusting jour-

nal entry (or entries) that should be prepared to reflect the reconciling items of 

Exercise 5.2.  

b.    What is the amount of cash to be included in the August 31 balance sheet for the 

bank account reconciled in Exercise 5.2?     

  Bad debts analysis—Allowance account On January 1, 2010, the balance 

in Tabor Co.’s Allowance for Bad Debts account was $13,400. During the first 

11 months of the year, bad debts expense of $21,462 was recognized. The balance in 

the Allowance for Bad Debts account at November 30, 2010, was $9,763. 

  Required: 
a.      What was the total of accounts written off during the first 11 months? 

 (Hint: Make a T-account for the Allowance for Bad Debts account.)   
b.    As the result of a comprehensive analysis, it is determined that the December 

31, 2010, balance of the Allowance for Bad Debts account should be $9,500. 

Show the adjustment required in the horizontal model or in journal entry format.  

c.    During a conversation with the credit manager, one of Tabor’s sales representa-

tives learns that a $1,230 receivable from a bankrupt customer has not been 

written off but was considered in the determination of the appropriate year-end 

balance of the Allowance for Bad Debts account balance. Write a brief expla-

nation to the sales representative explaining the effect that the write-off of this 

account receivable would have had on 2010 net income.      

Exercise 5.2
 LO 3 

Exercise 5.3
 LO 3 

Exercise 5.4
 LO 3 

Exercise 5.5
 LO 5 

mar27068_ch05_146-197.indd   184mar27068_ch05_146-197.indd   184 11/12/09   9:21:21 AM11/12/09   9:21:21 AM



 Chapter 5 Accounting for and Presentation of Current Assets 185

  Bad debts analysis—Allowance account On January 1, 2010, the balance 

in Kubera Co.’s Allowance for Bad Debts account was $9,720. During the year, a 

total of $23,900 of delinquent accounts receivable was written off as bad debts. The 

balance in the Allowance for Bad Debts account at December 31, 2010, was $10,480. 

  Required: 

a.      What was the total amount of bad debts expense recognized during the year? 

 (Hint: Make a T-account for the Allowance for Bad Debts account.)   
b.    As a result of a comprehensive analysis, it is determined that the December 31, 

2010, balance of Allowance for Bad Debts should be $23,200. Show in the hori-

zontal model or in journal entry format the adjustment required.      

  Cash discounts—ROI Annual credit sales of Nadak Co. total $340 million. The 

firm gives a 2% cash discount for payment within 10 days of the invoice date; 90% of 

Nadak’s accounts receivable are paid within the discount period.  

 Required: 

a.     What is the total amount of cash discounts allowed in a year?  

b.    Calculate the approximate annual rate of return on investment that Nadak Co.’s 

cash discount terms represent to customers who take the discount.      

  Cash discounts—ROI 
a.     Calculate the approximate annual rate of return on investment of the following 

cash discount terms:

 1.    1/15, n30.  

 2.   2/10, n60.  

  3.  1/10, n90.     

b.    Which of these terms, if any, is not likely to be a significant incentive to the cus-

tomer to pay promptly? Explain your answer.    

  Notes receivable—interest accrual and collection Agrico, Inc., accepted a 

10-month, 13.8% (annual rate), $4,500 note from one of its customers on June 15; 

interest is payable with the principal at maturity. 

  Required: 

a.      Use the horizontal model or write the entry to record the interest earned by 

Agrico during its fiscal year ended October 31.  

b.    Use the horizontal model or write the journal entry to record collection of the 

note and interest at maturity.      

  Notes receivable—interest accrual and collection Moiton Co.’s assets include 

notes receivable from customers. During fiscal 2010, the amount of notes receivable 

averaged $46,250, and the interest rate of the notes averaged 6.4%. 

  Required: 

a.      Calculate the amount of interest income earned by Moiton Co. during fiscal 

2010 and show in the horizontal model or write a journal entry that accrues the 

interest income earned from the notes.  

Exercise 5.6
 LO 5 

Exercise 5.7
 LO 5 

Exercise 5.8
 LO 5 

Exercise 5.9
 LO 6 

Exercise 5.10
 LO 6 
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186 Part 1 Financial Accounting

b.    If the balance in the Interest Receivable account increased by $1,200 from the 

beginning to the end of the fiscal year, how much interest receivable was col-

lected during the fiscal year? Use the horizontal model, a T-account, or write 

the journal entry to show the collection of this amount.      

  LIFO versus FIFO—matching and balance sheet impact Proponents of the 

LIFO inventory cost-flow assumption argue that this costing method is superior to 

the alternatives because it results in better matching of revenue and expense. 

  Required: 

a.     Explain why “better matching” occurs with LIFO.  

b.    What is the impact on the carrying value of inventory in the balance sheet when 

LIFO rather than FIFO is used during periods of inflation?      

  LIFO versus FIFO—impact on ROI Natco, Inc., uses the FIFO inventory cost-

flow assumption. In a year of rising costs and prices, the firm reported net income 

of $480,000 and average assets of $3,000,000. If Natco had used the LIFO cost-flow 

assumption in the same year, its cost of goods sold would have been $80,000 more than 

under FIFO, and its average assets would have been $80,000 less than under FIFO. 

  Required: 

a.     Calculate the firm’s ROI under each cost-flow assumption.  

b.    Suppose that two years later costs and prices were falling. Under FIFO, net 

income and average assets were $576,000 and $3,600,000, respectively. If LIFO 

had been used through the years, inventory values would have been $100,000 

less than under FIFO, and current year cost of goods sold would have been 

$40,000 less than under FIFO. Calculate the firm’s ROI under each cost-flow 

assumption.      

  Prepaid expenses—insurance 
a.     Use the horizontal model or write the journal entry to record the payment of a 

one-year insurance premium of $3,000 on March 1.  

b.    Use the horizontal model or write the adjusting entry that will be made at the 

end of every month to show the amount of insurance premium “used” that 

month.  

c.    Calculate the amount of prepaid insurance that should be reported on the August 

31 balance sheet with respect to this policy.  

d.    If the premium had been $6,000 for a two-year period, how should the prepaid 

amount at August 31 of the first year be reported on the balance sheet?  

e.    Why are prepaid expenses reflected as an asset instead of being recorded as an 

expense in the accounting period in which the item is paid?    

  Prepaid expenses—rent 
  (Note: See Problem 7.21 for the related unearned revenue accounting.)  
 On November 1, 2010, Wenger Co. paid its landlord $25,200 in cash as an advance 

rent payment on its store location. The six-month lease period ends on April 30, 

2011, at which time the contract may be renewed. 

Exercise 5.11
 LO 7, 8 

Exercise 5.12
 LO 7, 8 

Exercise 5.13
 LO 10 

Exercise 5.14
 LO 10 
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  Required: 

a.      Use the horizontal model or write the journal entry to record the six-month 

advance rent payment on November 1, 2010.  

b.    Use the horizontal model or write the adjusting entry that will be made at the 

end of every month to show the amount of rent “used” during the month.  

c.    Calculate the amount of prepaid rent that should be reported on the December 

31, 2010, balance sheet with respect to this lease.  

d.    If the advance payment made on November 1, 2010, had covered an 18-month 

lease period at the same amount of rent per month, how should Wenger Co. report 

the prepaid amount on its December 31, 2010, balance sheet?      

  Transaction analysis—various accounts Prepare an answer sheet with the 

column headings shown here. For each of the following transactions or adjustments, 

indicate the effect of the transaction or adjustment on the appropriate balance sheet 

category and on net income by entering for each account affected the account 

name and amount and indicating whether it is an addition (�) or a subtraction (�). 

Transaction a has been done as an illustration. Net income is not affected by every 

transaction. In some cases only one column may be affected because all of the 

specific accounts affected by the transaction are included in that category. 

Current 
Assets

Current 
Liabilities

Owners’ 
Equity

Net 
Income

a.  Accrued interest 

income of 

$15 on a note 

receivable. 
Interest 

Receivable 

� 15

Interest 

Income 

� 15

     b.    Determined that the Allowance for Bad Debts account balance should be 

increased by $2,200.  

c.    Recognized bank service charges of $30 for the month.  

d.    Received $25 cash for interest accrued in a prior month.  

e.    Purchased five units of a new item of inventory on account at a cost of $35 each. 

Perpetual inventory is maintained.  

f.    Purchased 10 more units of the same item at a cost of $38 each. Perpetual inven-

tory is maintained.  

g.    Sold eight of the items purchased (in e and f ) and recognized the cost of 

goods sold using the FIFO cost-flow assumption. Perpetual inventory is 

maintained.    

  Transaction analysis—various accounts Prepare an answer sheet with the 

column headings shown here. For each of the following transactions or adjustments, 

indicate the effect of the transaction or adjustment on the appropriate balance sheet 

category and on net income by entering for each account affected the account 

name and amount and indicating whether it is an addition (�) or a subtraction (�). 

Exercise 5.15
 LO 5, 6, 8 

Exercise 5.16
 LO 5, 8, 10 
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188 Part 1 Financial Accounting

Transaction a has been done as an illustration. Net income is not affected by every 

transaction. In some cases only one column may be affected because all of the 

specific accounts affected by the transaction are included in that category. 

Current 
Assets

Current 
Liabilities

Owners’ 
Equity

Net 
Income

a.  Accrued interest 

income of 

$15 on a note 

receivable.
Interest 

Receivable 

� 15

Interest 

Income 

� 15

b.         Determined that the Allowance for Bad Debts account balance should be 

decreased by $3,200 because expense during the year had been overestimated.  

c.    Wrote off an account receivable of $1,440.  

d.    Received cash from a customer in full payment of an account receivable of 

$500 that was paid within the 2% discount period. A Cash Discount Allowance 

account is maintained.  

e.    Purchased eight units of a new item of inventory on account at a cost of 

$40 each. Perpetual inventory is maintained.  

f.    Purchased 17 more units of the above item at a cost of $38 each. Perpetual 

inventory is maintained.  

g.    Sold 20 of the items purchased (in e and f ) and recognized the cost of goods sold 

using the LIFO cost-flow assumption. Perpetual inventory is maintained.  

h.    Paid a one-year insurance premium of $480 that applied to the next fiscal year.  

i.    Recognized insurance expense related to the preceding policy during the first 

month of the fiscal year to which it applied.    

  Transaction analysis—various accounts Prepare an answer sheet with the 

column headings shown here. For each of the following transactions or adjustments, 

indicate the effect of the transaction or adjustment on the appropriate balance sheet 

category and on net income by entering for each account affected the account 

name and amount and indicating whether it is an addition (�) or a subtraction (�). 

Transaction a has been done as an illustration. Net income is not affected by every 

transaction. In some cases only one column may be affected because all of the 

specific accounts affected by the transaction are included in that category. 

Current 
Assets

Current 
Liabilities

Owners’ 
Equity

Net 
Income

a.  Accrued interest 

income of 

$15 on a note 

receivable.
Interest 

Receivable 

� 15

Interest 

Income 

� 15

Exercise 5.17
 LO 5, 6, 7 
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b.        Recorded estimated bad debts in the amount of $700.  

c.   Wrote off an overdue account receivable of $520.  

d.   Converted a customer’s $1,200 overdue account receivable into a note.  

e.   Accrued $48 of interest earned on the note (in d).  

f.   Collected the accrued interest (in e).  

g.   Recorded $4,000 of sales, 80% of which were on account.  

h.   Recognized cost of goods sold in the amount of $3,200.    

  Transaction analysis—various accounts Prepare an answer sheet with the 

column headings shown here. For each of the following transactions or adjustments, 

indicate the effect of the transaction or adjustment on the appropriate balance sheet 

category and on net income by entering for each account affected the account 

name and amount and indicating whether it is an addition (�) or a subtraction (�). 

Transaction a has been done as an illustration. Net income is not affected by every 

transaction. In some cases only one column may be affected because all of the 

specific accounts affected by the transaction are included in that category. 

Current 
Assets

Current 
Liabilities

Owners’ 
Equity

Net 
Income

a.  Accrued interest 

income of 

$15 on a note 

receivable.
Interest 

Receivable 

� 15

Interest 

Income 

� 15

b.         Paid $2,800 in cash as an advance rent payment for a short-term lease that cov-

ers the next four months.  

c.    Recorded an adjustment at the end of the first month (of b) to show the amount 

of rent “used” in the month.  

d.    Inventory was acquired on account and recorded for $820. Perpetual inventory is 

maintained.  

e.    It was later determined that the amount of inventory acquired on account 

(in d) was erroneously recorded. The actual amount purchased was only $280. 

No payments have been made. Record the correction of this error.  

f.    Purchased 12 units of inventory at a cost of $40 each and then 8 more units of 

the same inventory item at $44 each. Perpetual inventory is maintained.  

g.    Sold 15 of the items purchased (in f ) for $60 each and received the entire 

amount in cash. Record the sales transaction and the cost of goods sold using 

the LIFO cost-flow assumption. Perpetual inventory is maintained.  

h.    Assume the same facts (in g) except that the company uses the FIFO costflow 

assumption. Record only the cost of goods sold.  

i.    Assume the same facts (in g) except that the company uses the weighted-average 

cost-flow assumption. Record only the cost of goods sold.  

j.    Explain why the sales transaction in h and i would be recorded in exactly the 

same way it was in g.    

Exercise 5.18
 LO 7, 8, 10 
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190 Part 1 Financial Accounting

  Problems 

 Bank reconciliation—compute Cash account balance and bank statement 
balance before reconciling items Beckett Co. received its bank statement for 

the month ending June 30, 2010, and reconciled the statement balance to the June 

30, 2010, balance in the Cash account. The reconciled balance was determined to be 

$4,800. The reconciliation recognized the following items: 

1.    Deposits in transit were $2,100.  

2.   Outstanding checks totaled $3,000.  

3.   Bank service charges shown as a deduction on the bank statement were $50.  

4.   An NSF check from a customer for $400 was included with the bank statement. 

The firm had not been previously notified that the check had been returned NSF.  

5.   Included in the canceled checks was a check actually written for $890. However, 

it had been recorded as a disbursement of $980.   

  Required: 
a.     What was the balance in Beckett Co.’s Cash account before recognizing any of 

the preceding reconciling items?  

b.   What was the balance shown on the bank statement before recognizing any of 

the preceding reconciling items?      

  Bank reconciliation—compute Cash account balance and bank statement 
balance before reconciling items Branson Co. received its bank statement for 

the month ending May 31, 2010, and reconciled the statement balance to the May 

31, 2010, balance in the Cash account. The reconciled balance was determined to be 

$18,600. The reconciliation recognized the following items: 

1.    A deposit made on May 31 for $10,200 was included in the Cash account bal-

ance but not in the bank statement balance.  

2.   Checks issued but not returned with the bank statement were No. 673 for $2,940 

and No. 687 for $5,100.  

3.   Bank service charges shown as a deduction on the bank statement were $240.  

4.   Interest credited to Branson Co.’s account but not recorded on the company’s 

books amounted to $144.  

5.   Returned with the bank statement was a “debit memo” stating that a customer’s 

check for $1,920 that had been deposited on May 23 had been returned because 

the customer’s account was overdrawn.  

6.   During a review of the checks that were returned with the bank statement, it 

was noted that the amount of check No. 681 was $960 but that in the company’s 

records supporting the Cash account balance, the check had been erroneously 

recorded in the amount of $96.   

  Required: 
a.     What was the balance in Branson Co.’s Cash account before recognizing any of 

these reconciling items?  

b.   What was the balance shown on the bank statement before recognizing any of 

these reconciling items?      

accounting

Problem 5.19
 LO 3 

Problem  5.20
 LO 3 
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 Chapter 5 Accounting for and Presentation of Current Assets 191

  Bad debts analysis—Allowance account and financial statement effect 
The following is a portion of the current assets section of the balance sheets of 

Avanti’s, Inc., at December 31, 2011 and 2010:

12/31/11 12/31/10

Accounts receivable, less allowance for bad debts 

 of $9,500 and $17,900, respectively . . . . . . . . . . . . . . . . . . . . . . . $173,200 $236,400

  Required: 
a.     If $11,800 of accounts receivable were written off during 2011, what was the 

amount of bad debts expense recognized for the year?  (Hint: Use a T-account 
model of the Allowance account, plug in the three amounts that you know, and 
solve for the unknown.)   

b.   The December 31, 2011, Allowance account balance includes $3,100 for a past 

due account that is not likely to be collected. This account has not been written off. 

 If it had been written off , what would have been the effect of the write-off on

 1.    Working capital at December 31, 2011?  

 2.   Net income and ROI for the year ended December 31, 2011?     

c.   What do you suppose was the level of Avanti’s sales in 2011, compared to 

2010? Explain your answer.      

  Bad debts analysis—Allowance account and financial statement effects 

The following is a portion of the current asset section of the balance sheets of HiROE 

Co., at December 31, 2011 and 2010:

December 31, 2011 December 31, 2010

Accounts receivable, less allowance for 

 uncollectible accounts of $54,000 and 

 $18,000, respectively . . . . . . . . . . . . . . . . . 906,000 722,000

   Required: 
a.     Describe how the allowance amount at December 31, 2011, was most likely 

determined.  

b.   If bad debts expense for 2011 totaled $48,000, what was the amount of accounts 

receivable written off during the year?  (Hint: Use the T-account model of the 
Allowance account, plug in the three amounts that you know, and solve for the 
unknown.)   

c.   The December 31, 2011, Allowance account balance includes $21,000 for a past 

due account that is not likely to be collected. This account has  not  been written 

off.  If it had been written off , what would have been the effect of the write-off on

 1.    Working capital at December 31, 2011?  

 2.   Net income and ROI for the year ended December 31, 2011?     

d.   What do you suppose was the level of HiROE’s sales in 2011, compared to 

2010? Explain your answer.  

e.   Calculate the ratio of the Allowance for Uncollectible Accounts balance to the 

Accounts Receivable balance at December 31, 2010, and 2011. What factors 

might have caused the change in this ratio?       

Problem 5.21
 LO 5 

Problem 5.22
 LO 5 
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192 Part 1 Financial Accounting

 Analysis of accounts receivable and allowance for bad debts—determine 
beginning balances A portion of the current assets section of the December 31, 

2011, balance sheet for Carr Co. is presented here:

Accounts receivable . . . . . . . . . . . . . . . . . . . . .  $50,000

Less: Allowance for bad debts . . . . . . . . . . . . .     (7,000) $43,000

  The company’s accounting records revealed the following information for the year 

ended December 31, 2011:

Sales (all on account) . . . . . . . . . . . . . . . . . . . . . . . . . .  $400,000

Cash collections from customers . . . . . . . . . . . . . . . . .  410,000

Accounts written off . . . . . . . . . . . . . . . . . . . . . . . . . . .  15,000

Bad debts expense (accrued at 12/31/11) . . . . . . . . . .  12,000

   Required: 
  Using the information provided for 2011, calculate the net realizable value of 

accounts receivable at December 31, 2010, and prepare the appropriate balance sheet 

presentation for Carr Co., as of that point in time.    (Hint: Use T-accounts to analyze 
the Accounts Receivable and Allowance for Bad Debts accounts. Remember that you 
are solving for the beginning balance of each account.)  

     Analysis of accounts receivable and allowance for bad debts—determine 
ending balances A portion of the current assets section of the December 31, 2010, 

balance sheet for Gibbs Co. is presented here:

Accounts receivable . . . . . . . . . . . . . . . . . . .  $63,000

Less: Allowance for bad debts . . . . . . . . . . .  (9,000) $54,000

  The company’s accounting records revealed the following information for the year 

ended December 31, 2011:

Sales (all on account) . . . . . . . . . . . . . . . . . . . . . . . . . .  $480,000

Cash collections from customers . . . . . . . . . . . . . . . . .  435,000

Accounts written off . . . . . . . . . . . . . . . . . . . . . . . . . . .  10,500

Bad debts expense (accrued at 12/31/11) . . . . . . . . . .  16,500

   Required: 
  Calculate the net realizable value of accounts receivable at December 31, 2011, and 

prepare the appropriate balance sheet presentation for Gibbs Co., as of that point in 

time.    (Hint: Use T-accounts to analyze the Accounts Receivable and Allowance for 
Bad Debts accounts.)  

     Cost-flow assumptions—FIFO and LIFO using a periodic system Mower- 

Blower Sales Co. started business on January 20, 2010. Products sold were snow 

Problem 5.23
 LO 5 

Problem 5.24
 LO 5 

Problem 5.25
LO 7, 8
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blowers and lawn mowers. Each product sold for $350. Purchases during 2010 were 

as follows:

Blowers Mowers

January 21 20 @ $200

February 3 40 @  195

February 28 30 @  190

March 13 20 @  190

April 6 20 @ $210

May 22 40 @  215

June 3 40 @  220

June 20 60 @  230

August 15 20 @  215

September 20 20 @  210

November 7 20 @  200

  The December 31, 2010, inventory included 10 blowers and 25 mowers. Assume the 

company uses a periodic inventory system. 

  Required: 
a.     What will be the  difference  between ending inventory valuation at December 31, 

2010, and cost of goods sold for 2010, under the FIFO and LIFO cost-flow 

assumptions? (Hint: Compute ending inventory and cost of goods sold under 
each method, and then compare results.) 

b.    If the cost of mowers had increased to $240 each by December 1, and if man-

agement had purchased 30 mowers at that time, which cost-flow assumption 

was probably being used by the firm? Explain your answer.       

 Cost-flow assumptions—FIFO, LIFO, and weighted average using a 
periodic system The following data are available for Sellco for the fiscal year 

ended on January 31, 2011:

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,600 units

Beginning inventory  . . . . . . . . . . . . . . . . . . . . .   500 units @ $4

Purchases, in chronological order . . . . . . . . . . .   600 units @ $5

   800 units @ $6

   400 units @ $8

   Required: 
   a.  Calculate cost of goods sold and ending inventory under the following cost-flow 

assumptions (using a periodic inventory system):

   1.  FIFO. 

   2.  LIFO. 

   3.   Weighted average. Round the unit cost answer to two decimal places and 

ending inventory to the nearest $10. 

     b.  Assume that net income using the weighted-average cost-flow assumption is 

$58,000. Calculate net income under FIFO and LIFO. 

Problem 5.26
LO 7, 8
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194 Part 1 Financial Accounting

       Cost-flow assumptions—FIFO and LIFO using periodic and perpetual 
systems The inventory records of Kuffel Co. reflected the following information 

for the year ended December 31, 2010:

Date Transaction

Number 

of Units

Unit 

Cost

Total 

Cost

1/1 Beginning inventory ........................... 150 $30 $4,500

2/22 Purchase ...........................................  70  33   2,310

3/7 Sale ................................................... (100)  —   —

4/15 Purchase ...........................................  90  35   3,150

6/11 Purchase ........................................... 140  36   5,040

9/28 Sale ................................................... (100)  —   —

10/13 Purchase ...........................................  50  38   1,900

12/4 Sale ................................................... (100)  —   —

   Required: 
   a.  Assume that Kuffel Co. uses a periodic inventory system. Calculate cost of 

goods sold and ending inventory under FIFO and LIFO. 

  b.  Assume that Kuffel Co. uses a perpetual inventory system. Calculate cost of 

goods sold and ending inventory under FIFO and LIFO. 

  c.  Explain why the FIFO results for cost of goods sold and ending inventory are 

the same in your answers to parts a and b, but the LIFO results are different. 

       Cost-flow assumptions—FIFO and LIFO using periodic and perpetual 
systems The inventory records of Cushing, Inc., reflected the following information 

for the year ended December 31, 2010:

Number 

of Units

Unit 

Cost

Total 

Cost

Inventory, January 1 ........................................................................ 200 $13 $ 2,600

Purchases:

May 30 ........................................................................................... 320   15     4,800

September 28 ................................................................................ 400   16     6,400

Goods available for sale .................................................................. 920 $13,800

Sales:

February 22 .................................................................................... (140)

June 11 .......................................................................................... (300)

November 1 ................................................................................... (380)

Inventory, December 31 .................................................................. 100

   Required: 
a.     Assume that Cushing, Inc., uses a periodic inventory system. Calculate cost of 

goods sold and ending inventory under FIFO and LIFO. 

  b.  Assume that Cushing, Inc., uses a perpetual inventory system. Calculate cost of 

goods sold and ending inventory under FIFO and LIFO. 

Problem 5.27
 LO 7, 8 

Problem 5.28
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  c.  Explain why the FIFO results for cost of goods sold and ending inventory are 

the same in your answers to parts a and b, but the LIFO results are different. 

  d.  Explain why the results from the LIFO periodic calculations in part a cannot 

possibly represent the actual physical flow of inventory items. 

       Effects of inventory errors
a.    If the beginning balance of the Inventory account and the cost of items pur-

chased or made during the period are correct, but an error resulted in overstat-

ing the firm’s ending inventory balance by $5,000, how would the firm’s cost 

of goods sold be affected? Explain your answer by drawing T-accounts for the 

Inventory and Cost of Goods Sold accounts and entering amounts that illustrate 

the difference between correctly stating and overstating the ending inventory 

balance. 

  b.  If management wanted to understate profits, would ending inventory be under-

stated or overstated? Explain your answer. 

      Effects of inventory errors Following are condensed income statements for Uncle 

Bill’s Home Improvement Center for the years ended December 31, 2011, and 2010:

2011 2010

Sales .............................................................. $541,200 $523,600

Cost of Goods Sold:

Beginning inventory ........................................ $  91,400 $  85,300

Cost of goods purchased ...............................   393,000   366,500

Cost of goods available for sale ...................... $484,400 $451,800

Less: ending inventory ....................................     (79,800)     (91,400)

Cost of goods sold .........................................   (404,600)   (360,400)

Gross profi t ..................................................... $136,600 $163,200

Operating expenses .......................................   (103,700)     (94,700)

Net income (ignoring income taxes) ................ $  32,900 $  68,500

  Uncle Bill was concerned about the operating results for 2011 and asked his recently 

hired accountant, “If sales increased in 2011, why was net income less than half of 

what it was in 2010?” In February of 2012, Uncle Bill got his answer: “The ending 

inventory reported in 2010 was overstated by $23,500 for merchandise that we 

were holding on consignment on behalf of Kirk’s Servistar. We still keep some of 

their appliances in stock, but the value of these items was not included in the 2011 

inventory count because we don’t own them.” 

  a.  Recast the 2010 and 2011 income statements to take into account the correction 

of the 2010 ending inventory error. 

  b.  Calculate the combined net income for 2010 and 2011 before and after the cor-

rection of the error. Explain to Uncle Bill why the error was corrected in 2011 

before it was actually discovered in 2012. 

  c.  What effect, if any, will the error have on net income and owners’ equity in 

2012? 

Problem 5.29
 LO 7 

Problem 5.30
 LO 7 

e celx
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196 Part 1 Financial Accounting

     Case 

 Comparative analysis of current asset structures The 2008 annual reports of 

Pearson plc and  The McGraw-Hill Companies, Inc. , two publishing and information 

services companies, included the following selected data as at December 31, 2008, 

and 2007:

PEARSON PLC

(Amounts in millions) 2008 2007

Cash and cash equivalents ..................................................................... £   685 £   560

Trade and other receivables, net of provisions for bad and doubtful 

 debts, and sales returns of £ 444 in 2008 and £ 333 in 2007 ..............    1,342       946

Inventories ..............................................................................................        501       368

Financial assets—marketable securities and derivative fi nancial 

 instruments .........................................................................................

 

       57         68

Noncurrent assets classifi ed as held for sale ...........................................     —        117

Total current assets ................................................................................ £2,585 £2,059

THE McGRAW-HILL COMPANIES, INC.

(Amounts in thousands) 2008 2007

Cash and cash equivalents .................................................................... $   471,671 $   396,096

Accounts receivable (net of allowances for doubtful accounts and 

 sales returns of $268,685 in 2008 and $267,681 in 2007) .................    1,060,858 1,189,205

Total inventories .....................................................................................       369,679 350,668

Deferred income taxes ...........................................................................       285,364 280,525

Prepaid and other current assets ...........................................................       115,151       127,172

Total current assets ............................................................................... $ 2,302,723 $ 2,343,666

   Required: 
a.     Do you notice anything unusual about the data presented for Pearson? Comment 

specifically about some of the difficulties you would expect to encounter 

when comparing financial statement data of a U.S.-based company to data of 

a non–U.S.-based company. 

b.    Review the current asset data presented for each company. Comment briefly 

about your first impressions concerning the relative composition of current 

assets within each company. 

c.    Pearson’s revenues are derived from educational publishing (65%) includ-

ing Prentice Hall and Addison-Wesley, consumer publishing (19%) including 

Penguin Books, newsprint (8%) such as  Financial Times , and information and 

media services (8%). McGraw-Hill’s revenues are derived from educational pub-

lishing (42%), financial services such as Standard & Poor’s (42%), and informa-

tion and media services (16%) such as J.D. Power and Associates and  Business-
Week . How can these data help you make sense of your observations in part b?   

Case 5.31
LO 5, 7

accounting
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     Answers to Self-Study Material 

   Matching I: 1. s, 2. m, 3. f, 4. d, 5. j, 6. h, 7. b, 8. i, 9. c, 10. e 

   Matching II: 1. l, 2. f, 3. q, 4. d, 5. m, 6. h, 7. k, 8. p, 9. b, 10. n 

   Multiple choice: 1. d, 2. c, 3. b, 4. a, 5. b, 6. d, 7. d, 8. d, 9. d, 10. a 
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6
  Noncurrent assets include land, buildings, and equipment (less accumulated depreciation);  intangible 

assets such as leaseholds, patents, trademarks, and goodwill; and natural resources. The presenta-

tion of property, plant, and equipment, and other noncurrent assets on the consolidated balance 

sheets of Intel Corporation, on page 688 of the appendix, appears straightforward. However, several 

business and accounting matters are involved in understanding this presentation. The objective of 

this chapter is to show you how to make sense of the noncurrent assets section of any balance 

sheet. 

  The primary issues related to the accounting for noncurrent assets are:

1.    Accounting for the acquisition of the asset.  

2.   Accounting for the use (depreciation) of the asset.  

3.   Accounting for maintenance and repair costs.  

4.   Accounting for the disposition of the asset.  

    LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand 

 1.    How the cost of land, buildings, and equipment is reported on the balance sheet.  

 2.   How the terms  capitalize  and expense are used with respect to property, plant, and equipment.  

 3.   Alternative methods of calculating depreciation for financial accounting purposes and the 

relative effect of each on the income statement (depreciation expense) and the balance 

sheet (accumulated depreciation).  

 4.   The accounting treatment of maintenance and repair expenditures.  

 5.   Why depreciation for income tax purposes is an important concern of taxpayers and how 

tax depreciation differs from financial accounting depreciation.  

 6.   The effect on the financial statements of the disposition of noncurrent assets, either by sale 

or abandonment.  

  Accounting for 
and Presentation of 
Property, Plant, and 
Equipment, and 
Other Noncurrent 
Assets 
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 7.   The difference between an operating lease and a capital lease.  

 8.   The similarities in the financial statement effects of buying an asset compared to using a 

capital lease to acquire the rights to an asset.  

 9.   The meaning of various intangible assets, how their values are measured, and how their 

costs are reflected in the income statement.  

 10.   The role of time value of money concepts in financial reporting and their usefulness in deci-

sion making.  

    Exhibit 6-1 highlights the balance sheet accounts covered in detail in this chapter 

and shows the income statement and statement of cash flows components affected by 

these accounts. 

     Land 
  Land owned and used in the operations of the firm is shown on the balance sheet at 

its original cost. All ordinary and necessary costs the firm incurs to get the land ready 

for its intended use are considered part of the original cost. These costs include the 

purchase price of the land, title fees, legal fees, and other costs related to the acquisi-

tion. If a firm purchases land with a building on it and razes the building so that a new 

one can be built to the firm’s specifications, then the cost of the land, old building, and 

razing (less any salvage proceeds) all become the cost of the land and are capitalized 
(see Business in Practice—Capitalizing versus Expensing) because all of these costs 

were incurred to get the land ready for its intended use. 

1. What does it mean to capitalize an expenditure? QWhat Does
It Mean?

Answer  on 
page  228

  Land acquired for investment purposes or for some potential future but undefined 

use is classified as a separate noncurrent and nonoperating asset. This asset is reported 

at its original cost. A land development company would treat land under development 

as inventory, and all development costs would be included in the asset carrying value. 

As lots are sold, the costs are transferred from inventory to cost of goods sold. 

  Because land is not “used up,” no accounting depreciation is associated with land. 

  When land is sold, the difference between the selling price and cost will be a gain 

or loss to be reported in the income statement of the period in which the sale occurred. 

For example, if a parcel of land on which Cruisers, Inc., had once operated a plant is 

sold this year for a price of $140,000 and the land had cost $6,000 when it was acquired 

35 years earlier, the effect of this transaction on the financial statements would be:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

Cash
� 140,000

Land
� 6,000

Gain on 
Sale of Land
� 134,000

LO 1

 Understand how the 

cost of land is reported 

on the balance sheet. 
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200 Part 1 Financial Accounting

Balance Sheet

Current Assets Chapter
 Cash and cash equivalents 5, 9

 Short-term marketable 

  securities 5

 Accounts receivable 5, 9

 Notes receivable 5

 Inventories 5, 9

 Prepaid expenses 5

 Deferred tax assets 5

Noncurrent Assets
 Land 6

 Buildings and equipment 6

 Assets acquired by 

  capital lease 6

 Intangible assets 6

 Natural resources 6

 Other noncurrent assets 6

Current Liabilities Chapter
 Short-term debt 7

 Current maturities of 

  long-term debt 7

 Accounts payable 7

 Unearned revenue or 

  deferred credits 7

 Payroll taxes and other 

  withholdings 7

 Other accrued liabilities 7

Noncurrent Liabilities
 Long-term debt 7

 Deferred income taxes 7

 Other long-term liabilities 7

Owners’ Equity
 Common stock 8

 Preferred stock 8

 Additional paid-in capital 8

 Retained earnings 8

 Treasury stock 8

 Accumulated other 

  comprehensive income (loss) 8

 Noncontrolling interest 8

Income Statement Statement of Cash Flows

Sales 5, 9

 Cost of goods sold 5, 9

Gross profit (or gross margin) 5, 9

 Selling, general, and 

  administrative expenses 5, 6, 9

Income from operations 9

 Gains (losses) on sale 

  of assets 6, 9

 Interest income 5, 9

 Interest expense 7, 9

 Income tax expense 7, 9

 Unusual items 9

Net income 5, 6, 7, 8, 9

Earnings per share 9

Primary topics of this chapter.

Other affected fi nancial statement components.

*May include short-term debt items as well.

Operating Activities
 Net income 5, 6, 7, 8, 9

 Depreciation expense 6, 9

 (Gains) losses on sale of assets  6, 9

 (Increase) decrease in 

  current assets 5, 9

 Increase (decrease) in 

  current liabilities 7, 9

Investing Activities
 Proceeds from sale of property, 

  plant, and equipment 6, 9

 Purchase of property, plant, 

  and equipment 6, 9

Financing Activities
 Proceeds from long-term debt* 7, 9

 Repayment of long-term debt* 7, 9

 Issuance of common / 

  preferred stock 8, 9

 Purchase of treasury stock 8, 9

 Payment of dividends 8, 9

Exhibit 6-1

Financial Statements—

The Big Picture
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    The entry for this transaction is:

Dr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

     Cr. Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

     Cr. Gain on Sale of Land. . . . . . . . . . . . . . . . . . . . . 

140,000

6,000

134,000

  Because land is carried on the books at original cost, the unrealized holding gain that 

had gradually occurred was ignored from an accounting perspective by Cruisers, Inc., 

until it sold the land (and realized the gain). Thus the financial statements for each 

of the years between purchase and sale would not have reflected the increasing value 

of the land. Instead the entire $134,000 gain will be reported in this year’s income 

statement. The gain will not be included with operating income; it will be highlighted 

in the income statement as a nonrecurring, nonoperating item (usually reported as an 

element of “other income or expense”), so financial statement users will not be led to 

expect a similar gain in future years. 

  The original cost valuation of land (and all other categories of noncurrent assets 

discussed in this chapter) is often criticized for understating asset values on the bal-

ance sheet and for failing to provide proper matching on the income statement. Cruis-

ers, Inc., management would have known that its land was appreciating in value over 

Business in 

Practice

  Capitalizing versus Expensing 

  An expenditure involves using an asset (usually cash) or incurring a liability to acquire goods, 

services, or other economic benefits. Whenever a firm buys something, it has made an expen-

diture. All expenditures must be accounted for as either assets (capitalizing an expenditure) or 

expenses (expensing an expenditure). Although this jargon applies to any expenditure, it is most 

prevalent in discussions about property, plant, and equipment. 

  Expenditures should be capitalized if the item acquired will have an economic benefit to the 

entity that extends beyond the end of the current fiscal year. However, expenditures for preven-

tive maintenance and normal repairs, even though they are needed to maintain the usefulness 

of the asset over a number of years, are expensed as incurred. The capitalize versus expense 

issue is resolved by applying the matching concept, under which costs incurred in generating 

revenues are subtracted from revenues in the period in which the revenues are earned. 

  When an expenditure is capitalized, plant assets increase. If the asset is depreciable—and 

all plant assets except land are depreciable—depreciation expense is recognized over the es-

timated useful life of the asset. If the expenditure is expensed, then the full cost is reflected in 

the current period’s income statement. There is a broad gray area between expenditures that 

are clearly assets and those that are obviously expenses. This gray area leads to differences of 

opinion that have a direct impact on the net income reported across fiscal periods. 

  The materiality concept (see Chapter 2) is often applied to the issue of accounting for capi-

tal expenditures. Generally speaking, most accountants will expense items that are not material. 

Thus the cost of a $25 wastebasket may be expensed, rather than capitalized and depreciated, 

even though the wastebasket clearly has a useful life of many years and should theoretically be 

accounted for as a capital asset. 

  Another factor that influences the capitalize versus expense decision is the potential income 

tax reduction in the current year that results from expensing. Although depreciation would be 

claimed (and income taxes reduced) over the life of a capitalized expenditure, many managers 

prefer the immediate income tax reduction that results from expensing. 

  This capitalize versus expense issue is another area in which accountants’ judgments can 

have a significant effect on an entity’s financial position and results of operations. Explanations 

in this text will reflect sound accounting theory. However, recognize that in practice there may 

be some deviation from theory.   

LO 2

Understand how the 

terms capitalize and 

expense are used with 

respect to property, 

plant, and equipment.
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202 Part 1 Financial Accounting

time, but this appreciation would not have been reflected on the balance sheet. The 

accounting profession defends the cost principle based on its reliability, consistency, 

and conservatism. To record land at market value would involve appraisals or other 

subjective estimates of value that could not be verified until an exchange transaction 

(sale) occurred. Although approximate market value would be more relevant than 

original cost for decision makers, original cost is the basis for accounting for noncur-

rent assets. You should be aware of this important limitation of the noncurrent asset 

information shown in balance sheets. 

2. What does it mean to state that balance sheet values do not represent current fair 

market values of long-lived assets?QWhat Does
It Mean?
Answer  on 
page  228

    Buildings and Equipment 
   Cost of Assets Acquired 

 Buildings and equipment are recorded at their original cost, which is the purchase 

price plus all the ordinary and necessary costs incurred to get the building or equip-

ment ready to use in the operations of the firm. “Construction in Progress,” or 

some similar description, is often used to accumulate the costs of facilities that are 

being constructed to the firm’s specifications until the completed assets are placed 

in service. Interest costs associated with loans used to finance the construction of 

a building are capitalized until the building is put into operation. Installation and 

shakedown costs (costs associated with adjusting and preparing the equipment to be 

used in production) incurred for a new piece of equipment should be capitalized. If 

a piece of equipment is made by a firm’s own employees, all of the material, labor, 

and overhead costs that would ordinarily be recorded as inventory costs (were the 

machine being made for an outside customer) should be capitalized as equipment 

costs. Such costs are capitalized because they are directly related to assets that will 

be used by the firm over several accounting periods and are not related only to cur-

rent period earnings. 

  Original cost is not usually difficult to determine, but when two or more noncur-

rent assets are acquired in a single transaction for a lump-sum purchase price, the 

cost of each asset acquired must be measured and recorded separately. In such cases, 

an allocation of the “basket” purchase price is made to the individual assets acquired 

based on relative appraisal values on the date of acquisition. Exhibit 6-2 illustrates this 

allocation process and the related accounting. 

   Depreciation for Financial Accounting Purposes 

 In financial accounting, depreciation is an application of the matching concept. The 

original cost of noncurrent assets represents the prepaid cost of economic benefits 

that will be received in future years. To the extent that an asset is “used up” in the 

operations of the entity, a portion of the asset’s cost should be subtracted from the rev-

enues that were generated through the use of the asset. Thus the depreciation process 

involves an allocation of the cost of an asset to the years in which the benefits of the 

asset are expected to be received. Depreciation is not an attempt to recognize a loss in 

LO 1

 Understand how the 

cost of buildings and 

equipment is reported 

on the balance sheet. 
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Exhibit 6-2

Basket Purchase 

 Allocation Illustrated

  Situation: 
  Cruisers, Inc., acquired a parcel of land, along with a building and some production 

equipment, from a bankrupt competitor for $200,000 in cash. Current values reported 

by an independent appraiser were land, $20,000; building, $170,000; and equipment, 

$60,000. 

    Allocation of Acquisition Cost: 

 Appraised 
Asset Value

Percent 
of Total* Cost Allocation

Land  . . . . . . . . . . . . . . .  $  20,000

Building . . . . . . . . . . . . .  170,000

Equipment. . . . . . . . . . .      60,000

 . . . . . . . . . . . . . . . . . . .  $250,000

  8%

 68%

 24%

100%

$200,000 �   8% � $   16,000

$200,000 �   8% �    136,000

$200,000 � 24% �       48,000

          $200,000

*$20,000  ∕  $250,000 � 8%; $170,000  ∕  $250,000 � 68%; $60,000  ∕  $250,000 � 24%.

   Effect of the Acquisition on the Financial Statements: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

Land
� 16,000

Building
� 136,000

Equipment
� 48,000

Cash
� 200,000

     Entry to Record the Acquisition: 

Dr. Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Dr. Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Dr. Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

     Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

16,000

136,000

48,000

200,000

market value or any difference between the original cost and replacement cost of an 

asset. In fact, the market value of noncurrent assets may actually increase as they are 

used—but appreciation is not presently recorded (as discussed in the land section of 

this chapter). Depreciation expense is recorded in each fiscal period, and its effect on 

the financial statements is shown below: 

 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

�  Accumulated 
Depreciation

�  Depreciation 
Expense
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  The adjusting entry to record depreciation is:

Dr. Depreciation Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

     Cr. Accumulated Depreciation. . . . . . . . . . . . . . . . . . . . . . . . . .  xx

  Accumulated depreciation is another contra asset, and the balance in this account is the 

cumulative total of all the depreciation expense that has been recorded over the life of 

the asset up to the balance sheet date. It is classified with the related asset on the balance 

sheet as a subtraction from the cost of the asset. The difference between the cost of an 

asset and the accumulated depreciation on that asset is the  net book value  (carrying 

value) of the asset. The balance sheet presentation of a building asset and its related 

Accumulated Depreciation account (using assumed amounts) looks like this:

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $100,000

Less: Accumulated depreciation . . . . . . . . . . . . . . . . . . . . . .      (15,000)

Net book value of building  . . . . . . . . . . . . . . . . . . . . . . . . . .  $  85,000

  or as more commonly reported, like this:

Building, less accumulated depreciation of $15,000 . . . . . . . . . . . $85,000

  With either presentation, the user can determine how much of the cost has been rec-

ognized as expense since the asset was acquired—which would not be possible if the 

Building account was directly reduced for the amount depreciated each year. This is 

why a contra asset account is used for accumulated depreciation. 

   Note that cash is not involved in the depreciation expense entry.  The entity’s Cash 

account was affected when the asset was purchased or as it is being paid for if a li-

ability was incurred when the asset was acquired. The fact that depreciation expense 

does not affect cash is important in understanding the statement of cash flows, which 

identifies the sources and uses of a firm’s cash during a fiscal period. 

  There are several alternative methods of calculating depreciation expense for financial 

accounting purposes. Each involves spreading the amount to be depreciated, which is the 

asset’s cost minus its estimated salvage value, over the asset’s estimated useful life to the 

entity. The depreciation method selected does not affect the total depreciation expense to 

be recognized over the life of the asset; however, different methods result in different pat-

terns of depreciation expense by fiscal period. There are two broad categories of deprecia-

tion calculation methods: the straight-line methods and accelerated methods. Depreciation 

expense patterns resulting from these alternatives are illustrated in Exhibit 6-3. 

3. What does it mean to say that depreciation expense does not affect cash?QWhat Does
It Mean?
Answer  on 
page  228

   Accelerated depreciation methods  result in greater depreciation expense and lower 

net income than straight-line depreciation during the early years of the asset’s life. During 

the later years of the asset’s life, annual depreciation expense using accelerated methods 

is less than it would be using straight-line depreciation, and net income is higher. 
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  Which method is used, and why? For reporting to stockholders, most firms use 

the straight-line depreciation method because in the early years of an asset’s life it 

results in lower depreciation expense and hence higher reported net income than accel-

erated depreciation. In later years, when accelerated depreciation is less than straight-

line depreciation, total depreciation expense using the straight-line method will still be 

less than under an accelerated method if the amount invested in new assets has grown 

each year. Such a regular increase in depreciable assets is not unusual for firms that 

are growing, assuming that prices of new and replacement equipment are rising. 

  The specific depreciation calculation methods are 

  Straight-line 
   Straight line.  

  Units of production.  

    Accelerated 
   Declining balance.  

  Sum-of-the-years’ digits.    
 The straight-line, units-of-production, and declining-balance depreciation calculation 

methods are illustrated in Exhibit 6-4.  1       

   Depreciation calculations using the straight-line, units-of-production, and sum-

of-the-years’-digits methods involve determining the amount to be depreciated by 

subtracting the estimated salvage value from the cost of the asset. Salvage value is 

considered in the declining-balance method only near the end of the asset’s life when 

salvage value becomes the target for net book value. 

  The declining-balance calculation illustrated in Exhibit 6-4 is known as  double-
declining balance  because the depreciation rate used is double the straight-line rate. 

In some instances the rate used is 1.5 times the straight-line rate; this is referred to as 

 150% declining-balance depreciation.  Whatever rate is used, a constant percentage is 

applied each year to the declining balance of the net book value. 

  Although many firms will use a single depreciation method for all of their depre-

ciable assets, the consistency concept is applied to the depreciation method used for 

a particular asset acquired in a particular year. Thus it is possible for a firm to use an 

accelerated depreciation method for some of its assets and the straight-line method 

for other assets. Differences can even occur between similar assets purchased in the 

same or different years. To make sense of the income statement and balance sheet, it is 

necessary to find out from the footnotes to the financial statements which depreciation 

methods are used (see p. 695 of the Intel annual report in the appendix). 

LO 3

 Understand the 

alternative methods of 

calculating depreciation 

for financial accounting 

purposes and the 

relative effect of 

each on the income 

statement and the 

balance sheet. 
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Accelerated depreciation Exhibit 6-3

Depreciation Expense 

Patterns

1The sum-of-the-years’ digits method is not illustrated because it is seldom used in practice.
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Exhibit 6-4

Depreciation Calculation 

Methods

  Assumptions: 
  Cruisers, Inc., purchased a molding machine at the beginning of 2010 at a cost of 

$22,000. 

 The machine is estimated to have a useful life to Cruisers, Inc., of five years and an 

estimated salvage value of $2,000. 

 It is estimated that the machine will produce 200 boat hulls before it wears out. 

a.    Straight-line depreciation:  

 Annual depreciation expense �   
Cost � Estimated salvage value

   ______________________________   
Estimated useful life 

  

  �   
$22,000 � $2,000

  __________________  
5 years

   

  �$4,000 

 Alternatively, a straight-line depreciation rate could be determined and multiplied by 

the amount to be depreciated: 

 Straight-line depreciation rate �   1 ___________  
Life in years

   �   1 __ 
5
   � 20% 

  Annual depreciation expense � 20% � $20,000 � $4,000 

b.   Units-of-production depreciation:  

 Depreciation expense per unit produced �   
Cost � Estimated salvage value

   _____________________________   
Estimated total units to be made

   

  �   
$22,000 − $2,000

  _________________  
200 hulls 

  

  � $100 

 Each year’s depreciation expense would be $100 multiplied by the number of hulls 

produced. 

c.   Declining-balance depreciation:  

 Annual depreciation expense �  Double the straight-line depreciation rate 

� Asset’s net book value at beginning of year 

  Straight-line depreciation rate �   1 ___________  
Life in years

   �   1 __ 
5
   � 20% 

 Double the straight-line depreciation rate is 40%. 

 Net Book   Depreciation  Net Book
 Value at Beginning   Expense Accumulated Value at End
 of Year Factor for the Year Depreciation of Year

2010   $22,000 � 0.4 � $8,800 $  8,800 $13,200

2011   13,200 � 0.4 � 5,280 14,080 7,920

2012   7,920 � 0.4 � 3,168 17,248 4,752

2013   4,752 � 0.4 � 1,901 19,149 2,851

2014   2,851 � 0.4 � 851* 20,000 2,000

  Recap of depreciation expense by year and method:
 Straight-Line Declining Balance

2010  . . . . . .  $  4,000 $  8,800

2011  . . . . . .  4,000 5,280

2012  . . . . . .  4,000 3,168

2013  . . . . . .  4,000 1,901

2014  . . . . . .      4,000        851

Total . . . . . . .  $20,000 $20,000

*Depreciation expense at the end of the asset’s life is equal to an amount that will cause the net book value to 

equal the asset’s estimated salvage value.

  Note that the total depreciation expense for the five years is the same for both methods; it is the pattern of 

the expense that differs. Because depreciation is an expense, the effect on operating income of the alternative 

methods will be opposite; 2010 operating income will be higher if the straight-line method is used and lower if 

the declining-balance method is used.   
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  Table 6-1 summarizes the depreciation methods used for stockholder reporting pur-

poses by 600 large firms. 

    The estimates made of useful life and salvage value are educated guesses to be 

sure, but accountants, frequently working with engineers, can estimate these factors 

with great accuracy. A firm’s experience and equipment replacement practices are con-

sidered in the estimating process. For income tax purposes (see Business in Practice—

Depreciation for Income Tax Purposes), the useful life of various depreciable assets is 

determined by the Internal Revenue Code, which also specifies that salvage values are 

to be ignored. 

  In practice, a number of technical accounting challenges must be considered in 

calculating depreciation. These include part-year depreciation for assets acquired or 

disposed of during a year, changes in estimated salvage value and∕or useful life after 

the asset has been depreciated for some time, asset improvements (or  betterments ), 

and asset grouping to facilitate the depreciation calculation. These are beyond the 

scope of this text; your task is to understand the alternative calculation methods and 

the different effect of each on both depreciation expense in the income statement and 

accumulated depreciation (and net book value) on the balance sheet. 

4. What does it mean to use an accelerated depreciation method?

5. What does it mean to refer to the tax benefi t of depreciation expense? QWhat Does
It Mean?

Answers  on 
page  228

  Maintenance and Repair Expenditures

  Preventive maintenance expenditures and routine repair costs are clearly expenses 

of the period in which they are incurred. There is a gray area with respect to some 

maintenance expenditures, however, and accountants’ judgments may differ. If a 

maintenance expenditure will extend the useful life and∕or increase the salvage value 

of an asset beyond that used in the original depreciation calculation, it is appropriate 

that the expenditure be capitalized and that the remaining depreciable cost of the asset 

be depreciated over the asset’s remaining useful life. 

    In practice, most accountants decide in favor of expensing rather than capitalizing for 

several reasons. Revising the depreciation calculation data is frequently time-consuming 

with little perceived benefit. Because depreciation involves estimates of useful life and 

salvage value to begin with, revising those estimates without overwhelming evidence 

LO 4

Understand the 

accounting treatment of 

maintenance and repair 

expenditures.

Table 6-1

Depreciation 

Calculation Methods 

Used by 600 Publicly 

Owned Industrial 

and Merchandising 

Corporations—2007

Methods
Number of
Companies

Straight line . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  594

Declining balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  13

Sum-of-the-years’ digits  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4

Accelerated method—not specifi ed. . . . . . . . . . . . . . . . . . . . .  24

Units of production  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  20

Group/Composite . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  11

Source: Accounting Trends and Techniques, Table 3–14, copyright © 2008 by American Institute of Certifi ed 

Public Accountants, Inc. Reprinted with permission.

mar27068_ch06_198-245.indd   207mar27068_ch06_198-245.indd   207 11/12/09   9:25:49 AM11/12/09   9:25:49 AM



208 Part 1 Financial Accounting

that they are significantly in error is an exercise of questionable value. For income tax 

purposes, most taxpayers would rather have a deductible expense now (expensing) rather 

than later (capitalizing and depreciating). 

  Because of the possibility that net income could be affected either favorably or un-

favorably by inconsistent judgments about the accounting for repair and maintenance 

Business in

Practice

LO 5

Understand why 

depreciation 

for income tax 

purposes is an 

important concern 

of taxpayers 

and how tax 

depreciation differs 

from financial 

accounting 

depreciation.

Depreciation for Income Tax Purposes

Depreciation is a deductible expense for income tax purposes. Although depreciation expense does 

not directly affect cash, it does reduce taxable income. Therefore, most firms would like their deduct-

ible depreciation expense to be as large an amount as possible because this means lower taxable 

income and lower taxes payable. The Internal Revenue Code has permitted taxpayers to use an ac-

celerated depreciation calculation method for many years. Estimated useful life is generally the most 

significant factor (other than calculation method) affecting the amount of depreciation expense, and 

for many years this was a contentious issue between taxpayers and the Internal Revenue Service.

 In 1981, the Internal Revenue Code was amended to permit use of the Accelerated Cost 
Recovery System (ACRS), frequently pronounced “acres,” for depreciable assets placed in 

service after 1980. The ACRS rules simplified the determination of useful life and allowed rapid 

write-off patterns similar to the declining-balance methods, so most firms started using ACRS 

for tax purposes. Unlike the LIFO inventory cost-flow assumption (which, if selected, must be 

used for both financial reporting and income tax determination purposes), there is no require-

ment that “book” (financial statement) and tax depreciation calculation methods be the same. 

Most firms continued to use straight-line depreciation for book purposes.

 ACRS used relatively short, and arbitrary, useful lives, and ignored salvage value. The intent 

was more to permit relatively quick “cost recovery” and thus encourage investment than it was to 

recognize traditional depreciation expense. For example, ACRS permitted the write-off of most 

machinery and equipment over three to five years.

 In the Tax Reform Act of 1986 Congress changed the original ACRS provisions. The system 

has since been referred to as the Modified Accelerated Cost Recovery System (MACRS). 
Recovery periods were lengthened, additional categories for classifying assets were created, 

and the method of calculating the depreciation deduction was specified. Cost recovery periods 

are specified based on the type of asset and its class life, as defined in the Internal Revenue 

Code. Most machinery and equipment is depreciated using the double-declining-balance 

method, but the 150% declining-balance method is required for some longer-lived assets, and 

the straight-line method is specified for buildings.

 In addition to the MACRS rules, small businesses benefit from a special relief provision that 

allows certain depreciable assets to be treated as immediate expense deductions as they are 

purchased. An annual election can be made to expense as much as $250,000 (for the 2009 

tax year) of the cost of qualifying depreciable property purchased for use in a trade or business, 

subject to certain limitations and phaseouts.* The immediate deduction promotes administrative 

convenience by eliminating the need for extensive depreciation schedules for small purchases.

 The use of ACRS for book depreciation was discouraged because of the arbitrarily short 

lives involved. MACRS lives are closer to actual useful lives, but basing depreciation expense for 

financial accounting purposes on tax law provisions, which are subject to frequent change, is not 

appropriate. Yet many small to medium-size business organizations yield to the temptation to do 

so. Such decisions are based on the inescapable fact that tax depreciation schedules must be 

maintained to satisfy Internal Revenue Service rules, and therefore the need to keep separate 

schedules for financial reporting is avoided.

*The maximum amount allowed to be expensed under this provision of the tax law will be reduced to $125,000 in 2010.
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expenditures, auditors (internal and external) and the Internal Revenue Service usually 

look closely at these expenditures when they are reviewing a firm’s reported results.  

6. What does it mean to prefer expensing maintenance and repair expenditures 

rather than capitalizing them? QWhat Does
It Mean?

Answer  on 
page  228

        Disposal of Depreciable Assets 

 When a depreciable asset is sold or scrapped, both the asset and its related accumu-

lated depreciation account must be removed from the books. For example, scrapping 

a fully depreciated piece of equipment, for which no salvage value had been estimated, 

would produce the following financial statement effects: 

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

� Equipment

� Accumulated
       Depreciation

  The entry would be: 

Dr. Accumulated Depreciation  . . . . . . . . . . . . . . . . . .

     Cr. Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

 Note that this entry does not affect total assets or any other parts of the financial 

statements. 

  When the asset being disposed of has a positive net book value, either because a 

salvage value was estimated or because it has not reached the end of its estimated use-

ful life to the firm, a gain or loss on the disposal will result unless the asset is sold for 

a price that is equal to the net book value. For example, if equipment that cost $6,000 

new has a net book value equal to its estimated salvage value of $900 and is sold for 

$1,200, the following financial statement effects would occur: 

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

Cash
� 1,200

Accumulated
Depreciation
� 5,100

Equipment
� 6,000

 Gain on 
Sale of Equipment
� 300

LO 6

Understand the 

effect on the financial 

statements of 

the disposition of 

noncurrent assets by 

sale or abandonment.
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210 Part 1 Financial Accounting

 Here is the entry to record the sale of equipment:

Dr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dr. Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Gain on Sale of Equipment  . . . . . . . . . . . . . . . . . . . . . . . .

   Sold equipment.

1,200*

5,100*

6,000

300

*Net book value � Cost � Accumulated depreciation

 900  � 6,000 � Accumulated depreciation

 Accumulated depreciation  � 5,100

 Alternatively, assume that the equipment had to be scrapped without receiving any 

proceeds. The effect of this entry on the financial statements looks like this: 

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

Accumulated
Depreciation
� 5,100

Equipment
� 6,000

Loss on 
Disposal of 
Equipment
� 900

  The entry would be: 

Dr. Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . .

Dr. Loss on Disposal of Equipment  . . . . . . . . . . . . . . . . . . . . .

     Cr. Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

   Scrapped equipment.

5,100

900

6,000

 The gain or loss on the disposal of a depreciable asset is, in effect, a correction of the 

total depreciation expense that has been recorded over the life of the asset. If salvage 

value and useful life estimates had been correct, the net book value of the asset would 

be equal to the proceeds (if any) received from its sale or disposal. Depreciation ex-

pense is never adjusted retroactively, so the significance of these gains or losses gives 

the financial statement user a basis for judging the accuracy of the accountant’s esti-

mates of salvage value and useful life. Gains or losses on the disposal of depreciable 

assets are not part of the operating income of the entity. If significant, they will be 

reported separately as elements of other income or expense. If not material, they will 

be reported with miscellaneous other income. 

You will have no difficulty with the preceding material if you can learn to apply the following 

formula:

Sales price (of the fixed asset)

  � Net book value (original cost � accumulated depreciation)      _____________________________________________________      
� Gain (if the difference is positive) or loss (if negative)    

  Study

Suggestion
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         Assets Acquired by Capital Lease 
  Many firms will lease, or rent, assets rather than purchase them. An operating lease is 

an agreement for the use of an asset that does not involve any attributes of ownership. 

For example, the renter (lessee) of a car from Hertz or Avis (the lessor) must return the 

car at the end of the lease term. Therefore, assets rented under an operating lease are 

not reflected on the lessee’s balance sheet, and the rent expense involved is reported 

in the income statement as an operating expense. 

  A capital lease (or financing lease) results in the lessee (renter) assuming virtually 

all of the benefits and risks of ownership of the leased asset. For example, the lessee 

of a car from an automobile dealership may sign a noncancelable lease agreement 

with a term of five years requiring monthly payments sufficient to cover the cost of 

the car, plus interest and administrative costs. A lease is a capital lease if it has any of 

the following characteristics:

   1. It transfers ownership of the asset to the lessee.

2. It permits the lessee to purchase the asset for a nominal sum (a bargain purchase 

price) at the end of the lease period.

3. The lease term is at least 75 percent of the economic life of the asset.

4. The present value of the lease payments is at least 90 percent of the fair value 

of the asset. (Please refer to the appendix at the end of this chapter if you are not 

familiar with the present value concept.)

       The economic impact of a capital lease isn’t really any different from buying the asset 

outright and signing a note payable that will be paid off, with interest, over the life of 

the asset. Therefore, it is appropriate that the asset and related liability be reflected in 

the lessee’s balance sheet. In the lessee’s income statement, the cost of the leased asset 

will be reflected as depreciation expense, rather than rent expense, and the financing 

cost will be shown as interest expense. 

    Prior to a FASB standard issued in 1976, many companies did not record assets 

acquired under a capital lease because they did not want to reflect the related lease 

liability in their balance sheet. This practice is known as off-balance-sheet financing 
and is deemed inappropriate because the full disclosure concept would be violated 

were it to be allowed. 

  Assets acquired by capital lease now are included with purchased assets on the 

balance sheet. The amount recorded as the cost of the asset involved in a capital lease, 

and as the related lease liability, is the present value of the lease payments to be made, 

based on the interest rate used by the lessor to determine the periodic lease payments. 

Here are the effects of capital lease transactions on the financial statements using the 

horizontal model:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

1. Date of acquisition:
� Equipment �  Capital 

Lease Liability

2. Annual depreciation expense:
�  Accumulated

Depreciation

3. Annual lease payments:
� Cash   �  Capital 

Lease Liability

�  Depreciation
Expense

�  Interest
Expense

LO 7
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212 Part 1 Financial Accounting

 The entries to record capital lease transactions are as follows:

1.  Date of acquisition.

Dr. Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Capital Lease Liability . . . . . . . . . . . . . . . . . . . . . . . .

2.  Annual depreciation expense.

Dr. Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . .

3.  Annual lease payments.

Dr. Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dr. Capital Lease Liability . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

xx

xx

xx

xx

xx

  The first entry shows the asset acquisition and the related financial obligation that has 

been incurred. The second shows depreciation expense in the same way it is recorded 

for purchased assets. The third shows the lease payment effect on cash, reflects the 

interest expense for the period on the amount that has been borrowed (in effect) from 

the lessor, and reduces the lease liability by what is really a payment on the principal 

of a loan from the lessor. 

  To illustrate the equivalence of capital lease payments and a long-term loan, as-

sume that a firm purchased a computer system at a cost of $217,765 and borrowed the 

money by giving a note payable that had an annual interest rate of 10 percent and that 

required payments of $50,000 per year for six years. Using the horizontal model, the 

following is the effect on the financial statements:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

Computer  Note
Equipment  Payable
� 217,765 � 217,765

  The purchase would be recorded using the following entry:

Dr. Computer Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Note Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

217,765

217,765

 Each year the firm will accrue and pay interest expense on the note, and make princi-

pal payments, as shown in the following table:

Year

Principal 
Balance at 
Beginning 

of Year
Interest at 

10% 

Payment Applied to 
Principal ($50,000 � 

Interest) 

Principal 
Balance at 
End of Year

1 . . . 

2 . . . 

3 . . . 

4 . . . 

5 . . . 

6 . . . 

$217,765

189,541

158,495

124,344

86,778

45,455

$21,776

18,954

15,849

12,434

8,677

4,545

$28,224

31,046

34,151

37,566

41,323

45,455

$189,541

158,495

124,344

86,778

45,455

–0–

   After six years, the note will have been fully paid. 
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  If the firm were to lease the computer system and agree to make annual lease 

payments of $50,000 for six years instead of borrowing the money and buying the 

computer system outright, the financial statements should reflect the transaction in 

essentially the same way. This will happen because the present value of all of the 

lease payments (which include principal and interest) is $217,765. (Referring to 

Table 6-5 in the appendix to this chapter, in the 10% column and six-period row, 

the factor is 4.3553. This factor multiplied by the $50,000 annual lease payment is 

$217,765.) Using the horizontal model, the following is the effect on the financial 

statements:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

Computer  Capital
Equipment  Lease
� 217,765 Liability
  � 217,765

  The entry at the beginning of the lease will be:

Dr. Computer Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Capital Lease Liability   . . . . . . . . . . . . . . . . . . . . . . . .

217,765

217,765

 Each year the principal portion of the lease payment will reduce the capital lease 

 liability, and the interest portion will be recognized as an expense. In addition, the com-

puter equipment will be depreciated each year. Thus liabilities on the balance sheet and 

expenses in the income statement will be the same as under the borrow and purchase 

alternative. 

  Again, the significance of capital lease accounting is that the economic impact of 

capital leasing isn’t really any different from buying the asset outright; the impact on 

the financial statements shouldn’t differ either. 

7. What does it mean to acquire an asset with a capital lease? QWhat Does
It Mean?

Answer  on 
page  228          

 Intangible Assets 
  Intangible assets are long-lived assets that differ from property, plant, and equip-

ment that have been purchased outright or acquired under a capital lease—either 

because the asset is represented by a contractual right or because the asset results 

from a purchase transaction but is not physically identifiable. Examples of the first 

type of intangible asset are leaseholds, licenses, franchises, brand names, customer 

lists/relationships, patents, copyrights, and trademarks; the second type of intangible 

asset is known as  goodwill . 
  Just as the cost of plant and equipment is transferred to expense over time 

through accounting depreciation, the cost of most intangibles is also expensed over 

time. Amortization, which means spreading an amount over time, is the term used 

LO 9

 Understand the 
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intangible assets, 
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to describe the process of allocating the cost of an intangible asset from the balance 

sheet to the income statement as an expense. The cost of tangible assets is depreciated; 

the cost of intangible assets is amortized. The terms are different, but the process is 

the same. Most intangibles are amortized on a straight-line basis based on the useful 

life to the entity. Although the Accumulated Amortization account is sometimes used, 

amortization expense is usually recorded as a direct reduction in the carrying value of 

the related intangible asset. Thus the effect of periodic amortization on the financial 

statements would be as follows:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

�  Intangible 
Asset

�  Amortization 
Expense

  The entry would be:

Dr. Amortization Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . 

    Cr. Intangible Asset  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

xx

xx

 Amortization expense is usually included with depreciation expense in the income 

statement. Note that neither depreciation expense nor amortization expense involves a 

cash disbursement; cash is disbursed when the asset is acquired or, if a loan is used to 

finance the acquisition, when the loan payments are made. 

  Leasehold Improvements 

 When the tenant of an office building makes modifications to the office space, such as 

having private offices constructed, the cost of these modifications is a capital expen-

diture to be amortized over their useful life to the tenant or over the life of the lease, 

whichever is shorter. The concept is the same as that applying to buildings or equip-

ment, but the terminology is different. Entities that use rented facilities extensively, 

such as smaller shops or retail store chains that operate in shopping malls, may have 

a significant amount of leasehold improvements.  

  Patents, Trademarks, and Copyrights 

 A  patent  is a monopoly license granted by the government giving the owner control 

of the use or sale of an invention for a period of 20 years. A  trademark  (or trade 

name), when registered with the Federal Trade Commission, can be used only by the 

entity that owns it or by another entity that has secured permission from the owner. A 

trademark has an unlimited life, but it can be terminated by lack of use. A  copyright  
is a protection granted to writers and artists that is designed to prevent unauthorized 

copying of printed or recorded material. A copyright is granted for a period of time 

equal to the life of the writer or artist, plus 70 years. 

  To the extent that an entity has incurred some cost in obtaining a patent, trademark, 

or copyright, that cost should be capitalized and amortized over its estimated remaining 

useful life to the entity or its statutory life, whichever is shorter. The cost of developing 

a patent, trademark, or copyright is not usually significant. Most intangible assets in this 

category arise when one firm purchases a patent, trademark, or copyright from another 

entity. An intangible that becomes very valuable because of the success of a product 
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(like “Coke”) cannot be assigned a value and recorded as an asset while it continues to 

be owned by the entity that created it. In some cases a firm will include a caption for 

trademarks, or another intangible asset, in its balance sheet and report a nominal cost 

of $1 just to communicate to financial statement users that it has this type of asset. 

  License fees or royalties earned from an intangible asset owned by a firm are 

reported as operating revenues in the income statement. Likewise, license fees or roy-

alty expenses incurred by a firm using an intangible asset owned by another entity are 

operating expenses.  

  Goodwill 

 Goodwill results from the purchase of one firm by another for a price that is greater 

than the fair market value of the net assets acquired. (Recall from Chapter 2 that net 
assets means total assets minus total liabilities.) Why would one firm be willing to 

pay more for a business than the fair market value of the inventory, plant, and equip-

ment, and other assets being acquired? Because the purchasing firm does not see 

the transaction as the purchase of assets but instead evaluates the transaction as the 

purchase of profits. The purchaser will be willing to pay such an amount because the 

profits expected to be earned from the investment will generate an adequate return 

on the investment. If the firm being purchased has been able to earn a greater than 

average rate of return on its invested net assets, the owners of that firm will be able 

to command a price for the firm that is greater than the fair market value of its net as-

sets. This greater than average return may result from excellent management, a great 

location, unusual customer loyalty, a unique product or service, or a combination of 

these and other factors. 

  When one firm purchases another, the purchase price is first assigned to the net as-

sets acquired, which includes physical assets and intangible assets. The cost recorded 

for these net assets is their fair market value, usually determined by appraisal. This 

cost then becomes the basis for depreciating or amortizing the assets, or for determin-

ing cost of goods sold if inventory is involved. To the extent that the total price exceeds 

the fair market value of the net assets acquired, the excess is recorded as goodwill. 

For example, assume that Cruisers, Inc., purchased a business by paying $1,000,000 

in cash and assuming a note payable liability of $100,000. The fair market value of 

the net assets acquired was $700,000, assigned as follows: Inventory, $250,000; Land, 

$150,000; Buildings, $400,000; and Notes Payable, $100,000. Here is the effect of this 

transaction on the financial statements:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

Inventory Notes
� 250,000 Payable 
  � 100,000

Land 
� 150,000

Buildings 
� 400,000

Goodwill 
� 300,000

Cash 
� 1,000,000
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  The entry would be:

Dr. Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Dr. Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Dr. Buildings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Dr. Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

    Cr. Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

    Cr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

250,000

150,000

400,000

300,000

100,000

1,000,000

 Goodwill is an intangible asset and is not amortized. Instead goodwill must be 

tested annually for impairment.2 If the book value of goodwill does not exceed its 

fair value, goodwill is not considered impaired. However, if the book value of good-

will does exceed its fair value, an impairment loss is recorded equal to that excess. 

Although the details of this test are more appropriate for an advanced accounting 

course, the financial statement effects of an impairment loss are straightforward. 

In the preceding Cruisers, Inc., example, assume that three years after the business 

was acquired, the fair value of the resulting goodwill of $300,000 was determined 

to be only $180,000. Here would be the effects on the financial statements of the 

impairment loss adjustment:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

Goodwill 
� 120,000

Goodwill 
Impairment 
Loss 
� 120,000

  The entry for the impairment loss would be:

Dr. Goodwill impairment loss  . . . . . . . . . . . . . . . . . . . . . . . . 

    Cr. Goodwill  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

120,000

120,000

 Once goodwill is considered to be impaired and has been written down to its impaired 

fair value, no subsequent upward adjustments are permitted for recoveries of fair 

value. In the preceding example, $180,000 would become the new book value for 

goodwill, and this amount would be compared to the fair value of goodwill in future 

years to determine if further impairment has occurred. 

  The prior examples provide a basic illustration of the recording of goodwill and 

subsequent impairment losses, if any, by an acquiring firm. One way of describing 

goodwill is to say that—in theory at least—it is the present value of the greater than 

average earnings on the net assets of the acquired firm, discounted for the period they 

are expected to last, at the acquiring firm’s desired return on investment. In fact, when 

analysts at the acquiring firm are calculating the price to offer for the firm to be ac-

quired, they use a lot of present value analysis.         

2 See FASB Standard No. 142, Goodwill and Other Intangible Assets, June 2001.
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  Some critics suggest that goodwill is a fictitious asset that should be written 

off immediately against the firm’s retained earnings. Others point out that it is at 

best a “different” asset that must be evaluated carefully when it is encountered. 

However, if goodwill is included in the assets used in the return on investment 

calculation, the ROI measure will reflect management’s ability to earn a return on 

this asset. 

8. What does it mean when goodwill results from the acquisition of another fi rm? QWhat Does
It Mean?

Answer  on 
page  229

     Natural Resources 
  Accounting for natural resource assets, such as coal deposits, crude oil reserves, tim-

ber, and mineral deposits, parallels that for depreciable assets.  Depletion,  rather than 

depreciation, is the term for the using up of natural resources, but the concepts are 

exactly the same, even though depletion usually involves considerably more complex 

estimates. 

  For example, when a firm pays for the right to drill for oil or mine for coal, the 

cost of that right and the costs of developing the well or mine are capitalized. The 

cost is then reflected in the income statement as Depletion Expense, which is matched 

with the revenue resulting from the sale of the natural resource. Depletion usually is 

recognized on a straight-line basis, based on geological and engineering estimates of 

the quantity of the natural resource to be recovered. Thus if $100 million was the cost 

of a mine that held an estimated 20 million tons of coal, the depletion cost would be 

$5 per ton. In most cases the cost of the asset is credited, or reduced directly, in the 

Depletion Expense entry instead of using an Accumulated Depletion account. 

  In practice, estimating depletion expense is very complex. Depletion expense 

allowed for federal income tax purposes frequently differs from that recognized for 

financial accounting purposes because, from time to time, tax laws have been used to 

provide special incentives to develop natural resources. 

    Other Noncurrent Assets 
  Long-term investments, notes receivable that mature more than a year after the 

 balance sheet date, long-term deferred income tax assets, and other noncurrent assets 

are included in this category. At such time as they become current (receivable within 

one year), they will be reclassified to the current asset section of the balance sheet. 

The explanatory notes accompanying the financial statements will include appropriate 

explanations about these assets if they are significant.    

 Demonstration Problem 

 Visit the text Web site at www.mhhe.com∕marshall9e to view a 
demonstration problem for this chapter. 
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218 Part 1 Financial Accounting

   Summary 

 This chapter has discussed the accounting for and presentation of the following bal-

ance sheet noncurrent asset and related income statement accounts:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

Land

Purchased
Buildings/
Equipment

Leased            Capital
Buildings/       Lease
Equipment      Liability

(Accumulated
Depreciation)

Natural
Resource

Intangible
Assets

 Gain on    or  Loss on
 sale* sale*

  Repairs and
  Maintenance
  Expense

  Interest
  Expense

  Depreciation
  Expense

  Depletion
  Expense

  Amortization
  Expense

*For any noncurrent asset.

   Property, plant, and equipment owned by the entity are reported on the balance 

sheet at their original cost, less (for depreciable assets) accumulated depreciation. 

  Expenditures representing the cost of acquiring an asset that will benefit the entity 

for more than the current fiscal period are capitalized. Routine repair and maintenance 

costs are expensed in the fiscal period in which they are incurred. 

  Accounting depreciation is the process of spreading the cost of an asset to the 

fiscal periods in which the asset is used. Depreciation does not affect cash, nor is it an 

attempt to recognize a loss in the market value of an asset. 

  Depreciation expense can be calculated several ways. The calculations result in a 

depreciation expense pattern that is straight-line or accelerated. Straight-line methods 

are usually used for book purposes, and accelerated methods (based on the Modified 

Accelerated Cost Recovery System specified in the Internal Revenue Code) are usu-

ally used for income tax purposes. 

  When a depreciable asset is disposed of, both the asset and its related accumulated 

depreciation are removed from the accounts. A gain or loss normally results, depend-

ing on the relationship of any cash (and∕or other assets) received in the transaction to 

the net book value of the asset disposed of. 

  When the use of an asset is acquired in a capital lease transaction, the asset and 

related lease liability are reported in the balance sheet. The cost of the asset is the pres-

ent value of the lease payments, calculated using the interest rate used by the lessor to 

determine the periodic lease payments. The asset is depreciated, and interest expense 

related to the lease is recorded. 

  Intangible assets are represented by a contractual right or are not physically iden-

tifiable. The cost of most intangible assets is spread over the useful life to the entity 

of the intangible asset and is called amortization expense. Intangible assets include 
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leasehold improvements, patents, trademarks, copyrights, and goodwill. Goodwill 

is not amortized but is tested annually for impairment. The cost of natural resources 

is recognized as depletion expense, which is allocated to the natural resources 

recovered. 

  Refer to the  Intel Corporation  balance sheet and related notes in the appendix, 

and to other financial statements you may have, and observe how information about 

property, plant, and equipment, and other noncurrent assets is presented. 

 Appendix T O  C H A P T E R  S I X

  Time Value of Money 

 Two financial behaviors learned early in life are that money saved or invested at 

compound interest can yield large returns, and that given the choice of paying a bill 

sooner or later it can be financially beneficial to pay later. The first of these situations 

involves future value and the second is an application of present value; both are time 

value of money applications. 

  Future Value 

  Future value refers to the amount accumulated when interest on an investment is 

compounded for a given number of periods.  Compounding  refers to the practice of 

calculating interest for a period on the sum of the principal and interest accumulated at 

the beginning of the period (thus interest is earned on interest). For example, if $1,000 

is invested in a savings account earning interest at the rate of 10% compounded annu-

ally, and if the account is left alone for four years, the results shown in the following 

table will occur:

Year
Principal at

Beginning of Year
Interest 

Earned at 10%
Principal at
End of Year

   1 . . . . . . . . . . . .

   2.. . . . . . . . . . . .

   3 . . . . . . . . . . . .

   4 . . . . . . . . . . . .

$1,000

 1,100

 1,210

 1,331

$100

 110

 121

 133

$1,100

 1,210

 1,331

 1,464

              This is a familiar concept. This process can be illustrated on a time line as follows:

 

Today 1 year 2 years 3 years 4 years

$1,000    invested at 10% has a future value of     $1,464

  

   There is a formula for calculating future value, and many computer program packages 

and business calculators include a future value function. Table 6-2 presents future 

value factors for a range of interest rates and compounding periods. Note in Table 6-2 

LO 10 

Understand the role of 

time value of money 

concepts in financial 

reporting and their 

usefulness in decision 

making.
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220 Part 1 Financial Accounting

that the factor for 10% and four periods is 1.464. This factor is multiplied by the 

 beginning principal to get the future value. The future value of $1,000 at 10% for four 

periods is $1,464, as shown in the time line illustration. 

    Future Value of an Annuity 

  Sometimes a savings or investment pattern involves adding an amount equal to the 

initial investment on a regular basis. This is called an annuity. When the investment 

is made at the end of each compounding period, a usual practice, the annuity is in 

arrears. The future value of an annuity is simply the sum of the future value of each 

individual investment. Table 6-3 presents the future value factors for a range of inter-

est rates and compounding periods for an annuity in arrears. Note that the factor for 

an annuity in arrears at 10% for two periods is 2.100. This is the future value of an 

amount invested at the end of the first period after one more period, plus the amount of 

the investment at the end of the second period. What is the future value of an annuity 

No. of Interest Rate

Periods 2% 4% 6% 8% 10% 12% 14% 16% 18% 20%

 1 1.020 1.040  1.060  1.080   1.100   1.120 1.140 1.160 1.180 1.200

 2 1.040 1.082  1.124  1.166   1.210   1.254 1.300 1.346 1.392 1.440

 3 1.061 1.125  1.191  1.260   1.331   1.405 1.482 1.561 1.643 1.728

 4 1.082 1.170  1.262  1.360   1.464   1.574 1.689 1.811 1.939 2.074

 5 1.104 1.217  1.338  1.469   1.611   1.762 1.925 2.100 2.288 2.488

10 1.219 1.480  1.791  2.159   2.594   3.106 3.707 4.411 5.234 6.192

15 1.346 1.801  2.397  3.172   4.177   5.474 7.138 9.266 11.974 15.407

20 1.486 2.191  3.207  4.661   6.727   9.646 13.743 19.461 27.393 38.338

30 1.811 3.243  5.743 10.063  17.449  29.960 50.950 85.850 143.371 237.376

40 2.208 4.801 10.286 21.725  45.259  93.051 188.884 378.721 750.378 1469.772

50 2.692 7.107 18.420 46.902 117.391 289.002 700.233 1670.704 3927.357 9100.438

Table 6-2 Factors for Calculating the Future Value of $1

Table 6-3 Factors for Calculating the Future Value of an Annuity of $1 in Arrears

No. of Interest Rate

Periods 2% 4% 6% 8% 10% 12% 14% 16% 18% 20%

 1 1.000 1.000  1.000  1.000   1.000   1.000 1.000 1.000 1.000 1.000

 2 2.020 2.040  2.060  2.080   2.100   2.120 2.140 2.160 2.180 2.200

 3 3.060 3.122  3.184  3.246   3.310   3.374 3.440 3.506 3.572 3.640

 4 4.112 4.246  4.375  4.506   4.641   4.779 4.921 5.066 5.215 5.368

 5 5.204 5.416  5.637  5.867   6.105   6.353 6.610 6.877 7.154 7.442

10 10.950 12.006 13.181 14.487  15.937   17.549 19.337 21.321 23.521 25.959

15 17.293 20.024 23.276 27.152   31.772   37.280 43.842 51.660 60.965 72.035

20 24.297 29.778 36.786 45.762   57.275   72.052 91.025 115.380 146.628 186.688

30 40.568 56.085 79.058 113.283  164.494  241.333 356.787 530.312 790.948 1181.882

40 60.402 95.026 154.762 259.057  442.593 767.091 1342.025 2360.757 4163.213 7343.858

50 84.579 152.667 290.336 573.770 1163.909 2400.018 4994.521 10435.649 21813.094 45497.191
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in arrears of $200 invested at 12% for 10 years? How does this compare to the future 

value of a single amount of $200 invested for 10 years? 

    Present Value 

  Whereas future value focuses on the value at some point in the future of an amount 

invested today, present value focuses on the value today of an amount to be paid or 

 received at some point in the future. Present value is another application of compound 

 interest that is of great significance in accounting and business practice. Organizations 

and individuals are frequently confronted with the choice of paying for a purchase today 

or at a later date. Intuition suggests that all other things being equal, it would be better 

to pay later because in the meantime the cash not spent today could be invested to earn 

interest. This reflects the fact that money has value over time. Of course other things 

aren’t always equal, and sometimes the choice is between paying one amount—say 

$1,000—today and a larger amount—say $1,100—a year later. Or in the opposite case, 

the choice may be between receiving $1,000 today or $1,100 a year from now. Present 

value analysis is used to determine which of these alternatives is financially preferable. 

  Present value concepts are well established in financial reporting, having been 

used traditionally in the valuation of assets and liabilities that characteristically in-

volve far-distant cash flows. In 2000 the Financial Accounting Standards Board ex-

tended its Conceptual Framework project to embrace the present value concept more 

formally as a fundamental accounting measurement technique.  3      Per the FASB,    

 The objective of using present value in an accounting measurement is to capture, to the 

extent possible, the economic difference between sets of estimated future cash fl ows. 

Without present value, a $1,000 cash fl ow due tomorrow and a $1,000 cash fl ow due in 

10 years appear the same. Because present value distinguishes between cash fl ows that 

otherwise might appear similar, a measurement based on the present value of estimated 

future cash fl ows provides more relevant information than a measurement based on the 

undiscounted sum of those cash fl ows.  4         

  Present value analysis involves looking at the same compound interest concept 

from the opposite perspective. Using data in the compound interest table developed 

earlier, you can say that the present value of $1,464 to be received four years from 

now, assuming an interest rate of 10% compounded annually, is $1,000. On a time-line 

representation, the direction of the arrow indicating the time perspective is reversed:

Today 1 year 2 years 3 years 4 years

$1,000   is the present value at 10% of     $1,464

    If someone owed you $1,464 to be paid four years from now, and if you were to agree 

with your debtor that 10% was a fair interest rate for that period, you would both be 

satisfied to settle the debt for $1,000 today. Alternatively, if you owed $1,464 payable 

3 See FASB, Statement of Financial Accounting Concepts No. 7, “Using Cash Flow Information and 

Present Value in Accounting Measurements” (Stamford, CT, 2000). Copyright © the Financial Accounting 

Standards Board, High Ridge Park, Stamford, CT 06905, U.S.A. Excerpted with permission. Copies of the 

complete document are available from the FASB.
4 FASB, Statement of Financial Accounting Concepts No. 7, “Highlights” (Stamford, CT, 2000). The 

FASB cautions that highlights are best understood in the context of the full statement.
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four years from now, both you and your creditor would be satisfied to settle the debt 

for $1,000 today (still assuming agreement on the 10% interest rate). That is because 

$1,000 invested at 10% interest compounded annually will grow to $1,464 in four 

years. Stated differently, the future value of $1,000 at 10% interest in four years is 

$1,464, and the present value of $1,464 in four years at 10% is $1,000. 

  Present value analysis involves determining the present amount that is equivalent 

to an amount to be paid or received in the future, recognizing that money has value 

over time. The time value of money is represented by the interest that can be earned 

on money over an investment period. In present value analysis, discount rate is a 

term frequently used for interest rate. In our example, the present value of $1,464, dis-

counted at 10% for four years, is $1,000. Thus the time value of money in this example 

is represented by the $464 in interest that is being charged to the borrower for the use 

of money over the four-year period. 

  Present value analysis does not directly recognize the effects of inflation, although 

inflationary expectations will influence the discount rate used in the present value 

calculation. Generally, the higher the inflationary expectations, the higher the discount 

rate used in present value analysis.       

Business in 

Practice

Using Financial Calculators

Most undergraduate and graduate business students will be encouraged by their faculty mem-

bers to purchase and use a financial calculator, such as the Texas Instruments BAII Plus or the 

Hewlett-Packard 10bII or 12c, to solve present value problems. Such calculators are a viable 

alternative to using the present value tables provided in this text. If you recently acquired a fi-

nancial calculator and are having trouble getting started, several online tutorials are available to 

assist you. A quick Google search for “financial calculators” will yield some interesting results, 

including a number of proprietary financial calculator models that have been developed to solve 

a variety of common business problems. Although the use of a financial calculator may make 

your job as a student easier, it is important to learn the basics of present value analysis in the 

“old-fashioned” way by referring to present value tables. This will help you appreciate the impact 

that the selected interest rate, compounding frequency, and number of years have on present 

value calculations.

Study

Suggestion

Understanding Present Value Tables

Take a moment now to glance at Tables 6-4 and 6-5 and learn how they are constructed. Notice 

that for any given number of periods, the factors shown in the annuity table represent cumulative 

totals of the factors shown in the present value of $1 table. Check this out by adding together 

the single amount factors for periods 1, 2, and 3 in the 4% column of Table 6-4 and comparing 

your result to the annuity factor shown for 3 periods at 4% in Table 6-5. In both cases, your 

answer should be 2.7751. Notice also (by scanning across the tables) that for any given number 

of periods, the higher the discount (interest) rate, the lower the present value. This makes sense 

when you remember that present values operate in a manner opposite to future values. The 

higher the interest rate, the greater the future value—and the lower the present value. Now scan 

down Table 6-4 and notice that for any given interest rate, the present value of $1 decreases as 

more periods are added. The same effects are also present in Table 6-5 but cannot be visualized 

because the annuity factors represent cumulative totals; yet for each additional period, a smaller 

amount is added to the previous annuity factor.
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 Factors for Calculating the Present Value of $1 Table 6-4

Discount Rate
No. of 
Periods 2% 4% 6% 8% 10% 12% 14% 16% 18% 20%

 1 0.980 0.9615 0.9434 0.9259 0.9091 0.8929 0.8772 0.8621 0.8475 0.8333

 2 0.961 0.9246 0.8900 0.8573 0.8264 0.7972 0.7695 0.7432 0.7182 0.6944

 3 0.942 0.8890 0.8396 0.7938 0.7513 0.7118 0.6750 0.6407 0.6086 0.5787

 4 0.924 0.8548 0.7921 0.7350 0.6830 0.6355 0.5921 0.5523 0.5158 0.4823

 5 0.906 0.8219 0.7473 0.6806 0.6209 0.5674 0.5194 0.4761 0.4371 0.4019

 6 0.888 0.7903 0.7050 0.6302 0.5645 0.5066 0.4556 0.4104 0.3704 0.3349

 7 0.871 0.7599 0.6651 0.5835 0.5132 0.4523 0.3996 0.3538 0.3139 0.2791

 8 0.853 0.7307 0.6274 0.5403 0.4665 0.4039 0.3506 0.3050 0.2660 0.2326

 9 0.837 0.7026 0.5919 0.5002 0.4241 0.3606 0.3075 0.2630 0.2255 0.1938

 10 0.820 0.6756 0.5584 0.4632 0.3855 0.3220 0.2697 0.2267 0.1911 0.1615

 11 0.804 0.6496 0.5268 0.4289 0.3505 0.2875 0.2366 0.1954 0.1619 0.1346

 12 0.788 0.6246 0.4970 0.3971 0.3186 0.2567 0.2076 0.1685 0.1372 0.1122

 13 0.773 0.6006 0.4688 0.3677 0.2897 0.2292 0.1821 0.1452 0.1163 0.0935

 14 0.758 0.5775 0.4423 0.3405 0.2633 0.2046 0.1597 0.1252 0.0985 0.0779

 15 0.743 0.5553 0.4173 0.3152 0.2394 0.1827 0.1401 0.1079 0.0835 0.0649

 16 0.728 0.5339 0.3936 0.2919 0.2176 0.1631 0.1229 0.0930 0.0708 0.0541

 17 0.714 0.5134 0.3714 0.2703 0.1978 0.1456 0.1078 0.0802 0.0600 0.0451

 18 0.700 0.4936 0.3503 0.2502 0.1799 0.1300 0.0946 0.0691 0.0508 0.0376

 19 0.686 0.4746 0.3305 0.2317 0.1635 0.1161 0.0829 0.0596 0.0431 0.0313

 20 0.673 0.4564 0.3118 0.2145 0.1486 0.1037 0.0728 0.0514 0.0365 0.0261

 21 0.660 0.4388 0.2942 0.1987 0.1351 0.0926 0.0638 0.0443 0.0309 0.0217

 22 0.647 0.4220 0.2775 0.1839 0.1228 0.0826 0.0560 0.0382 0.0262 0.0181

 23 0.634 0.4057 0.2618 0.1703 0.1117 0.0738 0.0491 0.0329 0.0222 0.0151

 24 0.622 0.3901 0.2470 0.1577 0.1015 0.0659 0.0431 0.0284 0.0188 0.0126

 25 0.610 0.3751 0.2330 0.1460 0.0923 0.0588 0.0378 0.0245 0.0160 0.0105

 30 0.552 0.3083 0.1741 0.0994 0.0573 0.0334 0.0196 0.0116 0.0070 0.0042

 35 0.500 0.2534 0.1301 0.0676 0.0356 0.0189 0.0102 0.0055 0.0030 0.0017

 40 0.453 0.2083 0.0972 0.0460 0.0221 0.0107 0.0053 0.0026 0.0013 0.0007

 45 0.410 0.1712 0.0727 0.0313 0.0137 0.0061 0.0027 0.0013 0.0006 0.0003

 50 0.372 0.1407 0.0543 0.0213 0.0085 0.0035 0.0014 0.0006 0.0003 0.0001

 Present Value of an Annuity 

 The preceding example deals with the present value of a single amount to be received 

or paid in the future. Some transactions involve receiving or paying the same amount 

each period for a number of periods. This sort of receipt or payment pattern is referred 

to as an annuity. The present value of an annuity is simply the sum of the present value 

of each of the annuity payment amounts.   
  There are formulas and computer program functions for calculating the present 

value of a single amount and the present value of an annuity (see Business in Practice—

Using Financial Calculators). In all cases, the amount to be received or paid in the 

future, the discount rate, and the number of years (or other time periods) are used in the 

present value calculation. Table 6-4 presents factors for calculating the present value of 
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Discount Rate
No. of 
Periods   2% 4% 6% 8% 10% 12% 14% 16% 18% 20%

 1  0.980 0.9615 0.9434 0.9259 0.9091 0.8929 0.8772 0.8621 0.8475 0.8333

 2  1.942 1.8861 1.8334 1.7833 1.7355 1.6901 1.6467 1.6052 1.5656 1.5278

 3  2.884 2.7751 2.6730 2.5771 2.4869 2.4018 2.3216 2.2459 2.1743 2.1065

 4  3.808 3.6299 3.4651 3.3121 3.1699 3.0373 2.9137 2.7982 2.6901 2.5887

 5  4.713 4.4518 4.2124 3.9927 3.7908 3.6048 3.4331 3.2743 3.1272 2.9906

 6  5.601 5.2421 4.9173 4.6229 4.3553 4.1114 3.8887 3.6847 3.4976 3.3255

 7  6.472 6.0021 5.5824 5.2064 4.8684 4.5638 4.2883 4.0386 3.8115 3.6046

 8  7.325 6.7327 6.2098 5.7466 5.3349 4.9676 4.6389 4.3436 4.0776 3.8372

 9  8.162 7.4353 6.8017 6.2469 5.7590 5.3282 4.9464 4.6065 4.3030 4.0310

 10  8.983 8.1109 7.3601 6.7101 6.1446 5.6502 5.2161 4.8332 4.4941 4.1925

 11  9.787 8.7605 7.8869 7.1390 6.4951 5.9377 5.4527 5.0286 4.6560 4.3271

 12 10.575 9.3851 8.3838 7.5361 6.8137 6.1944 5.6603 5.1971 4.7932 4.4392

 13 11.348 9.9856 8.8527 7.9038 7.1034 6.4235 5.8424 5.3423 4.9095 4.5327

 14 12.106 10.5631 9.2950 8.2442 7.3667 6.6282 6.0021 5.4675 5.0081 4.6106

 15 12.849 11.1184 9.7122 8.5595 7.6061 6.8109 6.1422 5.5755 5.0916 4.6755

 16 13.578 11.6523 10.1059 8.8514 7.8237 6.9740 6.2651 5.6685 5.1624 4.7296

 17 14.292 12.1657 10.4773 9.1216 8.0216 7.1196 6.3729 5.7487 5.2223 4.7746

 18 14.992 12.6593 10.8276 9.3719 8.2014 7.2497 6.4674 5.8178 5.2732 4.8122

 19 15.678 13.1339 11.1581 9.6036 8.3649 7.3658 6.5504 5.8775 5.3162 4.8435

 20 16.351 13.5903 11.4699 9.8181 8.5136 7.4694 6.6231 5.9288 5.3527 4.8696

 21 17.011 14.0292 11.7641 10.0168 8.6487 7.5620 6.6870 5.9731 5.3837 4.8913

 22 17.658 14.4511 12.0416 10.2007 8.7715 7.6446 6.7429 6.0113 5.4099 4.9094

 23 18.292 14.8568 12.3034 10.3711 8.8832 7.7184 6.7921 6.0442 5.4321 4.9245

 24 18.914 15.2470 12.5504 10.5288 8.9847 7.7843 6.8351 6.0726 5.4509 4.9371

 25 19.523 15.6221 12.7834 10.6748 9.0770 7.8431 6.8729 6.0971 5.4669 4.9476

 30 22.396 17.2920 13.7648 11.2578 9.4269 8.0552 7.0027 6.1772 5.5168 4.9789

 35 24.999 18.6646 14.4982 11.6546 9.6442 8.1755 7.0700 6.2153 5.5386 4.9915

 40 27.355 19.7928 15.0463 11.9246 9.7791 8.2438 7.1050 6.2335 5.5482 4.9966

 45 29.490 20.7200 15.4558 12.1084 9.8628 8.2825 7.1232 6.2421 5.5523 4.9986

 50 31.424 21.4822 15.7619 12.2335 9.9148 8.3045 7.1327 6.2463 5.5541 4.9995

Table 6-5 Factors for Calculating the Present Value of an Annuity of $1

$1 (single amount), and Table 6-5 gives the factors for the present value of an annuity 

of $1 for several discount rates and number of periods. 

  To find the present value of any amount, the appropriate factor from the table is 

multiplied by the amount to be received or paid in the future. Using the data from 

the initial example just described, we can calculate the present value of $1,464 to be 

received four years from now, based on a discount rate of 10%: 

 $1,464 � 0.6830 (from the 10% column, four-period row of 

Table 6-4) � $1,000 (rounded) 
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 What is the present value of a lottery prize of $1,000,000, payable in 20 annual install-

ments of $50,000 each, assuming a discount (interest) rate of 12%? Here is the time 

line representation of this situation:

 

Today 20 years

$50,000 per year

   

  The present value of this annuity is calculated by multiplying the annuity amount 

($50,000) by the annuity factor from Table 6-5. The solution is:

  

Today 20 years

$50,000 per year
� 7.4694 (Table 6-5, 12%, 20 periods)

$373,470 

   

 Although the answer of $373,470 shouldn’t make the winner feel less fortunate, she 

certainly has not become an instant millionaire in present value terms. The lottery 

authority needs to deposit only $373,470 today in an account earning 12% interest to 

be able to pay the winner $50,000 per year for 20 years beginning a year from now. 

What is the present value of the same lottery prize assuming that 8% was the appropri-

ate discount rate? What if a 16% interest rate was used? (Take a moment to calculate 

these amounts.) Imagine how the wife of The Born Loser comic strip character must 

have felt upon learning that he had won a million dollars—payable at $1 per year for 

a million years! As these examples point out, the present value of future cash flows is 

directly affected by both the chosen discount rate and the relevant time frame. 

  Let’s look at another example. Assume you have accepted a job from a company 

willing to pay you a signing bonus, and you must now choose between three alterna-

tive payment plans. The plan A bonus is $3,000 payable today. The plan B bonus is 

$4,000 payable three years from today. The plan C bonus is three annual payments of 

$1,225 each (an annuity) with the first payment to be made one year from today. As-

suming a discount rate of 8%, which bonus should you accept? The solution requires 

calculation of the present value of each bonus. Here is the timeline approach:

  

Today 1 year 2 years 3 years

Plan A:
$3,000

$4,000
Plan B: (Table 6-4, 8%, three periods) � 0.7938

$3,175 

Plan C: $1,225 per year for three years
� 2.5771 (Table 6-5, 8%, three periods)

$3,157 
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 Bonus plan B has the highest present value and for that reason would be the plan 

 selected based on present value analysis.  

  Impact of Compounding Frequency 

  The frequency with which interest is compounded affects both future value and 

present value. You would prefer to have the interest on your savings account com-

pounded monthly, weekly, or even daily, rather than annually, because you will earn 

more interest the more frequently compounding occurs. This is recognized in present 

value calculations by converting the annual discount rate to a discount rate per com-

pounding period by dividing the annual rate by the number of compounding periods 

per year. Likewise, the number of periods is adjusted by multiplying the number of 

years involved by the number of compounding periods per year. For example, the 

present value of $1,000 to be received or paid six years from now, at a discount rate 

of 16% compounded annually, is $410.40 (the factor 0.4104 from the 16% column, 

six-period row of Table 6-4, multiplied by $1,000). If interest were compounded 

quarterly, or four times per year, the present value calculation uses the factor from 

the 4% column (16% per year � four periods per year), and the 24-period row (six 

years � four periods per year), which is 0.3901. Thus the present value of $1,000 to 

be received or paid in six years, compounding interest quarterly, is $390.10. Here is 

the time-line approach: 

  

Today 16% compounded annually 6 years

0 1 2 3 4 5 6
6 periods

$1,000
(Table 6-4, 16%, six periods)  � 0.4104

$410.40 

  

Today 16% compounded quarterly 6 years

0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24
24 periods

$1,000
 (Table 6-4, 4%, 24 periods) � 0.3901

$390.10 

 You can make sense of the fact that the present value of a single amount is lower the 

more frequent the compounding by visualizing what you could do with either $410.40 

or $390.10 if you were to receive the amount today rather than receiving $1,000 in 

six years. Each amount could be invested at 16%, but interest would compound on 

the $410.40 only once a year, while interest on the $390.10 would compound every 

three months. Even though you start with different amounts, you’ll still have $1,000 

after six years. Test your comprehension of this calculation process by verifying that 

the present value of an annual annuity of $100 for 10 years, discounted at an annual 

rate of 16%, is $483.32, and that the present value of $50 paid every six months for 

10 years, discounted at the same annual rate (which is an 8% semiannual rate), is 
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$490.91. The present value of an annuity is greater the more frequent the compound-

ing because the annuity amount is paid or received sooner than when the compounding 

period is longer. 

  Many of these ideas may seem complicated to you now, but your common sense 

will affirm the results of present value analysis. Remember that $1 in your hands today 

is worth more than $1 to be received tomorrow or a year from today. This explains 

why firms are interested in speeding up the collection of accounts receivable and other 

cash inflows. Of course, the opposite logic applies to cash payments, which explains 

why firms will defer the payment of accounts payable whenever possible. The pre-

vailing attitude is “We’re better off with the cash in our hands than in the hands of 

our customers or suppliers.” Several applications of present value analysis to business 

transactions will be illustrated in subsequent chapters. By making the initial invest-

ment of time now, you will understand these ideas more quickly later. 

 9.  What does it mean to say that money has value over time?

10.   What does it mean to talk about the present value of an amount of money to be 

received or spent in the future?

11.  What does it mean to receive an annuity?

QWhat Does
It Mean?

Answers  on 
page  229   

  Key Terms and Conecpts 

   Accelerated Cost Recovery System (ACRS) (p. 208)   The method prescribed in the Internal 

Revenue Code for calculating the depreciation deduction; applicable to the years 1981–1986.  

  accelerated depreciation method (p. 204)   A depreciation calculation method that results in 

greater depreciation expense in the early periods of an asset’s life than in the later periods of its 

life.  

  amortization (p. 213)   The process of spreading the cost of an intangible asset over its useful life.

annuity (p. 220) The receipt or payment of a constant amount over fixed periods of time, such as 

monthly, semiannually, or annually.  

  capital lease (p. 211)   A lease, usually long-term, that has the effect of financing the acquisition of 

an asset. Sometimes called a financing lease.  

  capitalizing (p. 201)   To record an expenditure as an asset as opposed to expensing the 

expenditure. 

copyright (p. 214) An amortizable intangible asset represented by the legally granted protection 

against unauthorized copying of a creative work.  

  declining-balance depreciation method (p. 206)   An accelerated depreciation method in which 

the declining net book value of the asset is multiplied by a constant rate.  

  depletion (p. 217)   The accounting process recognizing that the cost of a natural resource asset is 

used up as the natural resource is consumed.  

  discount rate (p. 222)   The interest rate used in a present value calculation.  

  expensing (p. 201)   To record an expenditure as an expense, as opposed to capitalizing the 

expenditure.  

  future value (p. 219)   The amount that a present investment will be worth at some point in the future, 

assuming a specified interest rate and the reinvestment of interest in each period that it is earned.  

  goodwill (p. 215)   A nonamortizable intangible asset arising from the purchase of a business for 

more than the fair market value of the net assets acquired. Goodwill is the present value of the 

expected earnings of the acquired business in excess of the earnings that would represent an 
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average return on investment, discounted at the investor’s required rate of return for the expected 

duration of the excess earnings.  

  intangible asset (p. 213)   A long-lived asset represented by a contractual right, or an asset that is 

not physically identifiable.  

  leasehold improvement (p. 214)   An amortizable intangible asset represented by the cost of 

improvements made to a leasehold by the lessee.  

  Modified Accelerated Cost Recovery System (MACRS) (p. 208)   The method prescribed in the 

Internal Revenue Code for calculating the depreciation deduction; applicable to years after 1986.  

  net book value (p. 204)   The difference between the cost of an asset and the accumulated 

depreciation related to the asset. Sometimes called carrying value.  

  operating lease (p. 211)   A lease that does not involve any attributes of ownership.  

  patent (p. 214)   An amortizable intangible asset represented by a government-sanctioned 

monopoly over the use of a product or process.  

  present value (p. 211)   The value now of an amount to be received or paid at some future date, 

recognizing an interest (or discount) rate for the period from the present to the future date.  

  proceeds (p. 210)   The amount of cash (or equivalent value) received in a transaction.  

  straight-line depreciation method (p. 205)   Calculation of periodic depreciation expense by 

dividing the amount to be depreciated by the number of periods over which the asset is to be 

depreciated.  

  trademark (p. 214)   An amortizable intangible asset represented by a right to the exclusive use of 

an identifying mark.  

  units-of-production depreciation method (p. 206)   A depreciation method based on periodic use 

and life expressed in terms of asset utilization.     

  

 1.    It means that the expenditure is recorded as an asset rather than an expense. If 

the asset is a depreciable asset, depreciation expense will be recognized over the 

useful life—to the entity—of the asset.  

 2.   It means that the assets are reported at their original cost, less accumulated depre-

ciation, if applicable. These net book values are likely to be less than fair market 

values.  

 3.   It means that cash is not paid out for depreciation expense. Depreciation expense 

results from spreading the cost of an asset to expense over the useful life—to the 

entity—of the asset. Cash is reduced when the asset is purchased or when pay-

ments are made on a loan that was obtained when the asset was purchased.  

 4.   It means that relative to straight-line depreciation, more depreciation expense is 

recognized in the early years of an asset’s life and less is recognized in the later 

years of an asset’s life.  

 5.   It means that because depreciation expense is deducted to arrive at taxable income, 

income taxes are lowered by the tax rate multiplied by the amount of depreciation 

expense claimed for income tax purposes.  

 6.   It means that, relative to a practice of capitalizing these expenditures, taxable 

income of the current year will be lower and less time will be spent making de-

preciation expense calculations than if the expenditures were capitalized.  

 7.   It means that rather than paying cash for the asset when it is acquired, or instead 

of borrowing funds to pay for the asset, the entity agrees to make payments to the 

lessor, or a finance company, of specified amounts over a specified period. The 

agreement is called a lease, but it is really an installment loan agreement.  

AA N S W E R S  T O

What Does 
It Mean?
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 8.   It means that the acquiring firm paid more than the fair market value of the net 

assets acquired because of the potential for earning an above-average return on its 

investment.  

 9.   It means that money could be invested to earn a return—as interest income—if it 

were invested for a period of time.  

10.   It means that the future amount has a value today that is equal to the amount that 

would have to be invested at a given rate of return to grow to the future amount. 

Present value is less than future value.  

11.   It means that the same amount will be received each period for a number of peri-

ods. For example, large lottery winnings are frequently received as an annuity—

that is, equal amounts over 20 years.    

  Self-Study Material 

  Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter.  

  Matching  Following are a number of the key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter 

for the key term or concept to each definition provided (items 1–15). Note that not all 

key terms and concepts will be used. Answers are provided at the end of this chapter.

 a.    Capitalize  

 b.   Depletion  

 c.   Net book value  

 d.   Depreciation  

 e.   Units-of-production depreciation  

 f.   Straight-line depreciation  

 g.   Declining-balance depreciation  

 h.   Modified Accelerated Cost Recov-

ery System (MACRS)  

 i.   Operating lease  

 j.   Capital lease  

 k.   Present value  

 l.   Discount rate  

 m.   Annuity  

 n.   Intangible asset  

 o.   Leasehold  

 p.   Patent  

 q.   Trademark  

 r.   Goodwill  

 s.   Amortization  

 t.   Leasehold improvement  

 u.   Copyright   

 1.    The receipt or payment of a constant amount over some period of time.  

 2.   The process of spreading the cost of an intangible asset over its useful life.  

 3.   An intangible asset represented by the legally granted protection against 

unauthorized copying of a creative work.  

 4.   The value now of an amount to be received or paid at some future point, 

recognizing an interest (or discount) rate for the period.  

 5.   An accelerated depreciation method in which the amount to be depreciated 

is multiplied by a rate that declines each year.  

 6.   The accounting process recognizing that the cost of a natural resource asset 

is used up as the natural resource is consumed.  

 7.   An intangible asset arising from the purchase of a business for more than 

the fair market value of the net assets acquired.  
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 8.   A depreciation method based on periodic use and life expressed in terms of 

asset utilization.  

 9.   An intangible asset represented by the right to use property that is not 

owned.  

 10.   The difference between the cost of an asset and the accumulated 

depreciation related to the asset.  

 11.   An intangible asset represented by a government-sanctioned monopoly 

over the use of a product or process.  

 12.   The interest rate used in a present value calculation.  

 13.   An accelerated depreciation method prescribed in the Internal Revenue 

Code and used for income tax purposes.  

 14.   A lease that has the effect of financing the acquisition of an asset; a 

“financing lease.”  

 15.   Calculation of periodic depreciation expense by dividing the amount to 

be depreciated by the number of periods over which the asset is to be 

depreciated.   

   Multiple Choice  For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter.

 1.    The Buildings account should be increased (debited) for the purchase or 

 construction price of the building, plus

 a.    any ordinary and necessary costs incurred to get the building ready for use.  

 b.   any interest costs incurred on amounts borrowed to finance the building 

 during its construction.  

 c.   any installation and inspection costs incurred to get the building ready for 

use.  

 d.   any material, labor, and overhead costs incurred by an entity in the construc-

tion of its own building.  

 e.   all of the above.     

 2.   A firm wishing to minimize the amount reported for taxable income and maxi-

mize the amount reported as net income in the year in which a new long-term 

asset is placed in service would

 a.    use straight-line depreciation for both book and tax purposes.  

 b.   use an accelerated depreciation method for both book and tax purposes.  

 c.   use straight-line depreciation on the books and an accelerated method for 

tax purposes.  

 d.   use an accelerated depreciation method on the books and straight-line depre-

ciation for tax purposes.     

 3.   The entry to record depreciation on long-term assets

 a.    decreases total assets and increases net income.  

 b.   decreases current assets and increases net income.  

 c.   decreases total assets and decreases net income.  

 d.   increases total assets and increases net income.  

 e.   increases total assets and decreases net income.     
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 4.   Which depreciation method results in equal depreciation expense amounts for 

each year of an asset’s useful life?

 a.    Units of production.  

 b.   Straight line.  

 c.   Double-declining balance.  

 d.   MACRS.     

 5.   Expenditures incurred on long-term assets after they have been placed in ser-

vice are either capitalized or expensed. Which of the following statements 

 concerning such expenditures is true?

 a.    Capitalized amounts represent future economic benefits that extend beyond 

one year.  

 b.   Expensed amounts benefit no more than three future years.  

 c.   Capitalized amounts decrease net income for the entire amount in the year 

of the expenditure.  

 d.   Expensed amounts are added to the net book value of the related 

asset.  

 e.   Immaterial amounts should always be capitalized.     

 6.   Depreciation on assets such as equipment and machinery is recorded because 

of the

 a.    cost principle.  

 b.   matching principle.  

 c.   unit of measurement assumption.  

 d.   conservatism constraint.  

 e.   going concern concept.     

 7.   All of the following are examples of intangible assets except

 a.    leaseholds.  

 b.   goodwill.  

 c.   trademarks.  

 d.   oil reserves.  

 e.   patents.     

 8.   With some simple adjustments, an annuity table for present values can be used 

to compute the present value of a series of future payments, even if

 a.    the amounts involved vary from year to year.  

 b.   the payment periods are quarterly rather than yearly.  

 c.    the payment periods are interrupted for a few years and later 

continued.  

 d.    the amounts involved are paid at different times during different years.     

 9.   The lessee’s entry to record a periodic cash lease payment on a capital lease 

results in

 a.    an increase in total liabilities and an increase in net income.  

 b.   an increase in total liabilities and a decrease in net income.  

 c.   an increase in total liabilities and a decrease in net income.  

 d.   a decrease in total liabilities and an increase in net income.     
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 10.   If you were to win $1,000,000 in a lottery today, which of the following  payment 

patterns would you find most attractive?

 a.    $1 per year for 1 million years.  

 b.   $200,000 per year for 5 years.  

 c.   $50,000 per year for 20 years.  

 d.   $25,000 per quarter for 10 years.  

 e.   $2,000 per week for 500 weeks.        

  Exercises 

    Basket purchase allocation  Dorsey Co. has expanded its operations by pur-

chasing a parcel of land with a building on it from Bibb Co. for $90,000. The 

appraised value of the land is $20,000, and the appraised value of the building is 

$80,000. 

  Required: 
a.    Assuming that the building is to be used in Dorsey Co.’s business activities, 

what cost should be recorded for the land?  

b.   Explain why, for income tax purposes, management of Dorsey Co. would want 

as little of the purchase price as possible allocated to land.  

c.   Assuming that the building is razed at a cost of $10,000 so the land can be used 

for employee parking, what cost should Dorsey Co. record for the land?  

d.   Explain why Dorsey Co. allocated the cost of assets acquired based on appraised 

values at the purchase date rather than on the original cost of the land and 

building to Bibb Co.     

     Basket purchase allocation  Crow Co. purchased some of the machinery of Hare, 

Inc., a bankrupt competitor, at a liquidation sale for a total cost of $33,600. Crow’s 

cost of moving and installing the machinery totaled $3,200. The following data are 

available:

Item

Hare’s Net Book 
Value on the 
Date of Sale

List Price of 
Same Item If New

Appraiser’s Estimate 
of Fair Value

Punch press

Lathe

Welder

$20,160

   16,128

      4,032

$36,000

  18,000

    6,000

$24,000

  12,000

    4,000

  Required: 
a.    Calculate the amount that should be recorded by Crow Co. as the cost of each 

piece of equipment.  

b.   Which of the following alternatives should be used as the depreciable life for 

Crow Co.’s depreciation calculation? Explain your answer.

     The remaining useful life to Hare, Inc.  

    The life of a new machine.  

    The useful life of the asset to Crow Co.        

Exercise 6.1
LO 1

Exercise 6.2
LO 1

accounting
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     Capitalizing versus expensing  For each of the following expenditures, indicate 

the type of account (asset or expense) in which the expenditure should be recorded. 

Explain your answers.

a.    $15,000 annual cost of routine repair and maintenance expenditures for a fleet 

of delivery vehicles.  

b.   $60,000 cost to develop a coal mine, from which an estimated 1 million tons of 

coal can be extracted.  

c.   $124,000 cost to replace the roof on a building.  

d.   $70,000 cost of a radio and television advertising campaign to introduce a new 

product line.  

e.   $4,000 cost of grading and leveling land so that a building can be constructed.        

  Capitalizing versus expensing  For each of the following expenditures, indicate 

the type of account (asset or expense) in which the expenditure should be recorded. 

Explain your answers.

a.    $400 for repairing damage that resulted from the careless unloading of a new 

machine.  

b.   $14,000 cost of designing and registering a trademark  

c.   $2,800 in legal fees incurred to perform a title search for the acquisition of land.  

d.   $800 cost of patching a leak in the roof of a building.  

e.   $180,000 cost of salaries paid to the research and development staff.        

  Effect of depreciation on ROI  Alpha, Inc., and Beta Co. are sheet metal 

processors that supply component parts for consumer product manufacturers. Alpha, 

Inc., has been in business since 1980 and is operating in its original plant facilities. 

Much of its equipment was acquired in the 1980s. Beta Co. was started two years 

ago and acquired its building and equipment then. Each firm has about the same 

sales revenue, and material and labor costs are about the same for each firm. What 

would you expect Alpha’s ROI to be relative to the ROI of Beta Co.? Explain your 

answer. What are the implications of this ROI difference for a firm seeking to enter 

an established industry?     

  Financial statement effects of depreciation—straight-line versus 
accelerated methods  Assume that a company chooses an accelerated method of 

calculating depreciation expense for financial statement reporting purposes for an 

asset with a five-year life. 

  Required: 
 State the effect (higher, lower, no effect) of accelerated depreciation relative to 

straight-line depreciation on

a.    Depreciation expense in the first year.  

b.   The asset’s net book value after two years.  

c.   Cash flows from operations (excluding income taxes).       

Exercise 6.3
LO 2

Exercise 6.4
LO 2

Exercise 6.5
LO 3

Exercise 6.6
LO 3
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  Depreciation calculation methods  Millco, Inc., acquired a machine that cost 

$240,000 early in 2010. The machine is expected to last for eight years, and its 

estimated salvage value at the end of its life is $24,000. 

  Required: 
a.    Using straight-line depreciation, calculate the depreciation expense to be 

recognized in the first year of the machine’s life and calculate the accumulated 

depreciation after the fifth year of the machine’s life.  

b.   Using declining-balance depreciation at twice the straight-line rate, calculate the 

depreciation expense for the third year of the machine’s life.  

c.   What will be the net book value of the machine at the end of its eighth year of 

use before it is disposed of, under each depreciation method?        

  Depreciation calculation methods  Kleener Co. acquired a new delivery truck at 

the beginning of its current fiscal year. The truck cost $26,000 and has an estimated 

useful life of four years and an estimated salvage value of $4,000. 

  Required: 
   a. Calculate depreciation expense for each year of the truck’s life using

 1.    Straight-line depreciation.  

 2.   Double-declining-balance depreciation.     

b.   Calculate the truck’s net book value at the end of its third year of use under each 

depreciation method.  

c.   Assume that Kleener Co. had no more use for the truck after the end of the third 

year and that at the beginning of the fourth year it had an offer from a buyer 

who was willing to pay $6,200 for the truck. Should the depreciation method 

used by Kleener Co. affect the decision to sell the truck?        

  Present value calculations  Using a present value table, your calculator, or a 

computer program present value function, calculate the present value of

a.    A car down payment of $3,000 that will be required in two years, assuming an 

interest rate of 10%.  

b.   A lottery prize of $6 million to be paid at the rate of $300,000 per year for 

20 years, assuming an interest rate of 10%.  

c.   The same annual amount as in part b, but assuming an interest rate of 14%.  

d.   A capital lease obligation that calls for the payment of $8,000 per year for 

10 years, assuming a discount rate of 8%.        

  Present value calculations—effects of compounding frequency, discount 
rates, and time periods  Using a present value table, your calculator, or a 

computer program present value function, verify that the present value of $100,000 to 

be received in five years at an interest rate of 16%, compounded annually, is $47,610. 

Calculate the present value of $100,000 for each of the following items (parts a–f ) 
using these facts, except

a.    Interest is compounded semiannually.  

b.   Interest is compounded quarterly.  

c.   A discount rate of 12% is used.  

d.   A discount rate of 20% is used.  

Exercise 6.7
LO 3

Exercise 6.8
LO 3

e celx

Exercise 6.9
LO 10

Exercise 6.10
LO 10
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e.   The cash will be received in three years.  

f.   The cash will be received in seven years.      

  Goodwill effect on ROI  Assume that fast-food restaurants generally provide an 

ROI of 15%, but that such a restaurant near a college campus has an ROI of 18% 

because its relatively large volume of business generates an above-average turnover 

(sales∕assets). The replacement value of the restaurant’s plant and equipment is 

$200,000. If you were to invest that amount in a restaurant elsewhere in town, you 

could expect a 15% ROI. 

  Required: 
a.    Would you be willing to pay more than $200,000 for the restaurant near the 

campus? Explain your answer.  

b.   If you purchased the restaurant near the campus for $240,000 and the fair value 

of the assets you acquired was $200,000, what balance sheet accounts would be 

used to record the cost of the restaurant?      

  Goodwill—effect on ROI and operating income  Goodwill arises when one firm 

acquires the net assets of another firm and pays more for those net assets than their 

current fair market value. Suppose that Target Co. had operating income of $90,000 

and net assets with a fair market value of $300,000. Takeover Co. pays $450,000 for 

Target Co.’s net assets and business activities. 

  Required: 
a.    How much goodwill will result from this transaction?  

b.   Calculate the ROI for Target Co. based on its present operating income and the 

fair market value of its net assets.  

c.   Calculate the ROI that Takeover Co. will earn if the operating income of the 

acquired net assets continues to be $90,000.  

d.   What reasons can you think of to explain why Takeover Co. is willing to pay 

$150,000 more than fair market value for the net assets acquired from Target Co.?        

  Transaction analysis—various accounts  Prepare an answer sheet with the 

column headings that follow. For each of the following transactions or adjustments, 

indicate the effect of the transaction or adjustment on assets, liabilities, and net 

income by entering for each account affected the account name and amount and 

indicating whether it is an addition (�) or a subtraction (−). Transaction a has been 

done as an illustration. Net income is  not  affected by every transaction. In some 

cases, only one column may be affected because all of the specific accounts affected 

by the transaction are included in that category. 

a.    

Assets Liabilities Net Income

Recorded $200 

of depreciation 

expense.

Accumulated 

Depreciation 

�200

Depreciation 

Expense 

�200

b.   Sold land that had originally cost $9,000 for $14,000 in cash.  

c.   Acquired a new machine under a capital lease. The present value of future lease 

payments, discounted at 10%, was $12,000.  

d.   Recorded the first annual payment of $2,000 for the leased machine (in part c).  

Exercise 6.11
LO 9

Exercise 6.12
LO 9

Exercise 6.13
LO 6, 8, 9
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236 Part 1 Financial Accounting

e.   Recorded a $6,000 payment for the cost of developing and registering a trademark.  

f.   Recognized periodic amortization for the trademark (in part e) using a 40-year 

useful life.  

g.   Sold used production equipment for $16,000 in cash. The equipment originally 

cost $40,000, and the accumulated depreciation account has an unadjusted 

balance of $22,000. It was determined that a $1,000 year-to-date depreciation 

entry must be recorded before the sale transaction can be recorded. Record the 

adjustment and the sale.    

   Transaction analysis—various accounts  Prepare an answer sheet with the 

following column headings. For each of the following transactions or adjustments, 

indicate the effect of the transaction or adjustment on assets, liabilities, and net 

income by entering for each account affected the account name and amount and 

indicating whether it is an addition (�) or a subtraction (�). Transaction a has been 

done as an illustration. Net income is  not  affected by every transaction. In some 

cases, only one column may be affected because all of the specific accounts affected 

by the transaction are included in that category.  

a. 
Assets Liabilities Net Income

Recorded $200 

of depreciation 

expense.

Accumulated 

Depreciation 

�200

Depreciation 

Expense 

�200

 

b.   Sold land that had originally cost $26,000 for $22,800 in cash.  

c.   Recorded a $136,000 payment for the cost of developing and registering a patent.  

d.   Recognized periodic amortization for the patent (in part c) using the maximum 

statutory useful life.  

e.   Capitalized $6,400 of cash expenditures made to extend the useful life of 

production equipment.  

f.   Expensed $3,600 of cash expenditures incurred for routine maintenance of 

production equipment.  

g.   Sold a used machine for $18,000 in cash. The machine originally cost $60,000 

and had been depreciated for the first two years of its five-year useful life using 

the double-declining-balance method.  (Hint: You must compute the balance of 
the accumulated depreciation account before you can record the sale.)   

h.   Purchased a business for $640,000 in cash. The fair market values of the 

net assets acquired were as follows: Land, $80,000; Buildings, $400,000; 

Equipment, $200,000; and Long-Term Debt, $140,000.     

  Problems 

  Capitalizing versus expensing—effect on ROI and operating income  During 

the first month of its current fiscal year, Green Co. incurred repair costs of $20,000 

on a machine that had five years of remaining depreciable life. The repair cost was 

 inappropriately capitalized. Green Co. reported operating income of $160,000 for the 

 current year. 

Exercise 6.14
LO 3, 4, 6, 8

accounting

Problem 6.15
LO 4
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  Required: 
a.    Assuming that Green Co. took a full year’s straight-line depreciation expense in 

the current year, calculate the operating income that should have been reported 

for the current year.  

b.   Assume that Green Co.’s total assets at the end of the prior year and at the end 

of the current year were $940,000 and $1,020,000, respectively. Calculate ROI 

(based on operating income) for the current year using the originally reported 

data and then using corrected data.  

c.   Explain the effect on ROI of subsequent years if the error is not corrected.     

     Capitalizing versus expensing—effect on ROI  Early in January 2010, Tellco, 

Inc., acquired a new machine and incurred $100,000 of interest, installation, and 

overhead costs that should have been capitalized but were expensed. The company 

earned net operating income of $1,000,000 on average total assets of $8,000,000 for 

2010. Assume that the total cost of the new machine will be depreciated over 10 years 

using the straight-line method. 

  Required: 
a.    Calculate the ROI for Tellco, Inc., for 2010.  

b.   Calculate the ROI for Tellco, Inc., for 2010, assuming that the $100,000 had 

been capitalized and depreciated over 10 years using the straight-line method. 

 (Hint: There is an effect on net operating income and average assets.)   
c.   Given your answers to a and b, why would the company want to account for 

this expenditure as an expense?  

d.   Assuming that the $100,000 is capitalized, what will be the effect on ROI for 

2011 and subsequent years, compared to expensing the interest, installation, and 

overhead costs in 2010? Explain your answer.      

  Depreciation calculation methods—partial year  Freedom Co. purchased a 

new machine on July 2, 2010, at a total installed cost of $44,000. The machine has an 

estimated life of five years and an estimated salvage value of $6,000. 

  Required: 
a.    Calculate the depreciation expense for each year of the asset’s life using:

 1.    Straight-line depreciation.  

 2.    Double-declining-balance depreciation.  

 3.   150% declining-balance depreciation.     

b.   How much depreciation expense should be recorded by Freedom Co. for its 

 fiscal year ended December 31, 2010, under each of the three methods? 

 (Note: The machine will have been used for one-half of its first year of life.)   
c.   Calculate the accumulated depreciation and net book value of the machine at 

December 31, 2011, under each of the three methods.      

  Partial-year depreciation calculations—straight-line and double-declining-
balance methods  Porter, Inc., acquired a machine that cost $720,000 on October 1, 

2010. The machine is expected to have a four-year useful life and an estimated salvage 

value of $80,000 at the end of its life. Porter, Inc., uses the calendar year for financial 

reporting. Depreciation expense for one-fourth of a year was recorded in 2010. 

Problem 6.16
LO 4

Problem 6.17
LO 3

Problem 6.18
LO 3
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  Required: 
a.    Using the straight-line depreciation method, calculate the depreciation expense 

to be recognized in the income statement for the year ended December 31, 

2012, and the balance of the Accumulated Depreciation account as of 

December 31, 2012.  (Note: This is the third calendar year in which the asset 
has been used.)   

b.   Using the double-declining-balance depreciation method, calculate the 

depreciation expense for the year ended December 31, 2012, and the net book 

value of the machine at that date.     

   Identify depreciation methods used  Grove Co. acquired a production machine 

on January 1, 2010, at a cost of $240,000. The machine is expected to have a four-

year useful life, with a salvage value of $40,000. The machine is capable of producing 

50,000 units of product in its lifetime. Actual production was as follows: 11,000 units 

in 2010; 16,000 units in 2011; 14,000 units in 2012; and 9,000 units in 2013. 

   Following is the comparative balance sheet presentation of the  net book value  of 

the production machine at December 31 for each year of the asset’s life, using three 

alternative depreciation methods (items a–c):

a. 

Production Machine, Net of Accumulated Depreciation

  At December 31
 Depreciation
 Method? 2013 2012 2011 2010

____________________ 40,000 76,000 132,000 196,000

____________________ 40,000 40,000  60,000 120,000

____________________ 40,000 90,000 140,000 190,000

 

b. 
c. 

  Required: 
  Identify the depreciation method used for each of the preceding comparative balance 

sheet presentations (items a–c). If a declining-balance method is used, be sure to 

indicate the percentage (150% or 200%).  (Hint: Read the balance sheet from right 
to left to determine how much has been depreciated each year. Remember that 
December 31, 2010, is the end of the first year.)     

  Identify depreciation methods used  Moyle Co. acquired a machine on January 1, 

2010, at a cost of $320,000. The machine is expected to have a five-year useful life, 

with a salvage value of $20,000. The machine is capable of producing 300,000 units 

of product in its lifetime. Actual production was as follows: 60,000 units in 2010; 

40,000 units in 2011; 80,000 units in 2012; 50,000 units in 2013; and 70,000 units in 

2014. 

  Required: 
  Identify the depreciation method that would result in each of the following annual 

credit amount patterns to accumulated depreciation. If a declining-balance method is 

used, indicate the percentage (150% or 200%).  (Hint: What do the amounts shown for 
each year represent?)  

Problem 6.19
LO 3

Problem 6.20
LO 3
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a.    Accumulated Depreciation c. Accumulated Depreciation

60,000   12/31/10

40,000   12/31/11

80,000   12/31/12

50,000   12/31/13

70,000   12/31/14

128,000   12/31/10

 76,800   12/31/11

 46,080   12/31/12

 27,648   12/31/13

 16,588   12/31/14

b. Accumulated Depreciation d. Accumulated Depreciation

96,000   12/31/10

67,200   12/31/11

47,020   12/31/12

32,928   12/31/13

23,050   12/31/14

60,000   12/31/10

60,000   12/31/11

60,000   12/31/12

60,000   12/31/13

60,000   12/31/14

      

  Determine depreciation method used and date of asset acquisition; record 
disposal of asset  The balance sheets of Tully Corp. showed the following at 

December 31, 2011, and 2010:

 December 31, 2011  December 31, 2010

Machine, less accumulated depreciation

 of $80,000 at December 31, 2011, and

 $50,000 at December 31, 2010. $60,000 $90,000

 

  Required: 
a.    If there have not been any purchases, sales, or other transactions affecting this 

machine account since the machine was first acquired, what is the amount of 

depreciation expense for 2011?  

b.   Assume the same facts as in part a, and assume that the estimated useful life of 

the machine is four years and the estimated salvage value is $20,000. Determine

 1.    What the original cost of the machine was.  

 2.   What depreciation method is apparently being used. Explain your answer.  

 3.   When the machine was acquired.     

c.   Assume that the machine is sold on December 31, 2011, for $47,200. Use the 

horizontal model (or write the journal entry) to show the effect of the sale of the 

machine.     

   Determine depreciation method used and date of asset acquisition; record 
disposal of asset  The balance sheets of HiROE, Inc., showed the following at 

December 31, 2011, and 2010:

 December 31, 2011  December 31, 2010

Machine, less accumulated depreciation

 of $283,500 at December 31, 2011, and

 $202,500 at December 31, 2010. $364,500 $445,500

 

Problem 6.21
LO 3, 6

Problem 6.22
LO 3, 6
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  Required: 
a.    If there have not been any purchases, sales, or other transactions affecting this 

equipment account since the equipment was first acquired, what is the amount 

of the depreciation expense for 2011?  

b.   Assume the same facts as in part a, and assume that the estimated useful life 

of the equipment to HiROE, Inc., is eight years and that there is no estimated 

salvage value. Determine:

 1.    What the original cost of the equipment was.  

 2.   What depreciation method is apparently being used. Explain your answer.  

 3.   When the equipment was acquired.     

c.   Assume that this equipment account represents the cost of 10 identical 

machines. Calculate the gain or loss on the sale of one of the machines on 

January 2, 2012, for $40,500. Use the horizontal model (or write the journal 

entry) to show the effect of the sale of the machine.     

   Accounting for capital leases  On January 1, 2010, Carey, Inc., entered into a 

noncancellable lease agreement, agreeing to pay $3,500 at the end of each year for 

four years to acquire a new computer system having a market value of $10,200. The 

expected useful life of the computer system is also four years, and the computer will 

be depreciated on a straight-line basis with no salvage value. The interest rate used by 

the lessor to determine the annual payments was 14%. Under the terms of the lease, 

Carey, Inc., has an option to purchase the computer for $1 on January 1, 2014. 

  Required: 
a.    Explain why Carey, Inc., should account for this lease as a capital lease 

rather than an operating lease.  (Hint: Determine which of the four criteria for 
capitalizing a lease have been met.)   

b.   Show in a horizontal model or write the entry that Carey, Inc., should make on 

January 1, 2010. Round your answer to the nearest $10.  (Hint: First determine 
the present value of future lease payments using Table 6-5.)   

c.   Show in a horizontal model or write the entry that Carey, Inc., should make 

on December 31, 2010, to record the first annual lease payment of $3,500. Do 

not round your answers.  (Hint: Based on your answer to part b, determine the 
appropriate amounts for interest and principal.)   

d.   What expenses (include amounts) should be recognized for this lease on the 

income statement for the year ended December 31, 2010?  

e.   Explain why the accounting for an asset acquired under a capital lease isn’t 

really any different than the accounting for an asset that was purchased with 

money borrowed on a long-term loan.     

   Accounting for capital leases versus purchased assets  Ambrose Co. has the 

option of purchasing a new delivery truck for $28,200 in cash or leasing the truck for 

$6,100 per year, payable at the end of each year for six years. The truck also has a 

useful life of six years and will be depreciated on a straight-line basis with no salvage 

value. The interest rate used by the lessor to determine the annual payments was 8%. 

Problem 6.23
LO 7, 8, 10

Problem 6.24
LO 7, 8, 10
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  Required: 
a.    Assume that Ambrose Co. purchased the delivery truck and signed a six-year, 

8% note payable for $28,200 in satisfaction of the purchase price. Show in a 

horizontal model or write the entry that Ambrose should make to record the 

purchase transaction.  

b.   Assume instead that Ambrose Co. agreed to the terms of the lease. Show in a 

horizontal model or write the entry that Ambrose should make to record the 

capital lease transaction. Round your answer up to the nearest $1.  (Hint: First 
determine the present value of future lease payments using Table 6-5.)   

c.   Show in a horizontal model or write the entry that Ambrose Co. should make 

at the end of the year to record the first annual lease payment of $6,100. Do 

not round your answers.  (Hint: Based on your answer to part  b , determine the 
appropriate amounts for interest and principal.)   

d.   What expenses (include amounts) should Ambrose Co. recognize on the income 

statement for the first year of the lease?  

e.   How much would the annual payments be for the note payable signed by 

Ambrose Co. in part a?  (Hint: Use the present value of an annuity factor from 
Table 6-5.)      

   Present value calculation—capital lease  Renter Co. acquired the use of a 

machine by agreeing to pay the manufacturer of the machine $900 per year for 

10 years. At the time the lease was signed, the interest rate for a 10-year loan 

was 12%. 

  Required: 
a.    Use the appropriate factor from Table 6-5 to calculate the amount that 

Renter Co. could have paid at the beginning of the lease to buy the machine 

outright.  

b.   What causes the difference between the amount you calculated in part a and the 

total of $9,000 ($900 per year for 10 years) that Renter Co. will pay under the 

terms of the lease?  

c.   What is the appropriate amount of cost to be reported in Renter Co.’s balance 

sheet (at the time the lease was signed) with respect to this asset?     

   Present value calculations  Using a present value table, your calculator, or a 

computer program present value function, answer the following questions: 

  Required: 
a.    What is the present value of nine annual cash payments of $4,000, to be paid at 

the end of each year using an interest rate of 6%?  

b.   What is the present value of $15,000 to be paid at the end of 20 years, using an 

interest rate of 18%?  

c.   How much cash must be deposited in a savings account as a single amount in 

order to accumulate $300,000 at the end of 12 years, assuming that the account 

will earn 10% interest?  

Problem 6.25
LO 8, 10

Problem 6.26
LO 10

e celx
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d.   How much cash must be deposited in a savings account (as a single amount) 

in order to accumulate $50,000 at the end of seven years, assuming that the 

account will earn 12% interest?  

e.   Assume that a machine was purchased for $60,000. Cash of $20,000 was paid, 

and a four-year, 8% note payable was signed for the balance.

 1.     Use the horizontal model, or write the journal entry, to show the purchase of 

the machine as described.  

 2.    How much is the equal annual payment of principal and interest due at the 

end of each year? Round your answer to the nearest $1.  

 3.    What is the total amount of interest expense that will be reported over the 

life of the note? Round your answer to the nearest $1.  

 4.    Use the horizontal model, or write the journal entries, to show the equal 

annual payments of principal and interest due at the end of each year.        

  Cases 

  Financial statement effects of depreciation methods  Answer the following 

questions using data from the  Intel Corporation  annual report in the appendix: 

  Required: 
a.    Find the discussion of depreciation methods used by  Intel  on page 695. Explain 

why the particular method is used for the purpose described. What method do 

you think the company uses for income tax purposes?  

b.   Calculate the ratio of the depreciation expense for 2008 reported on page 689 in 

the Consolidated Statements of Cash Flows to the cost ( not  net book value) of 

property, plant, and equipment reported in the schedule shown on page 695.  

c.   Based on the ratio calculated in part b and the depreciation method being 

used by  Intel , what is the average useful life being used for its depreciation 

calculation?  

d.   Assume that the use of an accelerated depreciation method would have resulted 

in 25% more accumulated depreciation than reported at December 27, 2008, and 

that  Intel’s  Retained Earnings account would have been affected by the entire 

difference. By what percentage would this have reduced the retained earnings 

amount reported at December 27, 2008?     

   Capstone analytical review of Chapters 5–6. Analyzing accounts receivable, 
property, plant and equipment, and other related accounts   (Note: Please 
refer to Case 4.26 on pages 144–145 for the financial statement data needed for the 
analysis of this case. You should also review the solution to Case 4.26, provided by 
your instructor, before attempting to complete this case.)  
   You have been approached by Gary Gerrard, President and CEO of Gerrard 

Construction Co., who would like your advice on a number of business and 

accounting related matters. 

Case 6.27
LO 3

Case 6.28
LO 3, 6

accounting
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  Your conversation with Mr. Gerrard, which took place in February 2011, pro-

ceeded as follows: 

    Mr. Gerrard:  “The accounts receivable shown on the balance sheet for 2010 

are nearly $10 million and the funny thing is, we just collected a bunch of the 

big accounts in early December but had to reinvest most of that money in new 

equipment. At one point last year, more than $20 million of accounts were out-

standing! I had to put some pressure on our regular clients who keep falling 

behind. Normally, I don’t bother with collections, but this is our main source of 

cash flows. My daughter Anna deals with collections and she’s just too nice to 

people. I keep telling her that the money is better off in our hands than in some-

one else’s! Can you have a look at our books? Some of these clients are really 

getting on my nerves.”  

    Your reply:  “That does seem like a big problem. I’ll look at your accounts 

receivable details and get back to you with some of my ideas and maybe some 

questions you can help me with. What else did you want to ask me about?”  

    Mr. Gerrard:  “The other major problem is with our long-term asset manage-

ment. We don’t have much in the way of buildings, just this office you’re sitting 

in and the service garage where we keep most of the earthmoving equipment. 

That’s where the expense of running this business comes in. I’ve always said 

that I’d rather see a dozen guys standing around leaning against shovels than to 

see one piece of equipment sit idle for even an hour of daylight! There is noth-

ing complicated about doing ‘dirt work,’ but we’ve got one piece of equipment 

that would cost over $2 million to replace at today’s prices. And that’s just it—

either you spend a fortune on maintenance or else you’re constantly in the mar-

ket for the latest and greatest new ‘Cat.’ ”  

    Your reply:  “So how can I help?”  

    Mr. Gerrard:  “Now that you know a little about our business, I’ll have my son 

Nathan show you the equipment records. He’s our business manager. We’ve got 

to sell and replace some of our light-duty trucks. We need to get a handle on the 

value of some of the older equipment. What the books say, and what it’s really 

worth, are two different things. I’d like to know what the accounting conse-

quences of selling various pieces of equipment would be because I don’t want to 

be selling anything at a loss.”  

    Your reply:  “Thanks, Gary. I’ll have a chat with Anna and Nathan and get back 

to you.”    

  After your discussion with Anna, you analyzed the accounts receivable details and 

prepared the following aging schedule:

 Number of Days Number of Accounts Total Amount
 Outstanding Outstanding Outstanding

 0–30 20 $2,240,000

 31–60 9 1,600,000

 61–120 6 1,320,000 

 121–180 4 1,080,000

     �180 11 3,560,000
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  You’ve noted that Gerrard Construction Co. has not written off any accounts 

receivable as uncollectible during the past several years. The Allowance for Bad 

Debts account is included in the chart of accounts but has never been used. No 

cash discounts have been offered to customers, and the company does not employ a 

collection agency. Reminder invoices are sent to customers with outstanding balances 

at the end of every quarter. 

   After your discussion with Nathan, you analyzed the equipment records related 

to the three items that the company wishes to sell at this time:

      Estimated
 Item Date of   Accumulated Book Market
 Description Purchase Cost Depreciation Value Value

 2000 Ford F350 Mar 2000 $ 57,200 $ 38,600 $ 18,600 $ 14,000

2002 Cat DR9 June 2002  510,000  272,100  237,900  295,000

2004 Cat 345B L II Sept 2004  422,700  226,500  196,200  160,000

  Nathan explained that Gerrard Construction Co. uses the units-of-production 

depreciation method and estimates usage on the basis of hours in service for 

earthmoving equipment and miles driven for all on-road vehicles. You have 

recalculated the annual depreciation adjustments through December 31, 2010, and are 

satisfied that the company has made the proper entries. The estimated market values 

were recently obtained through the services of a qualified, independent appraiser that 

you had recommended to Nathan. 

  Required: 
a.    Explain what Mr. Gerrard meant when he said, “I keep telling her that the 

money is better off in our hands than in someone else’s!”  

b.   What is your overall reaction concerning Gerrard Construction Co.’s manage-

ment of accounts receivable? What suggestions would you make to Mr. Gerrard 

that may prove helpful in the collection process?  

c.   What accounting advice would you give concerning the accounts receivable bal-

ance of $9,800,000 at December 31, 2010?  

d.   What impact (increase, decrease, or no effect) would any necessary 

adjustment(s) have on the company’s working capital and current ratio? (Note 

that these items were computed in part g of C4.26 and do not need to be recom-

puted now.)  

e.   Explain what Mr. Gerrard meant when he said, “We need to get a handle on the 

value of some of the older equipment. What the books say, and what it’s really 

worth, are two different things.”  

f.   Use the horizontal model, or write the journal entries, to show the effect of sell-

ing each of the three assets for their respective estimated market values. Partial-

year depreciation adjustments for 2011 can be ignored.  

g.   Explain to Mr. Gerrard why his statement that “I don’t want to be selling any-

thing at a loss” does not make economic sense.     
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  Answers to Self-Study Material 

     Matching: 1. m, 2. s, 3. u, 4. k, 5. g, 6. b, 7. r, 8. e, 9. o, 10. c, 11. p, 12. l, 13. h, 

14. j, 15. f  

    Multiple choice: 1. e, 2. c, 3. c, 4. b, 5. a, 6. b, 7. d, 8. b, 9. c, 10. b      
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7  Accounting for 
and Presentation
of Liabilities 
 

 Liabilities are obligations of the entity or, as defined by the FASB, “probable future sacrifices of 

economic benefits arising from present obligations of a particular entity to transfer assets or pro-

vide services to other entities in the future as a result of past transactions or events.”  1     Note that 

liabilities are recorded only for present obligations that are the result of past transactions or events 

that will require the probable future sacrifice of resources. Thus the following items would not yet 

be recorded as liabilities: (1) negotiations for the possible purchase of inventory, (2) increases in 

the replacement cost of assets due to inflation, and (3) contingent losses on unsettled lawsuits 

against the entity unless the loss becomes probable and can be reasonably estimated. 

  Most liabilities that meet the above definition arise because credit has been obtained in the 

form of a loan (notes payable) or in the normal course of business—for example, when a supplier 

ships merchandise before payment is made (accounts payable) or when an employee works one 

week not expecting to be paid until the next week (wages payable). As has been illustrated in 

previous chapters, many liabilities are recorded in the accrual process that matches revenues and 

expenses. The term accrued expenses is used on some balance sheets to describe these liabili-

ties, but this is shorthand for liabilities resulting from the accrual of expenses. If you keep in mind 

that revenues and expenses are reported only on the income statement, you will not be confused 

by this mixing of terms. Current liabilities are those that must be paid or otherwise satisfied within 

a year of the balance sheet date; noncurrent liabilities are those that will be paid or satisfied more 

than a year after the balance sheet date. Liability captions usually seen in a balance sheet are: 

  Current Liabilities:
   Accounts Payable  

  Short-Term Debt (Notes Payable)  

  Current Maturities of Long-Term Debt  

  Unearned Revenue or Deferred Credits  

  Other Accrued Liabilities  

1 FASB, Statement of Financial Accounting Concepts No. 6, “Elements of Financial Statements” (Stamford, 

CT, 1985), para. 35. Copyright © by the Financial Accounting Standards Board, High Ridge Park, Stamford, 

CT 06905, U.S.A. Quoted with permission. Copies of the complete document are available from the FASB.
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     Noncurrent Liabilities:
   Long-Term Debt (Bonds Payable)  

  Deferred Tax Liabilities  

  Noncontrolling (Minority) Interest in Subsidiaries  

    The order in which liabilities are presented within the current and noncurrent categories is a func-

tion of liquidity (how soon the debt becomes due) and management preference. 

  Review the liabilities section of the Intel Corporation consolidated balance sheets on 

page 688 of the annual report in the appendix. Note that most of these captions have to do with 

debt, accrued liabilities, and income taxes. The business and accounting practices relating to 

these items make up a major part of this chapter. Some of the most significant and controver-

sial issues that the FASB has addressed in recent years, including accounting for income taxes, 

 accounting for pensions, and consolidation of subsidiaries, relate to the liability section of the bal-

ance sheet. A principal reason for the interest generated by these topics is that the recognition of 

a liability usually involves recognizing an expense as well. Expenses reduce net income, and lower 

net income means lower ROI. Keep these relationships in mind as you study this chapter. 

  LEARNING OBJECTIVES  (LO)

  After studying this chapter you should understand 

 1.    The financial statement presentation of short-term debt and current maturities of long-term 

debt.  

 2.   The difference between interest calculated on a straight basis and on a discount basis.  

 3.   What unearned revenues are and how they are presented in the balance sheet.  

 4.   The accounting for an employer’s liability for payroll and payroll taxes.  

 5.   The importance of making estimates for certain accrued liabilities and how these items are 

presented in the balance sheet.  

 6.   What financial leverage is and how it is provided by long-term debt.  

 7.   The different characteristics of a bond, which is the formal document representing most 

long-term debt.  

 8.   Why bond discount or premium arises and how it is accounted for.  

 9.   What deferred income taxes are and why they arise.  

 10.   What noncontrolling (minority) interest is, why it arises, and what it means in the balance sheet.  

    Exhibit 7-1 highlights the balance sheet accounts covered in detail in this chapter 

and shows the income statement and statement of cash flows components affected by 

these accounts. 

mar27068_ch07_246-291.indd   247mar27068_ch07_246-291.indd   247 11/12/09   9:30:02 AM11/12/09   9:30:02 AM



248 Part 1 Financial Accounting

Balance Sheet

Current Assets Chapter

 Cash and cash equivalents 5, 9

 Short-term marketable 

  securities 5

 Accounts receivable 5, 9

 Notes receivable 5

 Inventories 5, 9

 Prepaid expenses 5

 Deferred tax assets 5

Noncurrent Assets

 Land 6

 Buildings and equipment 6

 Assets acquired by 

  capital lease 6

 Intangible assets 6

 Natural resources 6

 Other noncurrent assets 6

Current Liabilities Chapter

 Short-term debt 7

 Current maturities of 

  long-term debt 7

 Accounts payable 7

 Unearned revenue or 

  deferred credits 7

 Payroll taxes and other 

  withholdings 7

 Other accrued liabilities 7

Noncurrent Liabilities

 Long-term debt 7

 Deferred tax liabilities 7

 Other noncurrent liabilities 7

Owners’ Equity

 Common stock 8

 Preferred stock 8

 Additional paid-in capital 8

 Retained earnings 8

 Treasury stock 8

 Accumulated other 

  comprehensive income (loss) 8

 Noncontrolling interest 8

Income Statement Statement of Cash Flows

Sales 5, 9

 Cost of goods sold 5, 9

Gross profit (or gross margin) 5, 9

 Selling, general, and 

  administrative expenses 5, 6, 9

Income from operations 9

 Gains (losses) on sale 

  of assets 6, 9

 Interest income 5, 9

 Interest expense 7, 9

 Income tax expense 7, 9

 Unusual items 9

Net income 5, 6, 7, 8, 9

Earnings per share 9

Operating Activities
 Net income 5, 6, 7, 8, 9

 Depreciation expense 6, 9

 (Gains) losses on sale of assets 6, 9

 (Increase) decrease in 

  current assets 5, 9

 Increase (decrease) in 

  current liabilities 7, 9

Investing Activities

 Proceeds from sale of property, 

  plant, and equipment 6, 9

 Purchase of property, plant, 

  and equipment 6, 9

Financing Activities

 Proceeds from long-term debt* 7, 9

 Repayment of long-term debt* 7, 9

 Issuance of common / 

  preferred stock 8, 9

 Purchase of treasury stock 8, 9

 Payment of dividends 8, 9

Primary topics of this chapter.

Other affected fi nancial statement components.

*May include short-term debt items as well.

Exhibit 7-1

Financial Statements—

The Big Picture
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    Current Liabilities 
   Short-Term Debt 

 Most firms experience seasonal fluctuations during the year in the demand for their 

products or services. For instance, a firm like Cruisers, Inc., a manufacturer of small 

boats, is likely to have greater demand for its product during the spring and early 

summer than in the winter. To use its production facilities most efficiently, Cruisers, 

Inc., will plan to produce boats on a level basis throughout the year. This means that 

during the fall and winter seasons, its inventory of boats will be increased in order 

to have enough product on hand to meet spring and summer demand. To finance this 

inventory increase and keep its payments to suppliers and employees current, Cruisers, 

Inc., will obtain a  working capital loan  from its bank. This type of short-term loan is 

made with the expectation that it will be repaid from the collection of accounts receiv-

able that will be generated by the sale of inventory. The short-term loan usually has a 

  maturity date  specifying when the loan is to be repaid. Sometimes a firm will negoti-

ate a  revolving line of credit  with its bank. The credit line represents a predetermined 

maximum loan amount, but the firm has flexibility in the timing and amount bor-

rowed. There may be a specified repayment schedule or an agreement that all amounts 

borrowed will be repaid by a particular date. Whatever the specific loan arrangement 

may be, the borrowing has the following effect on the financial statements:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

� Cash   �  Short-Term 
Debt

   The entry to record the loan is:

Dr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

   Cr. Short-Term Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Borrowed money from bank.

xx

xx

  The short-term debt resulting from this type of transaction is sometimes called a  note 
payable . The note is a formal promise to pay a stated amount at a stated date, usually 

with interest at a stated rate and sometimes secured by collateral. 

  Interest expense is associated with almost any borrowing, and it is appropriate to 

record interest expense for each fiscal period during which the money is borrowed. 

The alternative methods of calculating interest are explained in Business in Practice— 

Interest Calculation Methods. 

   Prime rate  is the term frequently used to express the interest rate on short-term 

loans. The prime rate is established by the lender, presumably for its most credit-

worthy borrowers, but is in reality just a benchmark rate. The prime rate is raised or 

lowered by the lender in response to credit market forces. The borrower’s rate may be 

expressed as “prime plus 1,” for example, which means that the interest rate for the 

borrower will be the prime rate plus 1 percent. It is quite possible for the interest rate 

to change during the term of the loan, in which case a separate calculation of interest 

is made for each period having a different rate. 

LO 1

 Understand the financial 

statement presentation 

of short-term debt and 

current maturities of 

long-term debt. 
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250 Part 1 Financial Accounting

   For a loan on which interest is calculated on a straight basis, interest is accrued 

each period. Here is the effect of this accrual on the financial statements:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

�  Interest
Payable

�  Interest
Expense

Business in 

Practice

  Interest Calculation Methods 

  Lenders calculate interest on either a straight (interest-bearing, or simple interest) basis or on a 

discount (noninterest-bearing) basis. The straight calculation involves charging interest on the 

money actually available to the borrower for the length of time it was borrowed. Interest on a 

discount loan is based on the principal amount of the loan, but the interest is subtracted from 

the principal at the beginning of the loan, and only the difference is made available to the bor-

rower. In effect, the borrower pays the interest in advance. Assume that $1,000 is borrowed for 

one year at an interest rate of 12%. 

  Straight Interest 
 The interest calculation—straight basis is made as follows:

 Interest � Principal � Rate � Time (in years) 

 � $1,000 � 0.12 � 1 

 � $ 120  

  At the maturity date of the note, the borrower will repay the principal of $1,000 plus the inter-

est owed of $120. The borrower’s  effective interest rate —the  annual percentage rate (APR) —is 

12%:

 APR � Interest paid / [Money available to use � Time (in years)] 

 � $120 / $1,000 � 1 

 � 12%  

  This is another application of the present value concept described in Chapter 6. The 

amount of the liability on the date the money is borrowed is the present value of the amount to 

be repaid in the future, calculated at the effective interest rate—which is the rate of return desired 

by the lender. To illustrate, the amount to be repaid in one year is $1,120, the sum of the $1,000 

principal plus the $120 of interest. From Table 6-4, the factor in the 12% column and one-period 

row is 0.8929; $1,120 � 0.8929 � $1,000 (rounded). These relationships are illustrated on the 

following time line:

 1/1/10  12/31/10

 

 $1,000 Interest � $1,000 � 0.12 � 1 year � $120 $1,120

 Principal   Principal

 borrowed  and interest 

   repaid

LO 2

Understand the 

 difference between 

interest calculated 

on a straight basis 

and on a discount 

basis.
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     The entry to record accrued interest is as follows:

Dr. Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Accrued interest for period.

xx

xx

  Interest Payable is a current liability because it will be paid within a year of the bal-

ance sheet date. It may be disclosed in a separate caption or included with other ac-

crued liabilities in the current liability section of the balance sheet. 

  For a loan on which interest is calculated on a discount basis, the amount of cash 

 proceeds  represents the initial carrying value of the liability. Using the data from the 

 Discount 

 The  interest calculation—discount basis  is made as just illustrated except that the interest 

amount is subtracted from the loan principal, and the borrower receives the difference. In this 

case, the loan proceeds would be $880 ($1,000 � $120). At the maturity of the note, the bor-

rower will pay just the principal of $1,000 because the interest of $120 has already been paid—it 

was subtracted from the principal amount when the loan was obtained. These relationships are 

illustrated on the following time line:

 1/1/10  12/31/10

 

 $880 Interest � $1,000 � 0.12 � 1 year � $120 $1,000

 Proceeds   Principal

   repaid

  Because the full principal amount is not available to the borrower, the effective interest rate (APR) 

on a discount basis is much higher than the rate used in the lending agreement to calculate the 

interest:

 APR � Interest paid / [Money available to use � Time (in years)] 

 � $120 / $880 � 1 

 � 13.6%  

  Applying present value analysis, the carrying value of the liability on the date the money is 

borrowed represents the amount to be repaid, $1,000, multiplied by the present value factor for 

13.6% for one year. The factor is 0.8803 and although it is not explicitly shown in Table 6-4, it 

can be derived approximately by  interpolating  between the factors for 12% and 14%. 

  An  installment  loan is repaid periodically over the life of the loan, so only about half of the 

proceeds (on average) are available for use throughout the life of the loan. Thus the effective 

interest rate is about twice that of a term loan requiring a lump-sum repayment of principal at 

the maturity date. 

  In the final analysis, it isn’t important whether interest is calculated using the straight 

method or the discount method, or whether an installment loan or term loan is arranged; what 

is important is the APR, or effective interest rate. The borrower’s objective is to keep the APR 

(which must be disclosed in accordance with federal truth in lending laws) to a minimum. 
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discount example in the Business in Practice box, the effect on the financial statements 

of the borrower is:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

 Cash Short-Term
� 880     Debt

� 1,000

  Discount on 
Short-term Debt 
� 120

   The entry to record the proceeds of a discounted note is:

Dr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dr. Discount on Short-Term Debt . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Short-Term Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

880

120

1,000

  The Discount on Short-Term Debt account is a contra liability, classified as a reduc-

tion of Short-Term Debt on the balance sheet. As interest expense is incurred, the 

Discount on Short-Term Debt is amortized as follows:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

�  Discount on 
Short-Term Debt

�  Interest
Expense

   The entry is:

Dr. Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Discount on Short-Term Debt . . . . . . . . . . . . . . . . . . . . . .

xx

xx

  The amortization of the discount to interest expense affects neither cash nor interest 

payable. Net income decreases as interest expense is recorded, and the carrying value 

of short-term debt increases as the discount is amortized. 

1. What does it mean to borrow money on a discount basis?QWhat Does
It Mean?
Answer  on 
page  276

       Current Maturities of Long-Term Debt 

 When funds are borrowed on a long-term basis (a topic to be discussed later in this 

chapter), it is not unusual for principal repayments to be required on an installment 

basis; every year a portion of the debt matures and is to be repaid by the borrower. 
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Any portion of a long-term borrowing (e.g., Notes Payable or Bonds Payable) that is 

to be repaid within a year of the balance sheet date is reclassified from the noncurrent 

liability section of the balance sheet to the  Current Maturities of Long-Term Debt  
account. These amounts are reported in the current liability section but separately from 

short-term debt because the liability arose from a long-term borrowing transaction. 

Interest payable on long-term debt is classified with other interest payable and may be 

combined with other accrued liabilities for reporting purposes. 

   Accounts Payable 

 Amounts owed to suppliers for goods and services that have been provided to the 

entity on credit are the principal components of  accounts payable . Unlike accounts 

receivable, which are reported net of estimated cash discounts expected to be taken, 

accounts payable to suppliers that permit a cash discount for prompt payment are not 

usually reduced by the amount of the cash discount expected to be taken. This treat-

ment is supported by the materiality concept because the amount involved is not likely 

to have a significant effect on the financial position or results of the operations of the 

firm. However, accounts payable for firms that record purchases net of anticipated 

cash discounts will be reported at the amount expected to be paid. 

  Purchase transactions for which a cash discount is allowed are recorded using either 

the  gross or net  method. The difference between the two is the timing of the recognition 

of cash discounts. The gross method results in recognizing cash discounts only when in-

voices are paid within the discount period. The net method recognizes cash discounts when 

purchases are initially recorded, under the assumption that all discounts will be taken; an 

expense is then recognized if a discount is not taken. An evaluation of these methods is 

provided in Business in Practice—Gross and Net Methods of Recording Purchases. 

   Unearned Revenue or Deferred Credits 

 Customers often pay for services or even products before the service or product is 

delivered. An entity collecting cash in advance of earning the related revenue records 

 unearned revenue , or a  deferred credit , which is included in current liabilities. Un-

earned revenues must then be allocated to the fiscal periods in which the services are 

performed or the products are delivered, in accordance with the matching concept. 

The accounting for revenue received in advance was discussed in the context of the 

adjustments presented in Chapter 4. To illustrate, assume that a magazine publisher 

requires a subscriber to pay in advance for a subscription. Here are the financial state-

ment effects of this transaction and the subsequent adjustment:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

 Cash received with subscription:

� Cash       �  Unearned 
Subscription 
Revenue

Adjustments in fiscal period in which revenue is 
earned (magazines delivered):

�  Unearned 
Subscription 
Revenue

�  Subscription 
Revenue

LO 3

 Understand what 

unearned revenues 

are and how they 

are  presented in the 

 balance sheet. 
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Business in 

Practice

Gross and Net Methods of Recording Purchases

Because cash discounts represent such a high return on investment (see Business in Practice—

Cash Discounts, in Chapter 5), most firms have a rigidly followed internal control policy of taking all 

cash discounts possible. Thus many firms use the net method of recording purchases, which as-

sumes that cash discounts will be taken. Under the net method, if a discount is missed because 

an invoice is paid after the cash discount date, the expense Purchase Discounts Lost is recorded. 

This expense highlights in the accounting records the fact that a discount was missed, and man-

agement can then take the appropriate action to eliminate or minimize future missed discounts 

(management by exception). Thus the net method has the advantage of strengthening the firm’s 

system of internal control because any breakdown in the policy of taking every possible cash 

discount is highlighted. The net method is easy to apply in practice because no special accounts 

are involved in recording payments made within the discount period—which is the usual case.

 The gross method of recording purchases treats cash discounts taken by the firm as a 

reduction of the cost of goods sold reported in the income statement but does not report any 

cash discounts that were missed. Thus management cannot so easily determine how well its 

internal control policy is being followed. Although the gross method involves more bookkeeping 

because the Purchase Discounts account is affected each time a cash discount is recorded, in 

practice many firms use the gross method.

 To illustrate and contrast the gross and net methods of recording purchases on account, 

assume that a $1,000 purchase is made with terms 2/10, n30.

 Here are the financial statement effects of each method:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

 A. Gross method
 1. Record purchase:
 Inventory  Accounts 
 �1,000 Payable 
  �1,000

 2. Pay within the discount period:
 Cash  Accounts
 � 980 Payable 
  �1,000

 3. Pay after the discount period:
 Cash  Accounts
 �1,000 Payable 
  �1,000

 B. Net method
 1. Record purchase:
 Inventory  Accounts
 � 980 Payable 
  � 980

 2. Pay within the discount period:
 Cash  Accounts
 � 980 Payable 
  � 980

 3. Pay after the discount period:
 Cash  Accounts
 � 1,000 Payable 
  � 980

Purchase 
Discounts* 
�20

*(A reduction of cost of goods sold)

Purchase 
Discounts 
Lost 
�20
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 The journal entries under each method are as follows:

Method used

Gross Net

1. Record purchase:

Dr. Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Accounts Payable  . . . . . . . . . . . . . . . . .

1,000

1,000

980

980

2. Pay within the discount period:

Dr. Accounts Payable. . . . . . . . . . . . . . . . . . . . .

     Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Purchase Discounts . . . . . . . . . . . . . . . .

1,000

980

 20

980

980

3. Pay after the discount period:

Dr. Purchase Discounts Lost . . . . . . . . . . . . . . .

Dr. Accounts Payable. . . . . . . . . . . . . . . . . . . . .

     Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . .

1,000

1,000

 20

980

1,000

         The entry to record this transaction is:

Dr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

 Cr. Unearned Subscription Revenue . . . . . . . . . . . . . . . . . . . . . 

xx

xx 

  The entry to record the adjustment for revenue earned during the fiscal period 

would be:

Dr. Unearned Subscription Revenue  . . . . . . . . . . . . . . . . . . . . . . 

 Cr. Subscription Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

xx

xx

  As you think about this situation, you should understand that it is the oppo-

site of the prepaid expense/deferred charge transaction described in Chapter 5 (see 

pages 173–174). In that kind of transaction, cash was  paid  in the current period, and 

 expense  was recognized in subsequent periods. Unearned revenue/deferred credit 

transactions involve the  receipt  of cash in the current period and the recognition of 

 revenue  in subsequent periods. 

  Deposits received from customers are also accounted for as deferred credits. If the 

deposit is an advance payment for a product or service, the deposit is transferred from 

a liability account to a revenue account when the product or service is delivered. Or, 

for example, if the deposit is received as security for a returnable container, when the 

container is returned the refund of the customer’s deposit reduces (is a credit to) cash 

and eliminates (is a debit to) the liability. 
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256 Part 1 Financial Accounting

  Unearned revenues/deferred credits are usually classified with other accrued li-

abilities in the current liability section of the balance sheet.   

 Payroll Taxes and Other Withholdings 

 The total wages earned by employees for a payroll period, including bonuses and 

overtime pay, are referred to as their gross pay, which represents the employer’s 

Wages Expense for the period. From this amount, several deductions are subtracted to 

arrive at the net pay (take-home pay) that each employee will receive, which repre-

sents the employer’s Wages Payable (or Accrued Payroll). The largest deductions are 

normally for federal and state income tax withholdings and FICA tax withholdings, 

but employees frequently make voluntary contributions for hospitalization insurance, 

contributory pension plans, union dues, the United Way, and a variety of other items. 

Employers are responsible for remitting payment to the appropriate entities on behalf 

of their employees for each amount withheld. Thus a separate liability account (e.g., 

Federal Income Taxes Withheld) normally is used for each applicable item. Here is the 

effect of this transaction on the financial statements:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

�  Wages 
payable

�  Withholding 
Liabilities

 � Wages 
Expense

  The entry to record a firms’s payroll obligation is:

Dr. Wages Expense (for gross pay)  . . . . . . . . . . . . . . . . . . . . . . . .

   Cr. Wages Payable (or Accrued Payroll, for net pay) . . . . . . .

   Cr. Withholding Liabilities (various descriptions)  . . . . . . . . . .

xx 

xx

xx

 When the withholdings are paid, both cash and the appropriate withholding liability 

are reduced. 

  Most employers are also subject to federal and state payroll taxes based on the 

amount of compensation paid to their employees. These taxes, assessed directly 

against the employer, include federal and state unemployment taxes and the employ-

er’s share of FICA tax. Employer taxes are appropriately recognized when compensa-

tion expense is accrued. This involves recognizing payroll tax expense and a related 

liability. The effect of this transaction on the financial statements is:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

�  Payroll Taxes 
Payable

 �  Payroll Tax 
Expense

LO 4

Understand the 

accounting for an 

employer’s liability for 

payroll and payroll 

taxes.
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  The entry to record a firm’s payroll tax obligation is: 

Dr. Payroll Tax Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Payroll Taxes Payable (or Accrued Payroll Taxes)  . . . . . .

xx

xx

 When the taxes are paid, both cash and the liability are reduced. 

  The liabilities for accrued payroll, payroll withholdings, and accrued payroll taxes 

are usually classified with other accrued liabilities in the current liability section of the 

balance sheet.  

  Other Accrued Liabilities 

 As just discussed, this caption normally includes the accrued payroll accounts as 

well as most unearned revenue/deferred credit accounts. Accrued property taxes, 

accrued interest (if not reported separately), estimated warranty liabilities, and 

other accrued expenses such as advertising and insurance obligations are often 

included in this description. This is another application of the matching principle. 

Each of these items represents an expense that has been incurred but not yet paid. 

The expense is recognized and the liability is shown so that the financial state-

ments present a more complete summary of the results of operations (income 

statement) and financial position (balance sheet) than would be presented without 

the accrual.   

  To illustrate the accrual of property taxes, assume that Cruisers, Inc., operates in a 

city in which real estate tax bills for one year are not issued until April of the following 

year and are payable in July. Thus an adjustment must be made to record the estimated 

property tax expense for the year. The effect of this adjustment on the financial state-

ments follows:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

�  Property 
Taxes 
Payable

 �  Property 
Tax 
Expense

  The entry is:

Dr. Property Taxes Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Property Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

 When the tax bill is received in April, the payable account must be adjusted to reflect 

the amount actually owed in July. The adjustment also affects the current year’s prop-

erty tax expense account. The liability and expense amounts reported in the previous 

year are not adjusted because the estimate was based on the best information available 

at the time. 

LO 5 

Understand the 

importance of making 

estimates for certain 

accrued liabilities 

and how these items 

are presented in the 

balance sheet.
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258 Part 1 Financial Accounting

  A firm’s estimated liability under product warranty or performance guarantees is 

another example of an accrued liability. It is appropriate to recognize the estimated 

warranty expense that will be incurred on a product in the same period in which 

the revenue from the sale is recorded. Although the expense and liability must be 

estimated, recent experience and statistical analysis can be used to develop accurate 

estimates. The following financial statement effects occur in the fiscal periods in 

which the product is sold and when the warranty is honored:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

Fiscal period in which product is sold:

 �  Estimated 
Warranty 
Liability

Fiscal period in which warranty is honored:

� Cash  � Estimated
  and/or    Warranty
  Repair    Liability
  Parts 
  Inventory

 �  Warranty 
Expense

  Here is the entry to accrue the estimated warranty liability in the fiscal period in 

which the product is sold:

Dr. Warranty Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

    Cr. Estimated Warranty Liability . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

  The entry to record actual warranty cost in the fiscal period in which the warranty 

is honored is:

Dr. Estimated Warranty Liability . . . . . . . . . . . . . . . . . . . . . . . . . . .

   Cr. Cash (or Repair Parts Inventory) . . . . . . . . . . . . . . . . . . . .

xx

xx

  The accrual for income taxes is usually shown separately because of its signifi-

cance. The current liability for income taxes is related to the long-term liability for 

deferred taxes; both are discussed later in this chapter. 

2. What does it mean to be concerned that an entity’s liabilities are not 

understand?QWhat Does
It Mean?
Answer  on 
page  276

       Noncurrent Liabilities 
  Long-Term Debt 

 A corporation’s capital structure is the mix of debt and owners’ equity that is used to 

finance the acquisition of the firm’s assets. For many nonfinancial firms,  long-term 
debt  accounts for up to half of the firm’s capital structure. One of the advantages of 
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using debt is that interest expense is deductible in calculating taxable income, whereas 

dividends (distributions of earnings to stockholders) are not tax deductible. Thus debt 

usually has a lower economic cost to the firm than owners’ equity. For example, as-

sume a firm has an average tax rate of 30 percent and issues long-term debt with an 

interest rate of 10 percent. The firm’s after-tax cost of debt is only 7 percent, which 

is probably less than the return sought by stockholders. Another reason for using debt 

is to obtain favorable financial leverage. Financial leverage refers to the difference 

between the rate of return earned on assets (ROI) and the rate of return earned on own-

ers’ equity (ROE). This difference results from the fact that the interest cost of debt is 

usually a fixed percentage, which is not a function of the return on assets. Thus if the 

firm can borrow money at an interest cost of 10 percent and use money to buy assets 

on which it earns a return greater than 10 percent, the owners will have a greater return 

on their equity (ROE) than if they had provided all of the funds themselves. In other 

words,  financial leverage  relates to the use of borrowed money to enhance the return 

to owners. This is illustrated in Exhibit 7-2. 

  This simplified illustration shows positive financial leverage. If a firm earns a 

lower return on investment than the interest rate on borrowed funds, financial lever-

age will be negative and ROE will be less than ROI. Financial leverage adds risk to 

the firm because if the firm does not earn enough to pay the interest on its debt, the 

debtholders can ultimately force the firm into bankruptcy. 

  Financial leverage is discussed in greater detail in Chapter 11. For now you should 

understand that the use of long-term debt with a fixed interest cost usually results in ROE 

being different from ROI. Whether financial leverage is good or bad for the stockholders 

depends on the relationship between ROI and the interest rate on long-term debt. 

3. What does it mean to say that fi nancial leverage has been used effectively?

4. What does it mean that the more fi nancial leverage a fi rm has, the greater the risk 

to owners and creditors? QWhat Does
It Mean?

Answers  on 
page 276

  Recall the discussion and illustration of capital lease liabilities in Chapter 6. Lease 

payments that are due more than a year from the balance sheet date are included in 

long-term debt and recorded at the present value of future lease payments. 

  Most long-term debt, however, is issued in the form of bonds. A  bond  or  bond 
payable  is a formal document, usually issued in denominations of $1,000. Bond 

prices, both when the bonds are issued and later when they are bought and sold in 

the market, are expressed as a percentage of the bond’s  face amount —the principal 

amount printed on the face of the bond. A $1,000 face amount bond that has a market 

value of $1,000 is priced at 100. (This means 100 percent; usually the term percent 
is neither written nor stated.) A $1,000 bond trading at 102.5 can be purchased for 

$1,025; such a bond priced at 96 has a market value of $960. When a bond has a 

market value greater than its face amount, it is trading at a premium; the amount of 

the  bond premium  is the excess of its market value over its face amount. A  bond 
discount  is the excess of the face amount over market value. See the Business in 

Practice—Bond Market Basics box, including the referenced Web sites, for a primer 

on the mechanics of bond pricing. 

  Accounting and financial reporting considerations for bonds can be classified into 

three categories: the original issuance of bonds, the recognition of interest expense, 

and the accounting for bond retirements or conversions. 

LO 6

Understand what 

financial leverage is and 

how it is provided by 

long-term debt.

LO 7 

Understand the different 

characteristics of a 

bond.
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Exhibit 7-2

Financial Leverage
Assumptions:

Two firms have the same assets and operating income. Current liabilities and income 

taxes are ignored for simplification. The firm without financial leverage has, by defini-

tion, no long-term debt. The firm with financial leverage has a capital structure that is 

40% long-term debt with an interest rate of 10%, and 60% owners’ equity. Return on 

investment and return on equity follow for each firm.

Note that the return-on-investment calculation has been modified from the model 

introduced in Chapter 3. ROI is based on income from operations and total assets 

rather than net income and total assets. Income from operations (which is net income 

before interest expense) is used because the interest expense reflects a financing 

decision, not an operating result. Thus ROI becomes an evaluation of the operating 

activities of the firm.

Firm without Leverage Firm with Leverage

Balance Sheet: Balance Sheet:

Assets  . . . . . . . . . . . . . . . .  $10,000 Assets . . . . . . . . . . . . . . .  $10,000

Liabilities . . . . . . . . . . . . . . .  $         0 Liabilities (10% interest) . .  $  4,000

Owners’ equity . . . . . . . . . .    10,000 Owners’ equity  . . . . . . . .      6,000

Total liabilities �   Total liabilities �
owners’ equity  . . . . . . . . . .  $10,000 owners’ equity . . . . . . . . .  $10,000

   

Income Statement: Income Statement:

Income from operations. . .  $  1,200 Income from operations. .  $  1,200

Interest expense  . . . . . . . .             0 Interest expense  . . . . . . .         400

Net income  . . . . . . . . . . . .  $  1,200 Net income  . . . . . . . . . . .  $     800

ROI and ROE Calculations:
Return on investment (ROI � Income from operations/Assets)

 ROI  � $1,200/$10,000  ROI  � $1,200/$10,000

  � 12%   � 12%

Return on equity (ROE � Net income/Owners’ equity)

 ROE  � $1,200/$10,000  ROE  � $800/$6,000

  � 12%   � 13.3%

Analysis:

In this case, ROI is the same for both firms because the operating results did not 

differ—each firm was able to earn 12% on the assets it had available to use. What 

differed was the way in which the assets were financed (capital structure). The firm 

with financial leverage has a higher return on owners’ equity because it was able to 

borrow money at a cost of 10% and use the money to buy assets on which it earned 

12%. Thus ROE will be higher than ROI for a firm with positive financial leverage. The 

excess return on borrowed funds is the reward to owners for taking the risk of bor-

rowing money at a fixed cost.
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  Original issuance of bonds payable .  If a bond is issued at its face amount, the 

effect on the financial statements is straightforward: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

� Cash  �  Bonds 
Payable

  The journal entry is: 

Dr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Issuance of bonds at face amount.

xx 

xx

 As was the case with short-term notes payable, the bonds payable liability is reported 

at the present value of amounts to be paid in the future with respect to the bonds, dis-

counted at the return on investment desired by the lender (bondholder). For example, 

assume that a 10 percent bond with a 10-year maturity is issued to investors who de-

sire a 10 percent return on their investment. The issuer of the bonds provides two cash 

flow components to the investors in the bonds: the annual interest payments and the 

payment of principal at maturity. Note that the interest cash flow is an annuity because 

You can get a fundamental understanding of the accounting for bonds payable, including the 

amortization of discount or premium, without fighting through the mechanics of present value 

analysis as it relates to bond pricing: Just remember that present value analysis is necessary to 

determine the amount of discount or premium when bonds are issued. Once the bond’s issue 

price is determined (the bond may be priced at 96 or 102.5, for example), the difference between 

the issue price and 100 must be amortized against interest expense over the life of the bond. 

Present value analysis is included in our examples to illustrate the appropriate conceptual basis for 

bond pricing, but it can be deemphasized when considering the accounting aspects of bonds.

Study

Suggestion

Business in 

Practice

Bond Market Basics

Bonds are long-term lending agreements between the issuing company (borrower) and the 

bondholder (lender). Many bonds are traded in highly regulated public securities markets such 

as the New York Bond Exchange. As with most lending arrangements, bonds essentially repre-

sent an exchange of cash flows between the parties—bondholders provide a lump sum of cash 

in exchange for periodic (usually semiannual) fixed-rate interest payments throughout the term of 

the bond and the return of principal at the bond’s maturity. Bond prices vary over time and are 

influenced by the creditworthiness of the issuing company as well as broad economic factors 

affecting the overall economy, especially interest rates. What happens to the value of a bond as 

market interest rates rise? Recall from Chapter 6 that as interest (discount) rates increase, the 

present value of the future cash flows decreases, which is to say that bond prices fall as market 

interest rates rise. The opposite is true when market interest rates fall—bond prices rise.

 To learn more about bonds, see www.investopedia.com/university/bonds for a tutorial 

about bond markets, including how to read a bond table. For a more detailed analysis of the 

bond market, including commentary from traders, academics, and other bond market experts, 

visit www.bondtalk.com. 
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262 Part 1 Financial Accounting

the same amount is paid each period. Using present value factors from Tables 6-4 and 

6-5, here are the present values: 

Today 10 years

Interest paid annually � Stated rate � Face amount
 � 10% � $1,000
 � $100

Maturity value
(face amount)

$1,000

(Table 6-5, (Table 6-4,
10%, 10 periods) � 6.1446 10%, 10 periods) � 0.3855

$614.46 
385.50 

$999.96 proceeds

 The present value of the liability is the sum of the discounted principal and interest 

payments. Except for a rounding difference in the present value factors, this sum is the 

same as the face amount of the bonds. 

  Because of the mechanics involved in a bond issue, there is usually a time lag 

between the establishment of the interest rate to be printed on the face of the bond 

and the actual issue date. During this time lag, market interest rates will fluctuate and 

the market rate on the issue date probably will differ from the stated rate (or coupon 
rate) used to calculate interest payments to bondholders. This difference in interest 

rates causes the proceeds (cash received) from the sale of the bonds to be more or less 

than the face amount; the bonds are issued at a premium or discount, respectively. The 

reason for this is illustrated in Exhibit 7-3.  

Exhibit 7-3

 Bond Discount and 

Premium 

 The interest paid by a borrower (issuing company) to its bondholders each period is 

fixed; that is, the same amount of interest (equal to the stated or coupon rate multiplied 

by the face amount of the bond) will be paid on each bond each period regardless of 

what happens to market interest rates. When an investor buys a bond, he or she is 

entitled to an interest rate that reflects market conditions at the time the investment is 

made. Because the amount of interest the investor is to receive is fixed, the only way 

the investor can earn an effective interest rate different from the stated rate is to buy the 

bond for more or less than its face amount (i.e., buy the bond at a premium or discount, 

respectively). In other words, because the stated interest rate cannot be adjusted, the 

selling price of the bond must be adjusted to reflect the changes that have occurred in 

market interest rates since the stated interest rate was established. Whether a bond is 

issued at a premium or a discount, the bond’s carrying value will converge to its face 

amount over the life of the bond as the premium or discount is amortized: 

$1,050

$1,000 (face)

$950

0 (issuance) 20 years (maturity)

Carrying value $

Premium amortization

Discount amortization

Time

LO 8 

Understand why bond 

discount or premium 

arises and how it is 

accounted for.
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 As already illustrated, the amount the investor is willing to pay for the bond is the 

present value of the cash flows to be received from the investment, discounted at the 

investor’s desired rate of return (market interest rate). 

  Assumptions: 
  Cruisers, Inc., issues a 10%, $1,000 bond when market interest rates are 12%. The 

bond will mature in eight years. Interest is paid semiannually.   

  Required: 
  Calculate the proceeds (selling price) of the bond and the premium or discount to be 

recognized.   

  Solution: 
  What is this bond worth to an investor? The solution involves calculating the present 

value of the cash flows to be received by the investor, discounted at the investor’s 

desired rate of return, which is the market interest rate. There are two components 

to the cash flows: the semiannual interest payments and the payment of principal at 

maturity.   
 Note that the interest is an annuity because the same amount is paid each pe-

riod. Because the interest is paid semiannually, it is appropriate to recognize semian-

nual compounding in the present value calculation. This is accomplished by using the 

number of semiannual periods in the life of the bonds. Because the bonds mature in 

eight years, there are 16 semiannual periods. However, the interest rate per semian-

nual period is half of the annual interest rate. To be consistent, the same approach 

is used to calculate the present value of the principal. Thus the solution uses fac-

tors from the 6% column (one-half the investors’ desired ROI) and the 16-period row 

(twice the term of the bonds in years) of the present value tables. (If interest were paid 

quarterly, the annual ROI would be divided by 4, and the term of the bonds in years 

would be multiplied by 4.) Using present value factors from Tables 6-4 and 6-5, here 

are the present values: 

Today 8 years

Interest paid semiannually � Stated rate/2 � Face amount
 � 5% � $1,000
 � $50

Maturity value
(face amount)

$1,000

(Table 6-5, (Table 6-4,
6%, 16 periods) � 10.1059 6%, 16 periods) � 0.3936

$505.30 
393.60 

$898.90 proceeds

 The proceeds received by Cruisers, Inc., as well as the amount invested by the buyer 

of the bond, are the sum of the present value of the interest payments and the pres-

ent value of the principal amount. Because this sum is less than the face amount, the 

bond is priced at a discount. 

 This illustration demonstrates two important points about the process of calculat-

ing the proceeds from a bond issue:

 1.   The  stated interest rate  of the bond, adjusted for compounding frequency, is used 

to calculate the amount of interest paid each payment period; this is the annuity 

amount ($50 in this case) used in the calculation of the present value of the interest.  

(continued)

Exhibit 7-3

(continued)
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264 Part 1 Financial Accounting

5. What does it mean to say that a bond is a fi xed-income investment?QWhat Does
It Mean?
Answer  on 
page  276

     Recognition of interest expense on bonds payable .  Because bond premium or 

discount arises from a difference between the bond’s stated interest rate and the market 

interest rate, it should follow that the premium or discount will affect the issuing firm’s 

interest expense. Bond discount really represents additional interest expense to be recog-

nized over the life of the bonds. The interest that will be paid (based on the stated rate) 

is less than the interest that would be paid if it were based on the market rate at the date 

the bonds were issued. Bond discount is a deferred charge that is amortized to interest 

2.   The  market interest rate  (or the investors’ desired ROI), adjusted for the com-

pounding frequency, is the discount rate used in the present value calculations.    

 In this illustration, the market interest rate is higher than the bond’s stated interest 

rate; thus the investor would pay sufficiently less than the face amount of the bond, 

such that the $50 to be received each six months and the $1,000 to be received at 

maturity will provide a market rate of return. 

 The issuance of the $1,000 bond by Cruisers, Inc., will have the following effect 

on the financial statements: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

Cash   Bonds Payable
� 898.90 � 1,000

 Discount on 
 Bonds Payable 
 � 101.10

 The entry to record the issuance of the bond is: 

Dr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dr. Discount on Bonds Payable. . . . . . . . . . . . . . . . . . . . . .

 Cr. Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Issued bond at a discount.

898.90

101.10

1,000.00

 If the market rate is less than the stated interest rate on the bond, the opposite will be 

true (the investor will be willing to pay a premium over the face amount of the bond). 

Use the above model to prove to yourself that if the market interest rate is 12%, then a 

13% stated rate, $1,000 face amount, 10-year bond on which interest is paid semiannu-

ally would be issued for $1,057.34 (the bond would be issued at a premium of $57.34). 

 This exhibit illustrates the fundamental reason for bonds being issued for a price 

(or having a market value) that is different from the face amount. The actual premium 

or discount is a function of the magnitude of the difference between the stated interest 

rate of the bond and the market interest rate and the number of years to maturity. For 

any given difference between the bond’s stated interest rate and the market interest 

rate, the closer a bond is to maturity, the smaller the premium or discount will be. 

Exhibit 7-3

(concluded)
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expense over the life of the bond. The amortization increases interest expense over the 

amount actually paid to bondholders. Bond discount is classified in the balance sheet as 

a contra account to the Bonds Payable liability. Bond premium is a deferred credit that 

is amortized to interest expense, and its effect is to reduce interest expense below the 

amount actually paid to bondholders. Bond premium is classified in the balance sheet 

as an addition to the Bonds Payable liability. The financial statement effects of record-

ing the interest accrual, interest payment, and discount or premium amortization are as 

follows: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

Interest accrual (each fiscal period, perhaps 
monthly):

 �  Interest 
Payable

Interest payment (periodically, perhaps 
semiannually):

� Cash �  Interest 
Payable

Amortization (each time interest is accrued):

Discount

 �  Discount 
on Bonds 
Payable

Premium

 �  Premium 
on Bonds 
Payable

 −  Interest 
Expense

 −  Interest 
Expense

(An increase in interest expense)

 �  Interest 
Expense

(A decrease in interest expense)

  These entries record the financial statement effects: 

Dr. Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Interest accrual (each fiscal period, perhaps monthly).

Dr. Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Interest payment (periodically, perhaps semiannually).

Dr. Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Discount on Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . .

 Amortization of discount (each time interest is accrued).

Dr. Premium on Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Interest Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 Amortization of premium (each time interest is accrued).

xx

xx

xx

xx

xx

xx

xx

xx

 Discount or premium usually is amortized on a straight-line basis over the life of the 

bonds because the amounts involved are often immaterial. However, it is more appro-

priate to use a compound interest method that results in amortization related to the car-

rying value (face amount plus unamortized premium or minus unamortized discount) 
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of the bonds. This is referred to as the  effective interest method  and is used when the 

amount of discount or premium amortization is deemed material. When the effective 

interest method is used, amortization is smallest in the first year of the bond’s life, and 

it increases in each subsequent year.  

  Retirements and conversions of bonds payable .  Bonds payable are reported on 

the balance sheet at their carrying value. Sometimes this amount is referred to as the 

book value of the bonds. As discount is amortized over the life of a bond, the carrying 

value of the bond increases. At the maturity date, the bond’s carrying value is equal 

to its face amount because the bond discount has been fully amortized. Likewise, as 

premium is amortized, the carrying value of the bond decreases until it equals the face 

amount at maturity. Thus when bonds are paid off (or retired) at maturity, the effect 

on the financial statements is: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

� Cash  �  Bonds 
Payable

  The entry is: 

Dr. Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

  Most bonds are  callable bonds ; this means the issuer may pay off the bonds 

before the scheduled maturity date. Bonds will be called if market interest rates have 

dropped below the rate being paid on the bonds and the firm can save interest costs by 

issuing new bonds at a lower rate. Likewise, if the firm has cash that will not be needed 

in operations in the immediate future, it can redeem the bonds and save more interest 

expense than could be earned (as interest income) by investing the excess cash. A  call 
premium  usually is paid to bondholders if the bond is called; that is, bondholders re-

ceive more than the face amount of the bond because they must reinvest the proceeds, 

usually at a lower interest rate than was being earned on the called bonds. 

  If the bonds are called or redeemed prior to maturity, it is appropriate to write off 

the unamortized balance of premium or discount as part of the transaction. Because a 

call premium usually is involved in an early retirement of bonds, a loss on the retire-

ment usually will be recognized—although a gain on the retirement is also possible. 

Here are the financial statement effects of recording an early retirement of $100,000 

face amount bonds having a book value of $95,000 by redeeming them for a total pay-

ment of $102,000: 

Balance Sheet 

Assetas � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

Cash  Bonds Payable
� 102,000 � 100,000

 Discount on 
 Bonds Payable 
 � 5,000

  Loss on 
Retirement 
of Bonds 
� 7,000
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 The entry is:

Dr. Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Dr. Loss on Retirement of Bonds . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Discount on Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . .

100,000

7,000

102,000

5,000

 The gain or loss on the retirement of the bonds is reported as other income or expense 

in the income statement. The gain or loss is not considered part of operating income or 

interest expense. The firm is willing to retire the bonds and recognize the loss because 

it will save, in future interest expense, more than the loss incurred.  

 Additional bond terminology .  A discussion of bonds involves quite a bit of spe-

cialized terminology and although you need not master it all to understand the finan-

cial statement impact of bond transactions, it is relevant to understanding bonds. 

  The contract between the issuer of the bonds and the bondholders is the bond 
indenture, and it is frequently administered by a third party, the trustee of bonds—

often a bank trust department. Bonds are issued in one of two forms: registered bonds 
and coupon bonds. 
  The name and address of the owner of a registered bond is known to the issuer, 

and interest payments are mailed to the bondholder on a quarterly, semiannual, or an-

nual basis, as called for in the indenture. The owner of a coupon bond is not known to 

the issuer; the bondholder receives interest by clipping a coupon on the interest pay-

ment date and depositing it in her or his bank account. The coupon is then sent to the 

trustee and is honored as though it were a check. Coupon bonds are no longer issued 

because federal income tax regulations have been changed to require interest payers 

to report the names and Social Security numbers of payees, but coupon bonds issued 

prior to that regulation are still outstanding. 

  Bonds are also classified according to the security, or collateral, that is pledged 

by the issuer.  Debenture bonds  (or  debentures ) are bonds that are secured only by 

the general credit of the issuer and thus are considered to be unsecured debt securities 

because they are not secured by specific assets.  Mortgage bonds  are secured by a 

lien against real estate owned by the issuer.  Collateral trust bonds  are secured by the 

pledge of securities or other intangible property. Details of bond categories would be 

found in the notes to the financial statements. 

  Another classification of bonds relates to when the bonds mature.  Term bonds  

require a lump-sum repayment of the face amount of the bond at the maturity date. 

 Serial bonds  are repaid in installments. The installments may or may not be equal 

in amount; the first installment is usually scheduled for a date several years after the 

issuance of the bonds.  Convertible bonds  may be converted into stock of the issuer 

corporation at the option of the bondholder. The number of shares of stock into which 

a bond is convertible is established when the bond is issued, but the conversion feature 

may not become effective for several years. If the stock price has risen substantially 

while the bonds have been outstanding, bondholders may elect to receive shares of 

stock with the anticipation that the stock will be worth more than the face amount of 

the bonds when the bonds mature. 

  The specific characteristics, the interest rate, and the maturity date usually are in-

cluded in a bond’s description. For example, you may hear or read about long-term debt 

described as Cruisers, Inc.’s, 12% convertible debentures due in 2020, callable after 2011 

at 102, or its 12.5% First Mortgage Serial Bonds with maturities from 2010 to 2020. 
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6. What does it mean when a bond is referred to as a debenture bond?

7. What does it mean when bond market values change in the opposite direction 

from market interest rate changes?

8. What does it mean when a bond is issued at a premium?

QWhat Does
It Mean?
Answers  on 
page  276

  Deferred Tax Liabilities 

 Deferred tax liabilities are provided for temporary differences between income tax 

and financial statement recognition of revenues and expenses. Deferred tax liabilities 

are normally long-term and represent income taxes that are expected to be paid more 

than a year after the balance sheet date. For many firms, deferred income taxes are 

one of the most significant liabilities shown on the balance sheet. These amounts 

arise from the accounting process of matching revenues and expenses; a liability is 

recognized for the probable future tax consequences of events that have taken place 

up to the balance sheet date. For example, some revenues that have been earned and 

recognized for accounting (book) purposes during the current fiscal year may not be 

taxable until the following year. Likewise, some expenses (such as depreciation) may 

be deductible for tax purposes before they are recorded in determining book income. 

These temporary differences between book income and taxable income cause deferred 

tax liabilities that are postponed until future years. 

  The most significant temporary difference item resulting in a deferred income tax 

liability for most firms relates to depreciation expense. As previously explained, a firm 

may use straight-line depreciation for financial reporting and use the Modified Accel-

erated Cost Recovery System (prescribed by the Internal Revenue Code) for income 

tax determination. Thus depreciation deductions for tax purposes are taken earlier 

than depreciation expense is recognized for book purposes. Of course this temporary 

difference will eventually reverse; over the life of the asset, the same total amount of 

book and tax depreciation will be reported. Although the calculations involved are 

complicated, the effect on the financial statements of accruing income taxes when an 

increase in the deferred income tax liability is required is straightforward: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

 �  Income Taxes 
Payable

 �  Deferred Tax 
Liabilities

�  Income Tax 
Expense

  The entry is: 

Dr. Income Tax Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Income Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . .

  Cr. Deferred Tax Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . .

 To accrue current and deferred income taxes.

xx

xx

xx

  If income tax rates do not decrease, the deferred income tax liability of most firms 

will increase over time. As firms grow, more and more depreciable assets are acquired, 

and price-level increases cause costs for (new) replacement assets to be higher than 

LO 9

Understand what 

deferred income taxes 

are and why they arise.
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the cost of (old) assets being replaced. Thus the temporary difference between book 

and tax depreciation grows each year because the excess of book depreciation over 

income tax depreciation for older assets is more than offset by the excess of tax de-

preciation over book depreciation for newer assets. Accordingly, some accountants 

have questioned the appropriateness of showing deferred taxes as a liability because 

in the aggregate the balance of this account has grown larger and larger for many firms 

and therefore never seems to actually become payable. They argue that deferred tax 

liabilities—if recorded at all—should be recorded at the present value of future cash 

flows discounted at an appropriate interest rate. Otherwise the amounts shown on the 

balance sheet will overstate the obligation to pay future taxes. 

  Most deferred income taxes result from the temporary difference between book and 

tax depreciation expense, but there are other temporary differences as well. As discussed 

in Chapter 5, when the temporary difference involves an expense that is recognized for 

financial accounting purposes before it is deductible for tax purposes, a deferred tax 

asset can arise. For example, an estimated warranty liability is shown on the balance 

sheet and warranty expense is reported in the income statement in the year the firm 

sells a warranted product, but the tax deduction is not allowed until an actual warranty 

expenditure is made. Because this temporary difference will cause taxable income to 

be lower in future years, a deferred tax asset is reported. As illustrated in Table 7-1, the 

number of companies reporting deferred tax assets has increased dramatically during 

the past two decades, while the number of companies reporting deferred tax liabilities 

has been more consistent over time. (Some firms may have both but offset one against 

the other for financial reporting purposes.) This overall trend is attributable to a number 

of corporate tax law changes that have made it increasingly difficult for firms to deduct 

accrued expenses for tax purposes until actual cash payments are made. 

 Accounting for deferred tax items is an extremely complex issue that has caused 

a great deal of debate within the accounting profession. Major changes in accounting 

for deferred income taxes have occurred in recent years as accounting standards have 

evolved in response to the needs of financial statement users.

9. What does it mean when a company has a deferred income tax liability? QWhat Does
It Mean?

Answer  on 
page  276

 

  Other Noncurrent Liabilities 

 Frequently included in this balance sheet category are obligations to pension plans 

and other employee benefit plans, including deferred compensation and bonus plans. 

Expenses of these plans are accrued and reflected in the income statement of the fiscal 

Table 7-1

Trends in Reporting 

Frequency of Deferred 

Income Taxes by 

Year and Category 

for 600 Publicly 

Owned Industrial 

and Merchandising 

Corporations

Year
Current 
Assets

Noncurrent 
Assets

Current 
Liabilities

Noncurrent 
Liabilities

1987

1997

2007

140

375

450

 16

177

287

 49

 39

104

494

401

412

Source: Accounting Trends and Techniques, Tables 2-12, 2-21, 2-27, and 2-31, copyright © 1988, 1998, and 

2008, by American Institute of Certifi ed Public Accountants, Inc. Reprinted with permission.
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period in which the benefit is earned by the employee. Because benefits are frequently 

conditional upon continued employment, future salary levels, and other factors, actu-

aries and other experts estimate the expense to be reported in a given fiscal period. The 

employer’s pension expense will also depend on the ROI earned on funds invested in 

the pension or other benefit plan trust accounts over time. Because of the many signifi-

cant factors that must be estimated in the expense and liability calculations, account-

ing for pension plans is a complex topic that has been controversial over the years. In 

2006 the FASB issued an accounting standard to increase the uniformity of accounting 

for pensions. A significant provision of the standard requires the recognition of the 

overfunded (asset) or underfunded (liability) status of a defined benefit pension plan 

on the balance sheet. The funded status is measured as the difference between the plan 

assets at fair value and the projected benefit obligation, which is the present value of 

all future amounts expected to be paid to current plan participants and retirees. 

  An issue closely related to pensions is the accounting for postretirement benefit plans 

other than pensions. These plans provide medical, hospitalization, life insurance, and other 

benefits to retired employees.   The 2006 standard that requires balance sheet recognition 

of an asset (for overfunded) or liability (for underfunded) pension plans applies to other 

postretirement benefit plans as well, although for pragmatic reasons the reporting entity’s 

benefit obligation is measured in a different manner. Prior standards for both pension and 

other postretirement plans had relegated information about the overfunded or underfunded 

status of such plans to the notes to the financial statements. The present standard is be-

lieved to provide a better matching of revenues and expenses, a more appropriate balance 

sheet presentation, and more consistent and understandable note disclosures. 

  General Motors Corp. provides a striking illustration of the magnitude of pension 

and other postretirement benefit obligations in the U.S. auto industry. In GM’s 2008 

balance sheet, these items accounted for $54.1 billion of the company’s $176.4 billion 

total liabilities. To put this in perspective, were these postemployment obligations 

removed from GM’s balance sheet, the total stockholders’ deficit would be reduced 

from $86.2 billion to $32.1 billion! 

 Another item included with other long-term liabilities of some firms is the estimated 

liability under lawsuits in progress and product warranty programs. The  liability is re-

flected at its estimated amount, and the related expense is reported in the income state-

ment of the period in which the expense was incurred or the liability was identified. 

Sometimes the term reserve is used to describe these items, as in “reserve for product 

warranty claims.” However, the term reserve is misleading because this amount refers 

to an estimated liability, not an amount of money that has been set aside to meet the 

liability.

  The last caption formerly seen in the long-term liability section of many bal-

ance sheets (in 2008 and previous years) was noncontrolling interest in subsidiaries 

(frequently called minority interest). A subsidiary is a corporation that is more than 

50 percent owned by the firm for which the financial statements have been prepared. 

(See Business in Practice—Parent and Subsidiary Corporations in Chapter 2 for more 

discussion about a subsidiary.) The financial statements of the parent company and 

its subsidiaries are combined through a process known as consolidation. The result-

ing financial statements are referred to as the consolidated financial statements of 

the parent and its subsidiary(ies). In consolidation, most of the assets and liabilities 

of the parent and subsidiary are added together. Reciprocal amounts (such as a par-

ent’s account receivable from a subsidiary and the subsidiary’s account payable to the 

parent) are eliminated, or offset. The parent’s investment in the subsidiary (an asset) 

is offset against the owners’ equity of the subsidiary. Noncontrolling interest arises if 

LO 10

Understand what 

noncontrolling interest 

is, why it arises, and 

what it means in the 

balance sheet.
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the subsidiary is not 100 percent owned by the parent company because the parent’s 

investment will be less than the total owners’ equity of the subsidiary. Noncontrolling 

interest is the equity of the other (minority) stockholders in the net assets of the sub-

sidiary. This amount does not represent what the parent company would have to pay to 

acquire the rest of the stock of the subsidiary, nor is it a liability in the true sense of the 

term. The noncontrolling interest reported on a consolidated balance sheet is included 

because all of the subsidiary’s assets and liabilities (except those eliminated to avoid 

double counting) have been added to the parent company’s assets and liabilities, but 

only the parent company’s share of the subsidiary’s owners’ equity is represented in the 

consolidated owners’ equity total. To keep the balance sheet in balance, the noncontrol-

ling stockholders’ portion of owners’ equity of the subsidiary must be shown. 

  Although it was usually included with noncurrent liabilities in most consolidated 

balance sheets in 2008 and previous years, some accountants believed that noncontrol-

ling (minority) interest should have been shown as a separate item between liabilities 

and owners’ equity because this amount is not really a liability representing a fixed claim 

against the consolidated entity. In December 2007, the FASB issued a standard that 

takes this position one step further by requiring that noncontrolling interest be reported 

within equity, but separate from the parent company’s equity, in the consolidated balance 

sheets of all reporting entities beginning in 2009. The financial reporting and presenta-

tion  issues concerning noncontrolling interest are discussed further and illustrated in 

Chapters 8 and 9. For now, simply understand that this item is no longer reported as a 

liability, although some financial analysts may continue to treat it as though it were.   

  Contingent Liabilities 

 Contingencies are potential gains or losses, the determination of which depends on one 

or more future events. Contingent liabilities are potential claims on a company’s re-

sources arising from such things as pending litigation, environmental hazards, casualty 

losses to property, and product warranties, to name just a few. But when should a firm 

recognize a loss and record the related liability on its books due to a mere contingency? 

Only in cases where the following two conditions have been met: First, it must be 

probable that the loss will be confirmed by a future transaction or event; and second, 

the amount of the loss must be reasonably estimable. Using product warranties as an 

example, you learned in this chapter that a firm’s annual warranty expense is normally 

recorded based on estimates made by management. Why are contingent warranty claims 

recorded as liabilities? Because it is probable that future warranty claims will have to be 

paid, and the amount of such claims can be estimated with reasonable accuracy at the 

time the original sales transaction (with the attached product warranty) is made. 

  Application of these conditions can become difficult in practice, especially with 

respect to litigation and environmental contingencies, so the footnote disclosures in 

annual reports must be carefully analyzed to determine the adequacy of manage-

ment’s estimates. The tobacco and firearms industries, for example, have been battling 

Business on the

Internet

   For an example of the delicate balance that must be drawn between loss recognition (on the 

face of the income statement) and footnote disclosure of contingent losses, see the annual 

 report of Altria Group at www.altria.com. Altria Group is the parent company of the Phillip Morris 

companies. Note especially the company’s 15 pages of litigation footnotes, mostly connected 

to tobacco industry issues! 
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increasingly complex litigation in recent years, the final outcome of which may not be 

determinable for years or even decades to come. 

  Because of accounting conservatism, gain contingencies are not recognized in the 

financial statements; companies may, however, disclose the nature of a gain contingency 

in the footnotes (including estimated amounts), but only where the gain is highly likely 

to occur.    

  Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter.   

 Summary 

 This chapter has discussed the accounting for and presentation of the following 

 liabilities and related income statement accounts. Contra liabilities and reductions of 

expense accounts are shown in parentheses:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

Current Liabilities
  Short-Term 

Debt

  (Discount on 
Short-Term Debt)

  Current Maturities 
of Long-Term Debt

  Accounts 
Payable

   or:

  Accounts 
Payable

  Unearned Revenue

  Other Accured 
Liabilities

Long-Term Liabilities:
  Bonds 

Payable

  (Discount on 
Bonds Payable)

  Premium on 
Bonds Payable

  Deferred 
Income
Taxes

  Interest 
Expense

  Interest 
Expense

  (Purchase 
Discounts)

  Purchase 
Discounts 
Lost

Revenue

  Various 
Expenses

  Interest 
Expense

  Interest 
Expense

  (Interest 
Expense)

  Income Tax 
Expense
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  Liabilities are obligations of the entity. Most liabilities arise because funds have 

been borrowed or an obligation is recognized as a result of the accrual accounting 

process. Current liabilities are those that are expected to be paid within a year of the 

balance sheet date. Noncurrent, or long-term, liabilities are expected to be paid more 

than a year after the balance sheet date. 

  Short-term debt, such as a bank loan, is obtained to provide cash for seasonal 

buildup of inventory. The loan is expected to be repaid when the inventory is sold and 

the accounts receivable from the sale are collected. The interest cost of short-term debt 

sometimes is calculated on a discount basis. Discount results in a higher annual per-

centage rate than straight interest because the discount is based on the maturity value 

of the loan, and the proceeds available to the borrower are calculated as the maturity 

value minus the discount. Discount is recorded as a contra liability and is amortized 

to interest expense. The amount of discounted short-term debt shown as a liability on 

the balance sheet is the maturity value minus the unamortized discount. 

  Long-term debt principal payments that will be made within a year of the balance 

sheet date are classified as a current liability. 

  Accounts payable represents amounts owed to suppliers of inventories and other 

resources. Some accounts payable are subject to a cash discount if paid within a time 

frame specified by the supplier. The internal control system of most entities will at-

tempt to encourage adherence to the policy of taking all cash discounts offered.  

  Unearned revenue, other deferred credits, and other accrued liabilities arise 

 primarily because of accrual accounting procedures that result in the recognition of 

expenses/revenues in the fiscal period in which they are incurred/earned. Many of 

these liabilities are estimated because the actual liability isn’t known when the finan-

cial statements are prepared. 

  Long-term debt is a significant part of the capital structure of many firms. Funds 

are borrowed, rather than invested by the owners, because the firm expects to take 

advantage of the financial leverage associated with debt. If borrowed money can be 

invested to earn a higher return (ROI) than the interest cost, the return on the owners’ 

investment (ROE) will be greater than ROI. However, the opposite is also true. Lever-

age adds to the risk associated with an investment in an entity. 

  Long-term debt frequently is issued in the form of bonds payable. Bonds have a 

stated interest rate (that is almost always a fixed percentage), a face amount or princi-

pal, and a maturity date when the principal must be paid. Because the interest rate on a 

bond is fixed, changes in the market rate of interest result in fluctuations in the market 

value of the bond. As market interest rates rise, bond prices fall, and vice versa. The 

market value of a bond is the present value of the interest payments and maturity value, 

discounted at the market interest rate. When bonds are issued and the market rate at 

the date of issue is different from the stated rate of the bond, a premium or discount 

results. Both bond premium and discount are amortized to interest expense over the 

life of the bond. Premium amortization reduces interest expense below the amount 

of interest paid. Discount amortization increases interest expense over the amount 

of interest paid. A bond sometimes is retired before its maturity date because market 

interest rates have dropped significantly below the stated interest rate of the bond. For 

the issuer, early retirement of bonds can result in a gain but usually results in a loss. 

  Deferred income taxes result from temporary differences between book and taxable 

income. The most significant temporary difference is caused by the different deprecia-

tion methods used for each purpose. The amount of deferred income tax liability is the 

amount of income tax expected to be paid in future years, based on tax rates expected 

to apply in future years multiplied by the total amount of temporary differences.  
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  Other long-term liabilities may relate to pension obligations, other postretirement 

benefit plan obligations, warranty obligations, or estimated liabilities under lawsuits 

in process. Also included in this caption in the balance sheet of some companies is the 

equity of noncontrolling (minority) stockholders in the net assets of less than wholly 

owned subsidiaries, all of whose assets and liabilities are included in the entity’s con-

solidated balance sheet. 

  Refer to the  Intel Corporation  balance sheet and related notes in the appendix, 

and to other financial statements you may have, and observe how information about 

liabilities is presented.   

 Key Terms and Concepts 
    account payable (p. 253)    A liability representing an amount payable to another entity, usually 

because of the purchase of merchandise or a service on credit.  

   annual percentage rate (APR) (p. 250)    The effective (true) annual interest rate on a loan.  

   bond or bond payable (p. 259)    A long-term liability with a stated interest rate and maturity date, 

usually issued in denominations of $1,000.  

   bond discount (p. 259)    The excess of the face amount of a bond over the market value of a bond 

(the proceeds of the issue).  

   bond indenture (p. 267)    The formal agreement between the borrower and investor(s) in bonds.  

   bond premium (p. 259)    The excess of the market value of a bond (the proceeds of a bond issue) 

over the face amount of the bond(s) issued.  

   book value (p. 266)    The balance of the ledger account (including related contra accounts, if any), 

for an asset, liability, or owners’ equity account. Sometimes referred to as  carrying value .  

   call premium (p. 266)    An amount paid in excess of the face amount of a bond when the bond is 

repaid prior to its established maturity date.  

   callable bonds (p. 266)    Bonds that can be redeemed by the issuer, at its option, prior to the 

maturity date.   

  collateral trust bond (p. 267)    A bond secured by the pledge of securities or other intangible 

property.  

   consolidated financial statements (p. 270)    Financial statements resulting from the combination 

of parent and subsidiary company financial statements.  

   contingent liability (p. 271)    A potential claim on a company’s resources (i.e., loss) that depends 

on future events; must be  probable  and  reasonably estimable  to be recorded as a liability on the 

balance sheet.  

   contra liability (p. 252)    An account that normally has a debit balance that is subtracted from a 

related liability on the balance sheet.  

   convertible bonds (p. 267)    Bonds that can be converted to preferred or common stock of the 

issuer at the bondholder’s option.  

   coupon bond (p. 267)    A bond for which the owner’s name and address are not known by the 

issuer and/or trustee. Interest is received by clipping interest coupons that are attached to the 

bond and submitting them to the issuer.  

   coupon rate (p. 262)    The rate used to calculate the interest payments on a bond. Sometimes 

called the stated rate.  

   current maturity of long-term debt (p. 253)    Principal payments on long-term debt that are 

scheduled to be paid within one year of the balance sheet date.  

   debenture bonds or debentures (p. 267)    Bonds secured by the general credit of the issuer but 

not secured by specific assets.  
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   deferred credit (p. 253)    An account with a credit balance that will be recognized as a revenue 

(or as an expense reduction) in a future period. See  unearned revenue .  

   deferred tax liability (p. 268)    A long-term liability that arises because of temporary differences 

between when an item (principally depreciation expense) is recognized for book and tax purposes.  

   discount loan (p. 250)    A loan on which interest is paid at the beginning of the loan period. 

face amount (p. 259) The principal amount of a bond.  

   FICA tax (p. 256)    Federal Insurance Contribution Act tax used to finance federal programs for 

old age and disability benefits (Social Security) and health insurance (Medicare).  

   financial leverage (p. 259)    The use of debt (with a fixed interest rate) that causes a difference 

between return on investment and return on equity.  

   gross pay (p. 256)    The total earnings of an employee for a payroll period.  

   interest calculation—discount basis (p. 251)    Interest calculation in which the interest (called 

 discount ) is subtracted from the principal to determine the amount of money (the proceeds) made 

available to the borrower. Only the principal is repaid at the maturity date because the interest is, 

in effect, prepaid.  

   interest calculation—straight basis (p. 250)    Interest calculation in which the principal is the 

amount of money made available to the borrower. Principal and interest are normally repaid by 

the borrower at the maturity date, although interest may be paid on an interim basis as well.  

   interpolating (p. 251)    A mathematical term to describe the process of interpreting and relating 

two factors from a (present value) table to approximate a third factor not shown in the table.  

   long-term debt (p. 258)    A liability that will be paid more than one year from the balance sheet date.  

   maturity date (p. 249)    The date when a loan is scheduled to be repaid.  

   minority interest (p. 270)    Another term for noncontrolling interest.  

   mortgage bond (p. 267)    A bond secured by a lien on real estate.  

   net pay (p. 256)    Gross pay less payroll deductions; the amount the employer is obligated to pay 

to the employee.  

   noncontrolling interest (p. 270)    The portion of equity in a less than 100% owned subsidiary 

not attributable, directly or indirectly, to the parent company; frequently called  minority interest . 
Reported within equity, but separate from the parent company’s equity, in the consolidated 

balance sheet; previously reported as a liability by most companies.  

   note payable (p. 249)    A liability that arises from issuing a note; a formal promise to pay a stated 

amount at a stated date, usually with interest at a stated rate and sometimes secured by collateral. 

Can be short-term or long-term.  

   prime rate (p. 249)    The interest rate charged by banks on loans to large and most creditworthy 

customers; a benchmark interest rate.  

   proceeds (p. 251)    The amount of cash received in a transaction.  

   registered bond (p. 267)    A bond for which the owner’s name and address are recorded by the 

issuer and/or trustee.  

   revolving line of credit (p. 249)    A loan on which regular payments are to be made but which 

can be quickly increased up to a predetermined limit as additional funds must be borrowed.  

   serial bond (p. 267)    A bond that is to be repaid in installments.  

   stated rate (p. 262)    The rate used to calculate the amount of interest payments on a bond. 

Sometimes called the coupon rate.  

   term bond (p. 267)    A bond that is to be repaid in one lump sum at the maturity date.  

   trustee of bonds (p. 267)    The agent who coordinates activities between the bond issuer and the 

investors in bonds.  

   unearned revenue (p. 253)    A liability arising from receipt of cash before the related revenue has 

been earned. See deferred credit.  

   working capital loan (p. 249)    A short-term loan that is expected to be repaid from collections of 

accounts receivable.    
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  a.   Working capital loan  

 b.   Maturity date  

 c.   Revolving line of credit  

 d.   Straight interest  

 e.   Discount interest  

 f.   Annual percentage rate (APR)  

 g.   Prime rate  

 h.   Bond discount  

 i.   Current maturities of long-term 

debt  

 j.   Mortgage bond  

 k.   Collateral trust bond  

 l.   Serial bond  

 m.   Callable  

 n.   Call premium  

 o.   Convertible bond  

 p.   Face amount of bond  

 q.   Stated interest rate  

 r.   Bond premium  

    1.   The interest rate used to calculate the amount of interest payable on a bond. 

Sometimes called the coupon rate.  

 

  1.  It means that interest on the loan is subtracted from the principal of the loan and 

the difference is actually made available for the borrower’s use. 

  2.  It means that if liabilities are understated, it is most likely that expenses are also 

understated and net income is overstated. 

  3.  It means that borrowed funds have been invested to earn a greater rate of return 

than the interest rate being paid on the borrowed funds. 

  4.  It means that if the firm cannot earn a greater rate of return than the interest rate 

being paid on borrowed funds, its chances of not being able to repay the debt and 

of going bankrupt are greater than if it had less financial leverage. 

  5.  It means that the interest rate used to calculate interest payments on the bond is 

fixed and does not change as market interest rates change. 

  6.  It means that the bond is secured by the general credit of the issuer, not specific 

assets. 

  7.  It means that as market interest rates rise, the present value of the fixed interest 

return on the bond falls, so the market value of the bond falls. 

  8.  It means that the bond has been issued for more than its face amount because the 

stated interest rate is greater than the market interest rate on the issue date. 

  9.  It means that the firm’s deductions for income tax purposes have been greater 

than expenses subtracted in arriving at net income for book purposes; so when 

tax deductions become less than book expenses, more income tax will be payable 

than income taxes based on book net income. 

     Self-Study Material 

  Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter.  

  Matching I   Following are a number of the key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter for 

the key term or concept to each definition provided (items 1–10). Note that not all key 

terms and concepts will be used. Answers are provided at the end of this chapter.

AA N S W E R S  T O

What Does 
It Mean?
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 2.   A loan on which regular payments are to be made but which can be increased 

up to a predetermined limit as additional funds need to be borrowed.  

 3.   A short-term loan that is expected to be repaid from collections of accounts 

receivable.  

 4.   The interest rate charged by banks on loans to large and most creditworthy 

customers; a benchmark interest rate.  

 5.   The date when a loan is scheduled to be repaid.  

 6.   A bond secured by the pledge of securities or other intangible property.  

 7.   Principal payments on long-term debt that are scheduled to be paid within 

one year of the balance sheet date.  

 8.   The principal amount of a bond.  

 9.   An amount paid in excess of the face amount of a bond when the bond is 

repaid prior to its established maturity date.  

 10.   Refers to the bond issuer’s right to redeem bonds prior to the established 

maturity date, or to a corporation’s right to redeem its preferred stock.  

   Matching II   Following are a number of the key terms and concepts introduced in 

the chapter, along with a list of corresponding definitions. Match the appropriate letter 

for the key term or concept to each definition provided (items 1–10). Note that not all 

key terms and concepts will be used. Answers are provided at the end of this chapter.  

  a.   Accounts payable  

 b.   Unearned revenue  

 c.   Debenture bond  

 d.   Long-term debt  

 e.   Leverage  

 f.   Bond payable  

 g.   Bond indenture  

 h.   Trustee of bonds  

 i.   Registered bonds  

 j.   Contra liability  

 k.   Proceeds  

 l.   Carrying value  

 m.   Coupon bond  

 n.   Deferred tax liabilities  

 o.   Consolidated financial statements  

   1.   A bond for which the owner’s name and address are recorded by the issuer 

and/or trustee.  

 2.   A liability arising from receipt of cash before the related revenue has been 

earned.  

 3.   The agent who coordinates activities between the bond issuer and the 

investor in bonds.  

 4.   A long-term liability with a stated interest rate and maturity date, usually in 

denominations of $1,000.  

 5.   The amount of cash received in a transaction.  

 6.   A bond for which the owner’s name and address are not known by the 

issuer and/or trustee. Interest is received by clipping and submitting to the 

issuer interest coupons that are attached to the bond.  

 7.   The use of borrowed money on which the interest cost is different from the 

rate of return on the investment of the borrowed funds.  

 8.   A long-term liability that arises because of timing differences in the recognition 

of items (principally depreciation expense) for book purposes and tax purposes.  
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 9.   An account that normally has a debit balance and that is subtracted from a 

related liability on the balance sheet.  

 10.   A bond secured by the general credit of the issuer and not secured by 

specific assets.  

   Multiple Choice   For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter.

   1.  All of the following are examples of “accrued expense” types of liabilities except 

the liability for

   a.  short-term notes taken out at a bank during the year.  

  b.  payroll taxes owed by the employer for the year.  

  c.  property taxes owed to local governments for the year.  

   d. salaries and wages owed to employees at the end of the year.  

  e.  estimated product warranty costs on products sold during the year. 

      2.  When choosing between issuing common stock and issuing bonds, managers of 

corporations should take into account

   a.  the tax advantages to the company of deducting the interest cost of bonds.  

  b.   the demands placed on their company by stockholders who expect to be paid 

quarterly dividends.  

   c.  the risks associated with having to make fi xed interest payments on bonds at 

predetermined times.  

  d.  the impact that the choice will have on their company’s fi nancial leverage.  

  e.  all of the above. 

      3.  The recognition of liabilities  often  results in

   a.  the recognition of expenses.  

   b. a more conservative representation of fi nancial position.  

  c.  a decrease in net income.  

  d.  a decrease in ROI.  

  e.  all of the above. 

     4.   The Discount on Short-Term Debt account

   a.  is a contra liability account.  

  b.  reduces the total amount of liabilities reported on the balance sheet.  

  c.   is often netted against the liability account to which it relates for fi nancial 

reporting purposes.  

  d.   is amortized to interest expense over the life of the liability to which it relates.  

  e.  all of the above. 

      5.  Which of the following is  not  typically classifi ed as a current liability?

   a.  Accounts Payable.  

   b. Notes Payable.  

  c.  Bonds Payable.  

  d.  Unearned Subscription Revenue.  

   e. Interest Payable 
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      6.  All of the following give rise to a liability  except 
   a.  money borrowed from a bank.  

  b.  interest costs resulting from the passage of time.  

  c.  employees working before being paid.  

  d.  products sold with warranties.  

  e.  negotiations to make a purchase on credit. 

      7.  The  carrying value  of a bond in the liability section of the balance sheet will

   a.   increase over time as the Premium on Bonds Payable account is amortized.  

  b.  increase over time as a bond issued at a discount reaches maturity.  

  c.  increase over time as a bond issued at par reaches maturity.  

  d.   decrease over time as the Discount on Bonds Payable account is amortized.  

  e.  increase over time as Interest Expense on the bond is accrued each year. 

      8.  Kasap, Inc., has been authorized to issue $30 million of 14%, 20-year bonds 

payable. Interest will be paid on a semiannual basis on June 30 and December 31 

each year. At the date the bonds were to be issued, the market rate of interest for this 

quality of bond was 14.7%. On the basis of these facts, it might be expected that

 a.     Kasap, Inc., will not be able to sell the bonds because it offers less interest 

than is paid on similar bonds in the market.  

  b.   because of legal considerations, the bonds will be issued at par and investors 

will be paid the 14.7% market rate of interest.  

  c.  the bonds will be issued at a discount.  

  d.  the bonds will be issued at a premium.  

  e.  based on the facts presented, the issue price is indeterminable. 

      9.  Evan and Michelle ask what should be done in their records in relation to the 

$1,900 they owe (but have not paid) Greenview County for property taxes on 

their farm at the end of 2010. You would respond by describing the journal entry 

they should record, which includes a $1,900

   a.  decrease (credit) to Cash.  

  b.  increase (debit) to Cash.  

  c.  decrease (debit) to Property Taxes Payable.  

  d.  increase (debit) to Property Taxes Expense.  

  e.  increase (credit) to Property Taxes Revenue. 

     10.  The accounting for deferred income taxes is a controversial topic because

   a.   it is sometimes unclear whether deferred income taxes will ever have to be 

paid by companies that continue to grow (in total assets).  

  b.   estimating future tax rates that should be used in current calculations is 

diffi cult because changes in the tax code are diffi cult to project.  

  c.   price-level increases have caused the replacement cost of assets to be higher 

than the original costs of assets being replaced.  

  d.   new temporary differences originating on assets being purchased during the 

current year are often larger in dollar amount than old temporary differences 

reversing on assets purchased in prior years.  

  e.  all of the above. 
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         Exercises 

 Notes payable—discount basis  On April 15, 2010, Powell, Inc., obtained a 

six-month working capital loan from its bank. The face amount of the note signed by 

the treasurer was $300,000. The interest rate charged by the bank was 9%. The bank 

made the loan on a discount basis. 

  Required: 
a.     Calculate the loan proceeds made available to Powell and use the horizontal 

model (or write the journal entry) to show the effect of signing the note and the 

receipt of the cash proceeds on April 15, 2010.  

b.    Calculate the amount of interest expense applicable to this loan during the fiscal 

year ended June 30, 2010.   

c.    What is the amount of the current liability related to this loan to be shown in the 

June 30, 2010, balance sheet?    

     Notes payable—discount basis  On August 1, 2010, Colombo Co.’s treasurer 

signed a note promising to pay $240,000 on December 31, 2010. The proceeds of the 

note were $232,000. 

  Required: 
 a.   Calculate the discount rate used by the lender.  

b.   Calculate the effective interest rate (APR) on the loan.   

c.   Use the horizontal model (or write the journal entry) to show the effects of

   1.  Signing the note and the receipt of the cash proceeds on August 1, 2010.  

 2.   Recording interest expense for the month of September.  

 3.   Repaying the note on December 31, 2010.         

 Other accrued liabilities—payroll taxes At March 31, 2010, the end of the first 

year of operations at Jaryd, Inc., the firm’s accountant neglected to accrue payroll 

taxes of $4,800 that were applicable to payrolls for the year then ended. 

  Required: 
a.     Use the horizontal model (or write the journal entry) to show the effect of the 

accrual that should have been made as of March 31, 2010.   

b.    Determine the income statement and balance sheet effects of not accruing payroll 

taxes at March 31, 2010.   

c.    Assume that when the payroll taxes were paid in April 2010, the payroll tax 

expense account was charged. Assume that at March 31, 2011, the accountant 

again neglected to accrue the payroll tax liability, which was $5,000 at that date. 

Determine the income statement and balance sheet effects of not accruing payroll 

taxes at March 31, 2011.     

    Other accrued liabilities—real estate taxes Karysa Co. operates in a city in 

which real estate tax bills for one year are issued in May of the subsequent year. Thus 

tax bills for 2010 are issued in May 2011 and are payable in July 2011. 

accounting

Exercise 7.1
 LO 2 

Exercise 7.2
 LO 2 

Exercise 7.3
 LO 4 

Exercise 7.4
 LO 5 
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  Required: 
 a.    Explain how the amount of tax expense for calendar 2010 and the amount 

of taxes payable (if any) at December 31, 2010, can be determined.  

b.    Use the horizontal model (or write the journal entry) to show the effect of 

accruing 2010 taxes of $7,200 at December 31, 2010.   

c.    Assume that the actual tax bill, received in May 2011, was for $7,500. Use 

the horizontal model (or write the journal entry) to show the effects of the 

appropriate adjustment to the amount previously accrued.   

d.    Karysa Co.’s real estate taxes have been increasing at the rate of 10% annually. 

Determine the income statement and balance sheet effects of not accruing 2010 

taxes at December 31, 2010 (assuming that taxes in b are not accrued).    

Other accrued liabilities—warranties Kohl Co. provides warranties for many of 

its products. The January 1, 2010, balance of the Estimated Warranty Liability account 

was $70,400. Based on an analysis of warranty claims during the past several years, 

this year’s warranty provision was established at 0.4% of sales. During 2010, the actual 

cost of servicing products under warranty was $31,200, and sales were $7,200,000.

  Required: 
 a.    What amount of Warranty Expense will appear on Kohl Co.’s income statement 

for the year ended December 31, 2010?   

b.    What amount will be reported in the Estimated Warranty Liability account on the 

December 31, 2010, balance sheet?    

 Other accrued liabilities—warranties Prist Co. had not provided a warranty on 

its products, but competitive pressures forced management to add this feature at the 

beginning of 2010. Based on an analysis of customer complaints made over the past two 

years, the cost of a warranty program was estimated at 0.2% of sales. During 2010, sales 

totaled $4,600,000. Actual costs of servicing products under warranty totaled $12,700.  

  Required: 
 a.    Use the horizontal model (or a T-account of the Estimated Warranty Liability) 

to show the effect of having the warranty program during 2010.  

b.    What type of accrual adjustment should be made at the end of 2010?   

c.   Describe how the amount of the accrual adjustment could be determined.    

Unearned revenues—customer deposits Coolfroth Brewing Company distributes 

its products in an aluminum keg. Customers are charged a deposit of $50 per keg; 

deposits are recorded in the Keg Deposits account.

  Required: 
 a.    Where on the balance sheet will the Keg Deposits account be found? Explain 

your answer.  

b.    Use the horizontal model (or write the journal entry) to show the effect of giving 

a keg deposit refund to a customer.   

c.    A keg use analyst who works for Coolfroth estimates that 200 kegs for which 

deposits were received during the year will never be returned. What accounting, if 

any, would be appropriate for the deposits associated with these kegs?   

Exercise 7.5
 LO 5 

Exercise 7.6
 LO 5 

Exercise 7.7
 LO 3 
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d.    Describe the accounting that would be appropriate for the cost of the kegs that 

are purchased and used by Coolfroth Brewing Company, including how to 

account for unreturned kegs.    

 Unearned revenues—ticket sales Kirkland Theater sells season tickets for six 

events at a price of $252. For the 2010 season, 1,200 season tickets were sold. 

  Required: 
 a.    Use the horizontal model (or write the journal entry) to show the effect of the 

sale of the season tickets.  

b.    Use the horizontal model (or write the journal entry) to show the effect of 

presenting an event.   

c.    Where on the balance sheet would the account balance representing funds 

received for performances not yet presented be classified?    

 Bonds payable—record issuance and premium amortization Kaye Co. 

issued $1 million face amount of 11%, 20-year bonds on April 1, 2010. The bonds 

pay interest on an annual basis on March 31 each year. 

  Required: 
 a.    Assume that market interest rates were slightly lower than 11% when the bonds 

were sold. Would the proceeds from the bond issue have been more than, less 

than, or equal to the face amount? Explain.  

b.    Independent of your answer to part a, assume that the proceeds were $1,080,000. 

Use the horizontal model (or write the journal entry) to show the effect of issuing 

the bonds.   

c.    Calculate the interest expense that Kaye Co. will show with respect to these 

bonds in its income statement for the fiscal year ended September 30, 2010, 

assuming that the premium of $80,000 is amortized on a straight-line basis.    

 Bonds payable—record issuance and discount amortization Coley Co. issued 

$30 million face amount of 9%, 10-year bonds on June 1, 2010. The bonds pay interest 

on an annual basis on May 31 each year. 

  Required: 
 a.    Assume that the market interest rates were slightly higher than 9% when the 

bonds were sold. Would the proceeds from the bond issue have been more than, 

less than, or equal to the face amount? Explain.  

b.    Independent of your answer to part a, assume that the proceeds were 

$29,640,000. Use the horizontal model (or write the journal entry) to show the 

effect of issuing the bonds.   

c.    Calculate the interest expense that Coley Co. will show with respect to these 

bonds in its income statement for the fiscal year ended September 30, 2010, 

assuming that the discount of $360,000 is amortized on a straight-line basis.    

 Bonds payable—calculate market value On August 1, 2002, Bonnie purchased 

$15,000 of Huber Co.’s 10%, 20-year bonds at face value. Huber Co. has paid the 

semiannual interest due on the bonds regularly. On August 1, 2010, market rates of 

interest had fallen to 8%, and Bonnie is considering selling the bonds. 

Exercise 7.8
 LO 3 

Exercise 7.9
 LO 8 

Exercise 7.10
 LO 8 

Exercise 7.11
 LO 8 

mar27068_ch07_246-291.indd   282mar27068_ch07_246-291.indd   282 11/12/09   9:30:05 AM11/12/09   9:30:05 AM



 Chapter 7 Accounting for and Presentation of Liabilities 283

  Required:  
 Using the present value tables in Chapter 6, calculate the market value of Bonnie’s 

bonds on August 1, 2010. 

 Bonds payable—calculate market value On March 1, 2005, Matt purchased 

$63,000 of Lawson Co.’s 8%, 20-year bonds at face value. Lawson Co. has paid the 

annual interest due on the bonds regularly. On March 1, 2010, market interest rates 

had risen to 12%, and Matt is considering selling the bonds. 

  Required: 
 Using the present value tables in Chapter 6, calculate the market value of Matt’s 

bonds on March 1, 2010. 

  Bonds payable—various issues Reynolds Co. issued $40 million face amount 

of 11% bonds when market interest rates were 11.14% for bonds of similar risk and 

other characteristics. 

 Required: 
 a.   How much interest will be paid annually on these bonds?  

b.   Were the bonds issued at a premium or discount? Explain your answer.  

c.    Will the annual interest expense of these bonds be more than, equal to, or less 

than the amount of interest paid each year? Explain your answer.   

Bonds payable—various issues Atom Endeavour Co. issued $250 million face 

amount of 9% bonds when market interest rates were 8.92% for bonds of similar risk 

and other characteristics.

 Required: 
 a.   How much interest will be paid annually on these bonds?  

b.   Were the bonds issued at a premium or discount? Explain your answer.  

c.    Will the annual interest expense on these bonds be more than, equal to, or less 

than the amount of interest paid each year? Explain your answer.   

Deferred income tax liability The difference between the amounts of book and tax 

depreciation expense, as well as the desire to report income tax expense that is related 

to book income before taxes, causes a long-term deferred income tax liability to be 

reported on the balance sheet. The amount of this liability reported on the balance 

sheets of many firms has been increasing over the years, creating the impression 

that the liability will never be paid. Why has the amount of the deferred income tax 

liability risen steadily for many firms?

Financial leverage A firm issues long-term debt with an effective interest rate 

of 10%, and the proceeds of this debt issue can be invested to earn an ROI of 12%. 

What effect will this financial leverage have on the firm’s ROE relative to having the 

same amount of funds invested by the owners?

Transaction analysis—various accounts Enter the following column headings 

across the top of a sheet of paper:

Exercise 7.12
 LO 8 

Exercise 7.13
 LO 8 

Exercise 7.14
 LO 8 

Exercise 7.15
 LO 9 

Exercise 7.16
 LO 6 

Exercise 7.17
 LO 4, 5, 8 
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Transaction/ Current Current Long-Term  Net

Adjustment   Assets Liabilities Debt Income

 Enter the transaction/adjustment letter in the first column and show the effect, if any, 

of each of the transactions/adjustments on the appropriate balance sheet category 

or on the income statement by entering the amount and indicating whether it is an 

addition (�) or a subtraction (�). You may also write the journal entries to record 

each transaction/adjustment.

a.     Wages of $867 for the last three days of the fiscal period have not been 

accrued.  

b.    Interest of $170 on a bank loan has not been accrued.  

c.    Interest on bonds payable has not been accrued for the current month. The 

company has outstanding $240,000 of 8.5% bonds.   

d.    The discount related to the bonds in part c has not been amortized for the current 

month. The current month amortization is $50.  

e.    Product warranties were honored during the month; parts inventory items valued 

at $830 were sent to customers making claims, and cash refunds of $410 were 

also made.  

f.    During the fiscal period, advance payments from customers totaling $1,500 were 

received and recorded as sales revenues. The items will not be delivered to the 

customers until the next fiscal period. Record the appropriate adjustment.    

  Transaction analysis—various accounts  Enter the following column headings 

across the top of a sheet of paper:

Transaction/ Current Current Long-Term  Net

Adjustment   Assets Liabilities Debt Income

 Enter the transaction/adjustment letter in the first column, and show the effect, if any, 

of each of the transactions/adjustments on the appropriate balance sheet category 

or on the income statement by entering the amount and indicating whether it is an 

addition (�) or a subtraction (−). You may also write the journal entries to record 

each transaction/adjustment. 

a.    Wages of $768 accrued at the end of the prior fiscal period were paid this fiscal 

period.  

b.    Real estate taxes of $2,400 applicable to the current period have not been 

accrued.  

c.    Interest on bonds payable has not been accrued for the current month. The 

company has outstanding $360,000 of 7.5% bonds.  

d.    The premium related to the bonds in part c has not been amortized for the current 

month. The current-month amortization is $70.  

e.    Based on past experience with its warranty program, the estimated warranty 

expense for the current period should be 0.2% of sales of $918,000.  

f.    Analysis of the company’s income taxes indicates that taxes currently payable are 

$76,000 and that the deferred tax liability should be increased by $21,000.  

Exercise 7.18
 LO 4, 5, 8 
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  Transaction analysis—various accounts  Enter the following column headings 

across the top of a sheet of paper:

Transaction/ Current Noncurrent Current Noncurrent Owners  Net

Adjustment Assets  Assets Liabilities Liabilities Equity Income

  Enter the transaction/adjustment letter in the first column and show the effect, if any, 

of each transaction/adjustment on the appropriate balance sheet category or on net 

income by entering for each category affected the account name and amount, and 

indicating whether it is an addition (�) or a subtraction (−). Items that affect net 

income should not also be shown as affecting owners’ equity. You may also write the 

journal entries to record each transaction/adjustment.  

a.    Income tax expense of $700 for the current period is accrued. Of the accrual, 

$200 represents deferred income taxes.  

b.    Bonds payable with a face amount of $5,000 are issued at a price of 99.  

c.    Of the proceeds from the bonds in part b, $3,000 is used to purchase land for 

future expansion.  

d.    Because of warranty claims, finished goods inventory costing $64 is sent to 

customers to replace defective products.  

e.    A three-month, 12% note payable with a face amount of $20,000 was signed. 

The bank made the loan on a discount basis.  

f.    The next installment of a long-term serial bond requiring an annual principal 

repayment of $35,000 will become due within the current year.  

  Transaction analysis—various accounts  Enter the following column headings 

across the top of a sheet of paper:

Transaction/ Current Noncurrent Current Noncurrent Owners  Net

Adjustment Assets Assets Liabilities  Liabilities Equity Income

 Enter the transaction/adjustment letter in the first column and show the effect, if any, 

of each transaction/adjustment on the appropriate balance sheet category or on net 

income by entering for each category affected the account name and amount, and 

indicating whether it is an addition (�) or a subtraction (−). Items that affect net 

income should  not  also be shown as affecting owners’ equity. You may also write the 

journal entries to record each transaction/adjustment. 

a.    Recorded the financing (capital) lease of a truck. The present value of the 

lease payments is $32,000; the total of the lease payments to be made is 

$58,000.  

b.    Paid, within the discount period, an account payable of $1,500 on which terms 

were 1/15, n30. The purchase had been recorded at the gross amount.  

c.    Issued $7,000 of bonds payable at a price of 102.  

d.    Adjusted the estimated liability under a warranty program by reducing 

previously accrued warranty expense by $2,500.  

e.    Retired bonds payable with a carrying value of $3,000 by calling them at a 

redemption value of 101.  

Exercise 7.19
 LO 1, 2, 5, 8, 9 

Exercise 7.20
 LO 5, 8 
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f.    Accrued estimated health care costs for retirees; $24,000 is expected to be paid 

within a year, and $310,000 is expected to be paid in more than a year.  

 Problems 

 Unearned revenues—rent ( Note: See Exercise 5.14 for the related prepaid ex-
pense accounting .) On November 1, 2010, Gordon Co. collected $25,200 in cash 

from its tenant as an advance rent payment on its store location. The six-month lease 

period ends on April 30, 2011, at which time the contract may be renewed. 

 Required: 

a.    Use the horizontal model (or write the journal entries) to record the effects of 

the following items for Gordon Co.:

  1.   The six months of rent collected in advance on November 1, 2010.  

 2.    The adjustment that will be made at the end of every month to show the 

amount of rent “earned” during the month.  

   b.    Calculate the amount of unearned rent that should be shown on the December 31, 

2010, balance sheet with respect to this lease.  

c.    Suppose the advance collection received on November 1, 2010, covered an 

18-month lease period at the same amount of rent per month. How should Gordon 

Co. report the unearned rent amount on its December 31, 2010, balance sheet?  

 Unearned revenues—subscription fees Evans Ltd. publishes a monthly 

newsletter for retail marketing managers and requires its subscribers to pay $50 in 

advance for a one-year subscription. During the month of September 2010, Evans 

Ltd. sold 200 one-year subscriptions and received payments in advance from all new 

subscribers. Only 120 of the new subscribers paid their fees in time to receive the 

September newsletter; the other subscriptions began with the October newsletter. 

  Required: 

 a.    Use the horizontal model (or write the journal entries) to record the effects of 

the following items:

  1.    Subscription fees received in advance during September 2010.  

 2.    Subscription revenue earned during September 2010.  

   b.    Calculate the amount of subscription revenue earned by Evans Ltd. during the 

year ended December 31, 2010, for these 200 subscriptions.  

    Optional continuation of Problem 7.22—lifetime subscription offer  ( Note: 
This is an analytical assignment involving the use of present value tables and 
accounting estimates. Only the first sentence in Problem 7.22 applies to this 
continuation of the problem .) Evans Ltd. is now considering the possibility of 

offering a lifetime membership option to its subscribers. Under this proposal, 

subscribers could receive the monthly newsletter throughout their lives by paying a 

flat fee of $600. The one-year subscription rate of $50 would continue to apply to 

new and existing subscribers who choose to subscribe on an annual basis. Assume 

that the average age of Evans Ltd.’s current subscribers is 38, and their average life 

expectancy is 78 years. Evans Ltd.’s average interest rate on long-term debt is 12%. 

accounting

Problem 7.21
 LO 3 

Problem 7.22
 LO 3 

mar27068_ch07_246-291.indd   286mar27068_ch07_246-291.indd   286 11/12/09   9:30:05 AM11/12/09   9:30:05 AM



 Chapter 7 Accounting for and Presentation of Liabilities 287

c.    Using the information given, determine whether it would be profitable for 

Evans Ltd. to sell lifetime subscriptions. ( Hint: Calculate the present value of 
a lifetime membership for an average subscriber using the appropriate table in 
Chapter 6 .)  

d.    What additional factors should Evans Ltd. consider in determining whether 

to offer a lifetime membership option? Explain your answer as specifically as 

 possible.  

  Other accrued liabilities—payroll  The following summary data for the payroll 

period ended on November 14, 2009, are available for Brac Construction Ltd.:

Gross pay  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  ?

FICA tax withholdings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ?

Income tax withholdings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,760

Medical insurance contributions. . . . . . . . . . . . . . . . . . . . . . . . . 1,120

Union dues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 640

Total deductions  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,640

Net pay . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 58,360

  Required: 
a.    Calculate the missing amounts and then determine the FICA tax withholding 

percentage.  

b.    Use the horizontal model (or write the journal entry) to show the effects of the 

payroll accrual.  

  Other accrued liabilities—payroll and payroll taxes  The following summary 

data for the payroll period ended December 27, 2009, are available for Cayman 

Coating Co.:

Gross pay  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $53,000

FICA tax withholdings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  ?

Income tax withholdings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  7,680

Group hospitalization insurance . . . . . . . . . . . . . . . . . . . . . . . . .  960

Employee contributions to pension plan  . . . . . . . . . . . . . . . . . .  ?

Total deductions  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  14,088

Net pay . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ?  

   Additional information 

 •    FICA tax rates for 2009 were 7.65% on the first $106,800 of each employee’s 

annual earnings and 1.45% on any earnings in excess of $106,800. However, 

no employees had accumulated earnings for the year in excess of the $106,800 

limit. The FICA tax rates are levied against  both  employers and employees.  

•    The federal and state unemployment compensation tax rates are 0.8% and 5.4%, 

respectively. These rates are levied against the employer for the first $7,000 of 

each employee’s annual earnings. Only $7,500 of the gross pay amount for the 

December 27, 2009, pay period was owed to employees who were still under the 

annual limit.    

Problem 7.23
 LO 4 

Problem 7.24
 LO 4 

mar27068_ch07_246-291.indd   287mar27068_ch07_246-291.indd   287 11/12/09   9:30:05 AM11/12/09   9:30:05 AM



288 Part 1 Financial Accounting

 Required :
 Assuming that Cayman Coating Co.’s payroll for the last week of the year is to be 

paid on January 3, 2010, use the horizontal model (or write the journal entry) to 

record the effects of the December 27, 2009, entries for  

a.   Accrued payroll.  

b.   Accrued payroll taxes.  

  Bonds payable—convertible  O’Kelley Co. has outstanding $2 million face 

amount of 12% bonds that were issued on January 1, 2002, for $2 million. The 

20-year bonds were issued in $1,000 denominations and mature on December 31, 

2021. Each $1,000 bond is convertible at the bondholder’s option into five shares of 

$10 par value common stock. 

 Required: 

 a.   Under what circumstances would O’Kelley Co.’s bondholders consider 

 converting the bonds? 

 b.   Assume that the market price of O’Kelley Co.’s common stock is now $215 and 

that a bondholder elects to convert 400 $1,000 bonds. Use the horizontal model 

(or write the journal entry) to show the effect of the conversion on O’Kelley 

Co.’s financial statements. 

 Bonds payable—callable Riley Co. has outstanding $40 million face amount of 

15% bonds that were issued on January 1, 1998, for $39,000,000. The 20-year bonds 

mature on December 31, 2017, and are callable at 102 (that is, they can be paid off at 

any time by paying the bondholders 102% of the face amount).  

 Required: 

 a.   Under what circumstances would Riley Co. managers consider calling the 

bonds? 

 b.   Assume that the bonds are called on December 31, 2010. Use the horizontal 

model (or write the journal entry) to show the effect of the retirement of the 

bonds. ( Hint: Calculate the amount paid to bondholders; then determine how 
much of the bond discount would have been amortized prior to calling the 
bonds; and then calculate the gain or loss on retirement .)  

 Bonds payable—calculate issue price and amortize discount On January 1, 

2010, Drennen, Inc., issued $3 million face amount of 10-year, 14% stated rate bonds 

when market interest rates were 12%. The bonds pay semiannual interest each June 30 

and December 31 and mature on December 31, 2019.  

 Required: 

 a.   Using the present value tables in Chapter 6, calculate the proceeds (issue price) 

of Drennen, Inc.’s, bonds on January 1, 2010, assuming that the bonds were sold 

to provide a market rate of return to the investor. 

  b.   Assume instead that the proceeds were $2,950,000. Use the horizontal model 

(or write the journal entry) to record the payment of semiannual interest and the 

related discount amortization on June 30, 2010, assuming that the discount of 

$50,000 is amortized on a straight-line basis.  

 c.   If the discount in part b were amortized using the compound interest method, 

would interest expense for the year ended December 31, 2010, be more than, 

Problem 7.25
 LO 7 

Problem 7.26
 LO 7 

Problem 7.27
 LO 8 
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less than, or equal to the interest expense reported using the straight-line method 

of discount amortization? Explain.  

 Bonds payable—calculate issue price and amortize premium On January 1, 

2010, Learned, Inc., issued $60 million face amount of 20-year, 14% stated rate bonds 

when market interest rates were 16%. The bonds pay interest semiannually each June 30 

and December 31 and mature on December 31, 2029.  

 Required: 

 a.   Using the present value tables in Chapter 6, calculate the proceeds (issue price) 

of Learned, Inc.’s, bonds on January 1, 2010, assuming that the bonds were sold 

to provide a market rate of return to the investor. 

  b.   Assume instead that the proceeds were $62,000,000. Use the horizontal model 

(or write the journal entry) to record the payment of semiannual interest and the 

related premium amortization on June 30, 2010, assuming that the premium of 

$2,000,000 is amortized on a straight-line basis.  

  c.   If the premium in part b were amortized using the compound interest method, 

would interest expense for the year ended December 31, 2010, be more than, 

less than, or equal to the interest expense reported using the straight-line method 

of premium amortization? Explain.  

  d.   In reality, the difference between the stated interest rate and the market rate 

would be substantially less than 2%. The dramatic difference in this problem 

was designed so that you could use present value tables to answer part a. What 

causes the stated rate to be different from the market rate, and why is the 

 difference likely to be much less than depicted in this problem?  

 Cases 

   Other accrued liabilities—interest  ( Note: This is an analytical assignment involv-
ing the interpretation of financial statement disclosures. ) A review of the accounting 

records at Corless Co. revealed the following information concerning the company’s 

liabilities that were outstanding at December 31, 2011, and 2010, respectively: 

  Year-End  Year-End
  Interest Interest
Debt (Thousands) 2011 Rate 2010 Rate

Short-term debt:
 Working capital loans  . . . . . . . . . . .  $250 8% $190 7%

 Current maturities of

  long-term debt  . . . . . . . . . . . . . .  80 6% 80 6%

Long-term debt:
 Debenture bonds due in 2031  . . . .  400 9% 400 9%

 Serial bonds due in equal

  annual installments  . . . . . . . . . . .  240 6% 320 6%

  Required: 

a.     Corless Co. has not yet made an adjustment to accrue the interest expense related 

to its working capital loans for the year ended December 31, 2011. Assume 

that the amount of interest to be accrued can be accurately estimated using an 

Problem 7.28
 LO 8 

accounting

Case 7.29
LO 1, 5, 7, 8
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average-for-the-year interest rate applied to the average liability balance. Use 

the horizontal model (or write the journal entry) to record the effect of the 2011 

interest accrual for working capital loans.  

b.    Note that the dollar amount and interest rate of the current maturities of long-
term debt have not changed from 2010 to 2011. Does this mean that the $80,000 

amount owed at the end of 2010 still has not been paid as of December 31, 2011? 

 (Hint: Explain your answer with reference to other information provided in the 
problem.)   

c.    Assume that the debenture bonds were originally issued at their face amount. 

However, the market rate of interest for bonds of similar risk has decreased 

significantly in recent years and is 7% at December 31, 2011. If the debenture 

bonds were both callable by Corless Co. and convertible by its bondholders, 

which event is more likely to occur? Explain your answer.  

d.    Assume the same facts as in part c. Would the market value of Corless Co.’s 

debenture bonds be more than or less than the $400,000 reported amount? Is 

this good news or bad news to the management of Corless Co.?  

e.    When the Serial Bonds account decreased during the year, what other account 

was affected, and how was it affected? Use the horizontal model (or write the 

journal entry) to record the effect of this transaction.  

     Analysis of long-term debt  Assume that Home and Office City, Inc., provided the 

following comparative data concerning long-term debt in the notes to its 2011 annual 

report (amounts in millions): 

 December December
 31, 2011  31, 2010

3¼% Convertible Subordinated Notes, due October 1, 2012;

 converted into shares of common stock of the Company at a

 conversion price of $15.3611 per share in October 2010  . . . . . . . . .  $   — $1,103

6½% Senior Notes, due September 15, 2015; interest payable

 semiannually on March 15 and September 15 beginning

 in 2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  500 —

Commercial Paper; weighted average interest rate of 4.8% at

 January 1, 2010 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  — 246

Capital Lease Obligations; payable in varying installments

 through January 31, 2038 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  216 180

Installment Notes Payable; interest imputed at rates between

 5.2% and 10.0%; payable in varying installments

 through 2029  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  45 27

Unsecured Bank Loan; fl oating interest rate averaging 6.05%

 in fi scal 2011 and 5.90% in fi scal 2010; payable in

 August 2013 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  15 15

Variable-Rate Industrial Revenue Bonds; secured by letters of

 credit or land; interest rates averaging 2.9% during fi scal 2011

 and 3.8% during fi scal 2010; payable in varying installments

 through 2021  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    3      9

Total long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $779 $1,580

Less current installments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   29       14

Long-term debt, excluding current installments  . . . . . . . . . . . . . . . . . .  $750 $1,566

Case 7.30
 LO 5, 7, 8 
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  Required: 

 a.    As indicated, Home and Office City’s 31⁄4% Convertible Subordinated Notes 

were converted into shares of common stock in October 2010. How many shares 

of stock were issued in conversion of these notes?  

b.    Regarding the 61⁄2% Senior Notes, Home and Office City, Inc., also disclosed 

that “The Company, at its option, may redeem all or any portion of the Senior 

Notes by notice to the holder. The Senior Notes are redeemable at a redemption 

price, plus accrued interest, equal to the greater of (1) 100% of the principal 

amount of the Senior Notes to be redeemed or (2) the sum of the present values 

of the remaining scheduled payments of principal and interest on the Senior 

Notes to maturity.” 

    Redeemable fixed-rate notes, such as those described here, are similar to 

callable term bonds. Thinking of the 61⁄2% Senior Notes on this basis, would it 

have been possible for Home and Office City, Inc., to redeem (“call”) these notes 

for an amount 

  1.   Below face value (at a discount)?  

 2.   Above face value (at a premium)?  

 3.   Equal to face value (at par)?  

    What circumstances would have been most likely to prompt Home and Office 

City to redeem these notes?  

c.    Recall from the discussion of Cash and Cash Equivalents in Chapter 5 that com-

mercial paper is like an IOU issued by a very creditworthy corporation. Home 

and Office City’s note disclosures concerning commercial paper reveal that “The 

company has a back-up credit facility with a consortium of banks for up to $800 

million. The credit facility contains various restrictive covenants, none of which 

is expected to materially impact the company’s liquidity or capital resources.” 

   What do you think is meant by this statement? 

d.     What other information would you have wanted to know about Home and 

Office City’s “Capital Lease Obligations” when making an assessment of the 

 company’s overall liquidity and leverage?  

e.   Regarding the “Installment Notes Payable,” what is meant by “interest imputed 

at rates between 5.2% and 10%”?  

f.    Why do you suppose that Home and Office City’s “Unsecured Bank Loan” was 

immaterial in relation to the company’s total long-term debt?  

g.    Note that the “current installments” due on Home and Office City’s long-term 

debt were immaterial in amount for both years presented. Based on the data pre-

sented in this case, explain why this is likely to change over the next five years.     

 Answers to Self-Study Material 

  Matching I: 1. q, 2. c, 3. a, 4. g, 5. b, 6. k, 7. i, 8. p, 9. n, 10. m  

  Matching II: 1. i, 2. b, 3. h, 4. f, 5. k, 6. m, 7. e, 8. n, 9. j, 10. c  

  Multiple choice: 1. a, 2. e, 3. e, 4. e, 5. c, 6. e, 7. b, 8. c, 9. d, 10. e  
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8 Accounting for 
and Presentation 
of Owners’ Equity

  Owners’ equity is the claim of the entity’s owners to the assets shown in the balance sheet. 

Another term for owners’ equity is net assets, which is assets minus liabilities. Neither the liabilities 

nor the elements of owners’ equity are specifically identifiable with particular assets, although 

certain assets may be pledged as collateral for some liabilities. 

  The specific terminology used to identify owners’ equity depends on the form of the entity’s 

legal organization. For an individual proprietorship, the term proprietor’s capital, or capital, perhaps 

combined with the owner’s name, is frequently used. For example, in the balance sheet of a single 

proprietorship owned by Taneisha Ford, owners’ equity would be labeled Taneisha Ford, Capital. For 

a partnership, partners’ capital is the term used, and sometimes the capital account balance of 

each partner is shown on the balance sheet. In both proprietorships and partnerships, no distinction 

is made between invested (or paid-in) capital and retained earnings (or earned capital). 

  Because the corporate form of organization is used for firms that account for most of the busi-

ness activity in our economy, this text focuses on corporation owners’ equity. As explained in Chap-

ter 2, there are two principal components of corporation owners’ equity: paid-in capital and retained 

earnings. The financial statements of many small businesses that use the corporate form of orga-

nization are likely to show in owners’ equity only capital stock (which is paid-in capital) and retained 

earnings. However, as shown by the stockholders’ equity section of the Consolidated Balance 

Sheets of Intel Corporation on page 688 of the appendix, the owners’ equity section can become 

quite complex. The owners’ equity section of the balance sheets in other annual reports that you 

have may appear equally complex. Owners’ equity captions usually seen in a balance sheet are:

1.    Paid-in capital:

a.    Preferred stock (sometimes issued)  

b.   Common stock (always issued)  

c.   Additional paid-in capital     

2.   Retained earnings (Accumulated deficit if negative)  

3.   Accumulated other comprehensive income (loss)  

4.   Less: Treasury stock  

5.    Noncontrolling interest (which is actually the equity interest held by nonowners of the 

reporting entity)  
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      The objective of this chapter is to permit you to make sense of the owners’ equity presentation 

of any balance sheet. You will also learn about many characteristics of owners’ equity that are 

relevant to personal investment decisions. A brief overview of personal investing is provided as an 

appendix to this chapter. For the purposes of our discussion, the owners’ equity section of the 

balance sheets of Racers, Inc., in Exhibit 8-1 will be explained. 

  LEARNING OBJECTIVES (LO)  

   After studying this chapter you should understand 

1.    The characteristics of common stock and how common stock is presented in the balance sheet. 

2.    What preferred stock is, what its advantages and disadvantages to the corporation are, and 

how it is presented in the balance sheet. 

3.    The accounting for a cash dividend and the dates involved in dividend transactions. 

4.    What stock dividends and stock splits are and why each is used. 

5.    What the components of accumulated other comprehensive income (loss) are and why these 

items appear in owners’ equity. 

6.    What treasury stock is, why it is acquired, and how treasury stock transactions affect 

 owners’ equity. 

7.    How owners’ equity transactions for the year are reported in the financial statements. 

8.    How the presence of a noncontrolling (minority) interest affects the presentation of consoli-

dated financial statements.    

Exhibit 8-1

Owners’ Equity Section 

of Racers, Inc., Balance 

Sheets at August 31, 

2011, and 2010

 August 31

 2011 2010

Owners’ equity:

  Paid-in capital:

     Preferred stock, 6%, $100 par value, cumulative, 

   callable at $102, 5,000 shares authorized, 

issued, and outstanding $   500,000 $   500,000

     Common stock, $2 par value, 1,000,000 shares 

   authorized, 244,800 shares issued at August 31, 

2011, and 200,000 shares issued at 

August 31, 2010 489,600 400,000

    Additional paid-in capital   3,322,400   2,820,000

      Total paid-in capital $4,312,000 $3,720,000

  Retained earnings 2,828,000 2,600,000

  Accumulated other comprehensive income (loss) 50,000 (100,000)

   Less: Common stock in treasury, at cost; 1,000 

 shares at August 31, 2011            (12,000)                  —

      Total owners’ equity $7,178,000 $6,220,000
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 Exhibit 8-2 highlights the balance sheet accounts covered in detail in this chapter and 

shows the income statement and statement of cash flows components affected by these 

accounts. 

    Paid-In Capital 
  The captions shown in the paid-in capital category of owners’ equity (common stock, 

preferred stock, and additional paid-in capital) represent amounts invested in the 

corporation by stockholders and are sometimes referred to as contributed capital. On 

the other hand, the retained earnings (or earned capital) category of owners’ equity 

represents the entity’s cumulative earnings (net income over the life of the entity) less 

any dividends paid. Naturally stockholders are interested in the relationship between 

paid-in capital and retained earnings. The higher the Retained Earnings account bal-

ance relative to paid-in capital amounts, the better—because retained earnings reflect, 

in part, management’s ability to earn a return on invested (paid-in) amounts. However, 

a large retained earnings balance also may lead stockholders to pressure management 

and the board of directors to pay higher dividends. Remember to keep the distinction 

between paid-in capital and retained earnings in mind when interpreting the owners’ 

equity section of any balance sheet. 

  Common Stock 

 As already explained,    common stock    (called capital stock at times, especially when no 

other classes of stock are authorized) represents residual ownership. Common stockhold-

ers are the ultimate owners of the corporation; they have claim to all assets that remain 

in the entity after all liabilities and preferred stock claims (described in the next section) 

have been satisfied. In the case of bankruptcy or forced liquidation, this residual claim 

may not have any value because the liabilities and preferred stock claims may exceed 

the amount realized from the assets in liquidation. In this severe case, the liability of the 

common stockholders is limited to the amount they have invested in the stock; common 

stockholders cannot be forced by creditors and/or preferred stockholders to invest ad-

ditional amounts to make up their losses. In the more positive (and usual) case, common 

stockholders prosper because the profits of the firm exceed the fixed claims of creditors 

(interest) and preferred stockholders (preferred dividends). All of these profits accrue to 

common stockholders—there is no upper limit to the value of their ownership interest. 

Of course it is the market value of common stock that reflects the public perception of 

profitability (or lack thereof) and ultimate dividend-paying capability of the corporation. 

However, as residual owners, common stockholders are not entitled to receive any spe-

cific dividend amount and may not receive any dividends at all in some years. 

  Common stockholders have the right and obligation to elect members to the 

corporation’s board of directors. The election process can take one of two forms, as 

described in Business in Practice—Electing Directors. The board of directors hires 

corporate officers, and the officers execute strategies for achieving corporate objec-

tives. Some officers may also be directors ( inside directors ), but current practice is 

that most boards are made up primarily of  independent directors  (individuals not 

employed by the firm and thus also referred to as  outside directors ) who can bring an 

independent viewpoint to the considerations and deliberations of the board. 

  Common stockholders also must approve changes to the corporate charter (for 

example, when the number of shares of stock authorized is changed so that additional 

shares can be sold to raise more capital) and may have to approve transactions such 

as mergers or divestitures. 

LO 1

    Understand the 

characteristics of 

common stock and 

how common stock 

is presented in the 

balance sheet.    
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Balance Sheet

Current Assets Chapter
 Cash and cash equivalents 5, 9

 Short-term marketable 

  securities 5

 Accounts receivable 5, 9

 Notes receivable 5

 Inventories 5, 9

 Prepaid expenses 5

 Deferred tax assets 5

Noncurrent Assets
 Land 6

 Buildings and equipment 6

 Assets acquired by 

  capital lease 6

 Intangible assets 6

 Natural resources 6

 Other noncurrent assets 6

Current Liabilities Chapter
 Short-term debt 7

 Current maturities of 

  long-term debt 7

 Accounts payable 7

 Unearned revenue or 

  deferred credits 7

 Payroll taxes and other 

  withholdings 7

 Other accrued liabilities 7

Noncurrent Liabilities
 Long-term debt 7

 Deferred income taxes 7

 Other long-term liabilities 7

Owners’ Equity
 Common stock 8

 Preferred stock 8

 Additional paid-in capital 8

 Retained earnings 8

 Treasury stock 8

 Accumulated other 

  comprehensive income (loss) 8

 Noncontrolling interest 8

Income Statement Statement of Cash Flows

Sales 5, 9

 Cost of goods sold 5, 9

Gross profit (or gross margin) 5, 9

 Selling, general, and 

  administrative expenses 5, 6, 9

Income from operations 9

 Gains (losses) on sale 

  of assets 6, 9

 Interest income 5, 9

 Interest expense 7, 9

 Income tax expense 7, 9

 Unusual items 9

Net income 5, 6, 7, 8, 9

Earnings per share 9

Operating Activities
 Net income 5, 6, 7, 8, 9

 Depreciation expense 6, 9

 (Gains) losses on sale 

  of assets 6, 9

 (Increase) decrease in 

  current assets 5, 9

 Increase (decrease) in 

  current liabilities 7, 9

Investing Activities
 Proceeds from sale of 

  property, plant, and 

  equipment 6, 9

 Purchase of property, 

  plant, and equipment 6, 9

Financing Activities
 Proceeds from long-term 

  debt* 7, 9

 Repayment of long-term 

  debt* 7, 9

 Issuance of common  /  

  preferred stock 8, 9

 Purchase of treasury 

  stock 8, 9

 Payment of dividends 8, 9

Primary topics of this chapter.

Other affected fi nancial statement components.
*May include short-term debt items as well.

Exhibit 8-2

Financial Statements—

The Big Picture
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296 Part 1 Financial Accounting

Business in 

Practice

Electing Directors

Directors are elected by a cumulative voting procedure or on a slate basis. Under cumulative 

voting, each stockholder is entitled to cast a number of votes equal to the number of shares 

owned multiplied by the number of directors to be elected. Thus if five directors are to be 

elected, the owner of 100 shares of common stock is entitled to 500 votes; all 500 can be cast 

for one candidate or 100 can be cast for each of five candidates or they can be cast in any 

combination between these extremes. In slate voting the common stockholder is entitled to one 

vote for each share owned, but that vote is applied to an entire slate of candidates.

 In most cases the voting method doesn’t affect the outcome. A committee of the board 

of directors nominates director candidates (equal to the number of directors to be elected), a 

proxy committee made up of members of the board seeks proxies from the stockholders, and 

the required number of nominees is duly elected. Occasionally, however, an outside group chal-

lenges the existing board; under these circumstances the election can be exciting. Each group 

nominates director candidates and solicits stockholder votes. Under slate voting, the successful 

group will be the one that gets a majority of the vote; that group’s entire slate will be elected. 

Of course controlling 50.1% of the voting shares will ensure success. Under cumulative voting, 

however, it is possible for a minority group of stockholders to concentrate their votes on one 

or two of their own candidates, thus making it easier to secure representation on the board of 

directors. For example, if five directors are to be elected, the votes of approximately 17% of the 

outstanding common stock are required to elect one director.

 Many people, especially proponents of corporate democracy, favor cumulative voting. 

Some states require corporations organized under their laws to have cumulative voting for 

directors. Yet corporations often prefer to maintain a slate voting practice because this method 

makes getting a seat on the board more difficult for corporate raiders and others. Another tactic 

designed to reduce an outsider’s chance of securing a director position is to provide for rolling 

terms. For example, for a nine-member board, three directors will be elected each year for a 

three-year term. Thus even with cumulative voting, the votes of many more shares are required 

to elect one director than would be required if all nine directors were elected each year.

  Common stock can have par value or it can be of a no-par-value variety. When 

it is used, par value is usually a nominal amount assigned to each share when the 

corporation is organized. In today’s business world, par value has virtually no eco-

nomic significance with respect to common stock. In most states, the par value of 

the issued shares represents the legal capital of the corporation. Most state corpora-

tion laws provide that stock with par value cannot be issued for a price less than par 

value, and they provide that total owners’ equity cannot be reduced to less than legal 

capital by the distribution of dividends or the purchase from stockholders of previ-

ously issued shares of stock. If the stock has par value, the amount reported in the 

balance sheet in the Common Stock account will be the par value multiplied by the 

number of shares issued. Any difference between par value and the amount realized 

from the sale of the stock is recorded as additional paid-in capital. Some firms assign 

a stated value to the common stock, which is essentially par value by another name. 

If a firm issues true no-par-value stock, then the total amount received from the sale 

of the shares is recorded as common stock.  Intel  takes an interesting approach: By 

having a par value of $0.001 per share, its common stock is essentially treated as 

no-par-value stock because amounts for common stock and capital in excess of par 

value are combined and reported on the balance sheet as one amount (see page 688 

in the appendix). 
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  A survey of the 2007 annual reports of 600 publicly owned merchandising and 

manufacturing companies indicated that only 59 companies had no-par-value common 

stock. Of those 59 companies, 9 had an assigned or stated value per share.  1   

  To illustrate the sale of common stock, assume that during the year ended August 

31, 2011, Racers, Inc., sold 40,000 additional shares of its $2 par value common stock 

at a price of $13 per share. The effect of this stock issue on the financial statements of 

Racers, Inc., was: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

← Net income � Revenues � Expenses

Cash Common Stock
� 520,000 � 80,000
(40,000 shares � $13) (40,000 shares � $2)

 Additional Paid-in
 Capital
 � 440,000
 (40,000 shares � $11)

 The entry to record this transaction follows: 

Dr. Cash (40,000 shares � $13)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Common Stock (40,000 shares � $2) .  . . . . . . . . . . . . . . . . .

     Cr. Additional Paid-in Capital (40,000 shares $11) .  . . . . . . . . . .

520,000

 80,000

440,000

 Refer to Exhibit 8-1 and notice that common stock and additional paid-in capital in-

creased during 2011 (the remaining portion of these increases will be explained in the 

stock dividends section of this chapter). 

  On the balance sheet the number of shares  authorized, issued , and  outstanding  

will be disclosed. The number of  authorized shares  is stated in the corporate charter 

that is filed with the state of incorporation according to its laws regarding corporate 

organization. This represents the maximum number of shares that the corporation is 

legally approved to issue; an increase in the number of authorized shares requires 

shareholder approval. The number of  issued shares  is the number of shares of stock 

that have actually been transferred from the corporation to shareholders. Issued shares 

are ordinarily  sold  to stockholders for cash, although it is possible to issue stock in ex-

change for other assets or for services. The number of  outstanding shares  will differ 

from the number of issued shares if the firm has  treasury stock . As explained in more 

detail later in this chapter, treasury stock is a firm’s own stock that has been acquired 

by the firm from its stockholders. The relationship between these terms and the bal-

ance sheet disclosure required for each is summarized in Exhibit 8-3. The difference 

between the number of shares authorized and the number of shares issued represents 

the potential for additional shares to be issued. 

  The common stock of many firms has a  preemptive right , which gives present 

shareholders the right to purchase additional shares from any new share issuances 

in proportion to their present percentage of ownership. The preemptive right is usu-

ally most significant in smaller, closely held corporations (those with only a few 

1 AICPA, Accounting Trends and Techniques (New York, 2008), Table 2-35.
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298 Part 1 Financial Accounting

stockholders) in which existing stockholders want to prevent their ownership interest 

from being diluted. Even though they are not ordinarily bound by a preemptive right 

provision, many large corporations offer existing stockholders the right to purchase 

additional shares when more capital is needed. This maintains stockholder loyalty and 

can be a relatively inexpensive way to raise capital. 

1. What does it mean when common stock is referred to as part of paid-in capital?

2. What does it mean when the common stock of a corporation has a par value?

3. What does it mean when a corporation has treasury stock?QWhat Does
It Mean?
Answers  on 
page  319

     Preferred Stock 

 Preferred stock is a class of paid-in capital that is different from common stock in that 

preferred stock has several debtlike features and a limited claim on assets in the event 

of liquidation. Also, in most cases preferred stock does not have a voting privilege. 

(Common stock represents residual equity—it has claim to all assets remaining after 

the liabilities and preferred stock claims have been met in the liquidation of the corpo-

ration.) Historically preferred stock has been viewed as having less risk than common 

stock. In the early years of the Industrial Revolution, when firms sought to raise the 

large amounts of capital required to finance factories and railroads, investors were more 

willing to acquire preferred stock in a firm than take the risks associated with common 

stock ownership. As firms have prospered and many investors have experienced the 

rewards of common stock ownership, preferred stock has become a less significant fac-

tor in the capital structure of many manufacturing, merchandising, and service firms. 

However, utilities and financial corporations continue to issue preferred stock. 

  The preferences for preferred stock, relative to common stock, relate to dividends 

and to the priority of claims on assets in the event of liquidation of the corporation. 

A  dividend  is a distribution of the earnings of the corporation to its owners. The 

LO 2

Understand what 

preferred stock is, what 

its advantages and 

disadvantages to the 

corporation are, and 

how it is presented in 

the balance sheet.

Terminology
Number of Shares
Disclosed Dollar Amount Disclosed

Shares authorized Number specified in the 

  corporate charter (maximum 

approved to be issued)

None

Shares issued Number of shares that have 

  been issued to stockholders 

(usually by sale)

Number of shares � par or 

 stated value per share

or

If no par or stated value, total 

  amount received from 

sale of shares

Shares outstanding Number of shares still held by 

  stockholders (shares issued 

less treasury shares)

None

Treasury stock Number of issued shares that 

  have been repurchased by the 

corporation from stockholders 

and not formally retired

Cost of treasury stock owned 

 by corporation

Exhibit 8-3

Balance Sheet 

 Disclosure for Shares 

of Stock
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Case 1:
6%, $100 par value cumulative preferred stock, 50,000 shares authorized, issued, 

and outstanding. Dividend payable semiannually, no dividends in arrears.

Semiannual preferred dividend amount:

6% � $100 � 50,000 shares outstanding � 1/2 year � $150,000

Case 2:
$4.50, $75 par value cumulative preferred stock, 50,000 shares authorized and 

 issued, 40,000 shares outstanding (there are 10,000 shares of treasury stock). Divi-

dend payable quarterly, no dividends in arrears.

Quarterly preferred dividend amount:

$4.50 � 40,000 shares outstanding � 1/4 year � $45,000

Case 3:
8%, $50 par value cumulative preferred stock, 100,000 shares authorized, 

60,000 shares issued, 54,000 shares outstanding (there are 6,000 shares of treasury 

stock). Dividend payable annually. Dividends were not paid in prior two years.

Dividend required in current year to pay dividends in arrears and current year’s 

 preferred dividend:

8% � $50 � 54,000 shares outstanding � 3 years � $648,000

Exhibit 8-4

Illustration of Pre-

ferred Stock Dividend 

Calculation

dividend requirement of preferred stock must be satisfied before a dividend can be 

paid to the common stockholders. Most preferred stock issues call for a quarterly or 

semiannual dividend, which must be kept current if there is to be a dividend on the 

common stock. The amount of the dividend is expressed in dollars and cents or as a 

percentage of the par value of the preferred stock. As shown in Exhibit 8-1, the pre-

ferred stock of Racers, Inc., is referred to as “6%, $100 par value.” This means that 

each share of preferred stock is entitled to an annual dividend of $6 (6% � $100). 

The same dividend result could have been accomplished by creating a $6 cumulative 

preferred stock. The terms of the stock issue will specify whether the dividend is to be 

paid at the rate of $1.50 per quarter, $3 semiannually, or $6 annually. 

      Preferred stock issues, including that of Racers, Inc., usually provide a  cumulative 
dividend , which means that if any dividend payments are not made to preferred share-

holders, then the total amount of these missed dividends (or dividends in  arrears  from 

prior periods) must be paid subsequently before any dividends can be paid to the com-

mon stockholders. Occasionally preferred stock issues have  participating dividends , 
which means that after the common stockholders have received a specified dividend, any 

further dividends are shared by the preferred and common stockholders in a specified 

ratio. Calculation of preferred stock dividend amounts is illustrated in Exhibit 8-4. 

  A preferred stock issue’s claim on the assets in the event of liquidation ( liqui-
dating value ) or redemption ( redemption value ) is an amount specified when the 

preferred stock is issued. If the preferred stock has a par value, the liquidating value 

or redemption value usually is equal to the par value or the par value plus a slight pre-

mium. If the preferred stock has no par value, then the liquidating value or redemption 

value is a stated amount. In either case, the claim in liquidation must be fulfilled be-

fore the common stockholders receive anything. However, once the liquidating claim 

is met, the preferred stockholders will not receive any additional amounts. 
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300 Part 1 Financial Accounting

 Preferred Stock Bonds Payable

Similarities

•  Dividend is (usually) a fixed claim to income.

•  Redemption value is a fixed claim to assets.

•  Is usually callable and may be convertible.

• Interest is a fixed claim to income.

• Maturity value is a fixed claim to assets.

•  Is usually callable and may be convertible.

Differences

•  Dividend may be skipped, even though 

it usually must be caught up before 

dividends can be paid on the common 

stock.

• No maturity date.

•  Dividends are not an expense and are not 

deductible for income tax purposes.

•  Interest must be paid or firm faces legal 

action, possibly leading to bankruptcy.

• Principal must be paid at maturity.

•  Interest is an expense and is deductible 

for income tax purposes.

Exhibit 8-5

Comparison of 

Preferred Stock and 

Bonds Payable

     Callable preferred stock  is redeemable (usually at a slight premium over par) 

at the option of the corporation.  Convertible preferred  stock may be exchanged for 

common stock of the corporation at the option of the stockholder at a conversion rate 

(such as six shares of common stock for each share of preferred stock) established 

when the preferred stock is authorized. For many firms the call and conversion features 

of preferred stock cannot be exercised for a number of years after the authorization (or 

issue) date of the stock; such restrictions are specified in the stock certificate. Note in 

Exhibit 8-1 that the preferred stock of Racers, Inc., is callable at a price of $102. 

  You probably have noticed that preferred stock has some of the same characteristics 

as bonds payable. Exhibit 8-5 summarizes the principal similarities and differences of 

the two. The tax deductibility of interest expense causes many financial managers to 

prefer debt to preferred stock. After all, they reason, if a fixed amount is going to have 

to be paid out regularly, it might as well be in the form of deductible interest rather than 

nondeductible preferred dividends. (As explained in Chapter 7, the after-tax cost of 

bonds paying 10 percent interest is only 7 percent for a corporation with an average tax 

rate of 30 percent.) Most investors also prefer bonds because the interest owed to them 

is a fixed claim that must be paid, but preferred stock dividends may be skipped, even 

though any arrearage may have to be paid before dividends can be paid on common 

stock. Of 600 publicly owned industrial and merchandising companies whose annual re-

ports for 2007 were reviewed by the AICPA, only 68 had preferred stock outstanding.  2   

  From a creditors’ point of view, preferred stock reduces the risk associated with fi-

nancial leverage (introduced in Chapter 7). Utilities and financial firms (such as banks, 

insurance companies, and finance companies) frequently have a significant portion of 

their owners’ equity represented by preferred stock. This is because a significant pro-

portion of the capital requirements of these firms is provided by investors who prefer 

the relative security of preferred stock rather than debt and/or common stock. 

  The balance sheet disclosures for preferred stock include the following:

     The par value and dividend rate (or the amount of the annual dividend 

requirement).  

   The liquidation or redemption value.  

2 Ibid., Table 2-34.
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   The number of shares authorized by the corporate charter.  

   The number of shares issued.  

   The number of shares outstanding.  

   Any difference between the number of shares issued and the number of shares out-

standing is caused by shares held in the firm’s treasury, referred to as  treasury stock . 

In addition, the amount of any preferred dividends that have been missed (that are in 

arrears) will be disclosed in the notes to the financial statements. 

 4. What does it mean when a corporation has preferred stock? QWhat Does
It Mean?

Answer  on 
page  319

   Additional Paid-In Capital 

 As has already been illustrated,  additional paid-in capital  is an owners’ equity 

category that reflects the excess of the amount received from the sale of preferred or 

common stock over par value. (Remember that the amount in the Common or Pre-

ferred Stock account is equal to the par value per share multiplied by the number of 

shares issued, or the total amount received from the sale of no-par-value stock.) The 

Additional Paid-In Capital account is also used for other relatively uncommon capital 

transactions that cannot be reflected in the Common or Preferred Stock accounts or 

that should not be reflected in Retained Earnings.  Capital in excess of par value  
(or stated value) and  capital surplus  are terms sometimes used to describe additional 

paid-in capital. The latter term was widely used many years ago before the term sur-
plus fell into disfavor because of its connotation as something “extra” and because 

uninformed financial statement readers might think that this amount was somehow 

available for dividends. 

  To summarize and emphasize, the paid-in capital of a corporation represents the 

amount invested by the owners. If par value stock is involved, paid-in capital includes 

separate accounts to record the par value and additional paid-in capital components. 

If no-par-value stock is issued, paid-in capital is represented by the stock accounts 

alone. 

    Retained Earnings 
 Retained earnings reflect the cumulative earnings of the corporation that have been 

retained for use in the business rather than disbursed to the stockholders as dividends. 

Retained earnings are not cash! Retained earnings are increased by the firm’s net 

income, and the accrual basis of accounting results in a net income amount that is dif-

ferent from the operating cash flows during a fiscal period. To the extent that operat-

ing results increase cash, that cash may be used for operating, investing, or financing 

activities. 

  Virtually the only factors affecting retained earnings are net income or loss re-

ported on the income statement, and dividends. (Remember that all revenue, expense, 

gain, and loss accounts reported on the income statement are indirect changes to the 
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Retained Earnings account on the balance sheet. As these items are recorded through-

out the year, retained earnings are, in effect, increased for revenues and gains and 

decreased for expenses and losses.) 

 Under certain very restricted circumstances, generally accepted accounting 

principles permit direct adjustments of retained earnings for the correction of errors 

(referred to as prior period adjustments). For example, if a firm neglected to include 

a significant amount of inventory in its year-end physical count and this error was 

not discovered until the following year, a direct adjustment to inventory and retained 

earnings would be appropriate. Likewise, retained earnings is adjusted for the retro-

spective application to prior periods’ financial statements of most changes in account-

ing principles. For example, if a company changes from the LIFO to FIFO cost flow 

assumption, the financial statements of all prior years will be restated as if the FIFO 

method had always been in use. Such restatements require direct adjustments to re-

tained earnings as well as other affected accounts. However, new information about an 

estimate made in a prior year (such as for depreciation or bad debts) does not warrant 

a direct entry to retained earnings because the amounts reported would have reflected 

the best information available at the time. 

  Accounting principles emphasize that the income statement is to reflect all trans-

actions affecting owners’ equity except for the following:

1.    Dividends to stockholders (which are a reduction in retained earnings).  

2.   Transactions involving the corporation’s own stock (which are reflected in the 

paid-in capital section of the balance sheet).  

3.   Prior period adjustments for the correction of errors (which are direct adjust-

ments to retained earnings).  

4.   Most changes from one generally accepted accounting principle to another gen-

erally accepted accounting principle (which are direct adjustments to retained 

earnings).  

5.   The four main components of accumulated other comprehensive income (which 

are accounted for within a separate category in owners’ equity as explained later 

in this chapter).   

  If the Retained Earnings account has a negative balance because cumulative losses 

and dividends have exceeded cumulative net income, this account is referred to as an 

accumulated deficit. 

 Cash Dividends 

 For a corporation to pay a cash dividend, it must meet several requirements: The firm 

must have retained earnings (although some state corporation laws permit dividends 

in excess of retained earnings if certain conditions are met), the board of directors 

must declare the dividend, and the firm must have enough cash to pay the dividend. 

If the firm has agreed in a bond indenture or other loan covenant to maintain certain 

minimum standards of financial health (perhaps a current ratio of at least 1.5:1.0), the 

dividend must not cause any of these measures to fall below their agreed-upon levels. 

From both the corporation’s and the stockholders’ perspectives, several key dates are 

related to the dividend (see Business in Practice—Dividend Dates). Once the board 

of directors has declared the dividend, it becomes a legally enforceable liability of the 

corporation. The effects on the financial statements of recording the declaration and 

subsequent payment of a cash dividend are as follows: 

LO 3

 Understand the 

accounting for a cash 

dividend and the dates 

involved in dividend 

transactions. 
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Balance Sheet Income Statement

Assets � Liabilities � Owner’s equity ← Net income � Revenues � Expenses

Declaration date
 � Dividends  � Retained 
   Payable    Earnings

Payment date
� Cash �  Dividends

Payable

        The journal entries follow: 

On the declaration date:

Dr. Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Dividends Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

On the payment date:

Dr. Dividends Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

xx

xx

  Note that  dividends are not an expense  and do not appear on the income statement. 

Dividends are a distribution of earnings of the corporation to its stockholders and are 

treated as a direct reduction of retained earnings. If a balance sheet is dated between 

the date the dividend is declared and the date it is paid, the Dividends Payable account 

will be included in the current liability section of the balance sheet. 

5. What does it mean when a corporation’s board of directors has declared a cash 

dividend? QWhat Does
It Mean?

Answer  on 
page  319

 Stock Dividends and Stock Splits 

 In addition to a cash dividend, or sometimes instead of a cash dividend, a corporation may 

issue a  stock dividend . A stock dividend is the issuance of additional shares of common 

stock to the existing stockholders in proportion to the number of shares each currently 

owns. It is expressed as a percentage; for example, a 5 percent stock dividend would re-

sult in the issuance of 5 percent of the previously issued shares. A stockholder who owns 

100 shares would receive 5 additional shares of stock, but her proportionate ownership 

interest in the firm would not change. (Fractional shares are not issued, so an owner of 90 

shares would receive 4 shares and cash equal to the market value of half of a share.) 

  The motivation for a stock dividend is usually to maintain the loyalty of stock-

holders when the firm does not have enough cash to pay (or increase) the cash divi-

dend. Although many stockholders like to receive a stock dividend, such a distribution 

is not income to the stockholders. To understand why there is no income to stockhold-

ers, the impact of the stock dividend must be understood from the issuing corpora-

tion’s point of view. A stock dividend does not cause any change in either assets or 

liabilities; therefore, it cannot affect  total  owners’ equity. However, additional shares 

of stock are issued, and the Common Stock account must reflect the product of the 

number of shares issued multiplied by par value per share. Because the issuance of 

shares is called a  dividend , it is also appropriate for the Retained Earnings account to 

LO 4

 Understand what stock 

dividends and stock 

splits are and why each 

is used. 
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be reduced. The amount of the reduction in retained earnings is the number of divi-

dend shares issued multiplied by the market price per share. Any difference between 

market price and par value is recorded in the Additional Paid-In Capital account. If 

the shares are without par value, then the Common Stock account is increased by the 

market value of the dividend shares issued. 

  To illustrate the effects of a stock dividend transaction, assume that during the 

year ended August 31, 2011, Racers, Inc., issued a 2 percent stock dividend on its 

$2 par value common stock when the market price was $15 per share. Refer back to 

Exhibit 8-1 and assume further that the stock dividend occurred at some point after 

the additional 40,000 shares of common stock had been issued. Thus a total of 4,800 

dividend shares were issued (2% � 240,000 shares previously issued). Using the hori-

zontal model, here is the effect on the financial statements:  

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net income � Revenues � Expenses

  Retained Earnings
� 72,000 
(4,800 shares � $15)

  Common Stock 
� 9,600 
(4,800 shares � $2)

  Additional Paid-In 
Capital 
� 62,400 
(4,800 shares � $13)

Business in 

Practice

Dividend Dates

Three dates applicable to every dividend are the declaration date, the record date, and the pay-

ment date. In addition, there will be an ex-dividend date applicable to companies whose stock is 

publicly traded. There is no reason that the declaration, record, and payment dates for a closely 

held company couldn’t be the same date.

 The declaration date is the date on which the board of directors declares the dividend and 

it becomes a legal liability to be paid. The record date is used to determine who receives the 

dividend; the person listed on the stockholder records of the corporation on the record date is 

considered the owner of the shares. The owner of record is the person to whom the check is made 

payable and mailed to on the payment date. If shares have been sold but the ownership change 

has not yet been noted on the corporation’s records, the prior owner (the one in the records) re-

ceives the dividend (and may have to settle with the new owner, depending on their agreement with 

respect to the dividend). The ex-dividend date relates to this issue of who receives the dividend. 

When the stock of a publicly traded company is bought or sold, the seller has a settlement period 

of two business days in which to deliver the stock certificate. The buyer also has two business 

days to pay for the purchase. Thus the stock trades “ex-dividend” two business days before the 

record date to give the corporation a chance to increase the accuracy of its ownership records. On 

the ex-dividend date, the stock trades without the dividend (the seller retains the right to receive 

the dividend if the stock is sold on or after the ex-dividend date). If the stock is sold before the ex-

dividend date, the buyer is entitled to receive the dividend. All other things being equal, the price 

of the stock in the market falls by the amount of the dividend on the ex-dividend date.

 There is no specific requirement dealing with the number of days that should elapse be-

tween the declaration, record, and payment dates for publicly traded stocks. It is not unusual 

for two to four weeks to elapse between each date.
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  The entry to record this transaction follows:  

Dr. Retained Earnings (4,800 shares � $15)  . . . . . . . . . . . . . 

  Cr. Common Stock (4,800 shares � $2) . . . . . . . . . . . . . . 

  Cr. Additional Paid-In Capital (4,800 shares � $13) . . . . . 

72,000

 9,600

62,400

 Note that the stock dividend affects only the owners’ equity of the firm.  Capitalizing 
retained earnings  is the term sometimes used to refer to the effect of a stock divi-

dend transaction because the dividend permanently transfers some retained earnings 

to paid-in capital. The income statement is not affected because the transaction is 

 between the corporation and its stockholders (who own the corporation); no gain or 

loss can result from a capital transaction. 

  If the stock dividend percentage is more than 20 to 25 percent, only the par value 

or stated value of the additional common shares issued is transferred from retained 

earnings to common stock.  

  What happens to the market value of a share of stock when a firm issues a stock 

dividend? Is the share owner any wealthier? As already explained, nothing happens to 

the firm’s assets, liabilities, or earning power as a result of the stock dividend; so the 

total market value of the firm should not change. Because more shares of stock are now 

outstanding and the total market value of all the shares remains the same, the market 

value of each share will drop. This is why the stock dividend does not represent income 

to the stockholder. However, under some circumstances the market value per share of 

the common stock will not settle at its theoretically lower value. This will be true espe-

cially if the cash dividend per share is not adjusted to reflect the stock dividend. Thus 

if the firm had been paying a cash dividend of $1 per share before the stock dividend, 

and the same cash dividend rate of $1 per share is continued, there has been an effective 

increase in the dividend rate simply because each shareholder now owns more shares; 

the stock price will probably rise to reflect this “good news” to investors. 

  Sometimes the managers of a firm want to lower the market price of the firm’s 

common stock by a significant amount because they believe that a stock trading in a 

price range of $20 to $50 per share is a more popular investment than a stock priced 

at more than $50 per share. A stock split will accomplish this objective.  A stock 

split  involves issuing additional shares to existing stockholders and, if the stock has a 

par value, reducing the par value proportionately. For example, if a firm had 60,000 

shares of $10 par value stock outstanding, with stock trading in the market at a price 

of $80 per share, a 4-for-1 stock split would involve issuing 3 additional shares to each 

stockholder for each share owned. Then the stockholder who had owned 200 shares 

would receive an additional 600 shares, bringing the total shares owned to 800. As in 

the case of a stock dividend, nothing has happened to the assets or liabilities of the 

firm, so nothing can happen to owners’ equity. The total market value of the company 

would not change, but the market price of each share would fall. (Compare the results 

of 60,000 shares � $80 to 240,000 shares � $20.) No accounting entry is required 

for a stock split. However, the common stock caption of owners’ equity indicates the 

drop in par value per share and the proportionate increase in the number of shares 

authorized, issued, and outstanding. If the corporation has used no-par-value stock, 

only the number of shares changes. 

  Sometimes a stock split is accomplished in the form of a very large (perhaps 

100 percent) stock dividend. As explained earlier, when this happens only the par or 

stated value of the additional shares issued is transferred from Retained Earnings to 

the Common Stock account. There is no adjustment to the par value of the stock. 
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  A  reverse stock split  is unusual but may occur when the market price of a firm’s 

common stock has settled at a lower level than management thinks appropriate. Say 

that a stock is trading at $15 per share, and historically it has traded in the $50 to $70 

range. A 1-for-4 reverse stock split would reduce the number of shares outstanding to 

25 percent of the prereverse split quantity, and the market price per share would in-

crease by a factor of 4, or to $60 in this case. Again, no accounting entries are required 

for this event, but par value would increase by a factor of 4 and the number of shares 

authorized, issued, and outstanding would decrease by a factor of 4. The use of reverse 

splits is extremely uncommon in practice, although this method of price adjustment 

has been used in the technology sector from time to time. For example, AT&T Corp. 

had a 1-for-5 reverse stock split in 2002, and Atari Corp.’s shareholders approved a 

1-for-10 reverse stock split in 2007. 

6. What does it mean when a corporation’s board of directors has declared a stock 

dividend on the common stock?

7. What does it mean when a corporation has a stock split?QWhat Does
It Mean?
Answers  on 
page  319

  Accumulated Other Comprehensive Income (Loss) 
 At first glance it may seem surprising to find the word  income  in the owners’ 

equity section of the balance sheet. To put the  comprehensive income  concept 

into perspective, think back to Chapter 2, where the link between the income 

statement and balance sheet was first established. Recall that net income is added 

to retained earnings within the owners’ equity section of the balance sheet at the 

end of each accounting period. This is done through the closing process described 

in Chapter 4, which emphasizes that income statement accounts are temporary in 

nature—that is, revenues, gains, expenses, and losses are (in effect) subcategories 

of owners’ equity that are “closed” to retained earnings at the end of the account-

ing period. The balance sheet equation (A � L � OE) and the horizontal model 

(where net income points back to owners’ equity) both reinforce this fundamental 

relationship:  All items of income (or loss) ultimately affect owners’ equity on the 
balance sheet . This is the reason the word income appears in this section of the 

balance sheet. 

  Up until now, owners’ equity has been described as being composed of two dis-

tinct categories: paid-in capital ( contributed  capital such as common and preferred 

stock) and retained earnings ( earned  capital from cumulative net income in excess 

of dividends paid). Unfortunately the line between these two is often blurry—and at 

times neither category adequately describes certain changes in owners’ equity. The 

FASB and its predecessors have debated for years over which items should be in-

cluded in “net income” for the period (and therefore added to retained earnings) and 

which items should be accounted for directly within the owners’ equity section of the 

balance sheet. As a result, several exceptions to the preceding dichotomy were carved 

out over the years, resulting in a wide array of financial reporting practices among 

real-world companies. 

  To improve comparability between firms, the FASB issued  Statement of Financial 
Accounting Standards No. 130 , “Reporting Comprehensive Income,” in 1997, which 

defined the term  comprehensive income (loss)  as including all nonshareholder changes 

 LO 5

Understand what 

the components of 

accumulated other 

comprehensive income 

(loss) are and why these 

items appear in owners’ 

equity. 
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in equity. These changes, as amended by subsequent FASB standards, include the fol-

lowing classifications:  

1.   Net income (as reported on the income statement).  

2.   Cumulative foreign currency translation adjustments.  

3.   Unrealized gains or losses on available-for-sale investments, net of related 

income taxes.  

4.   Changes during the period in prior service costs and net actuarial gains or losses 

in connection with pension and postretirement benefit plans, net of related 

income taxes.  

5.   Gains or losses on certain derivative instruments.   

 A new category of owners’ equity, referred to as  accumulated other comprehensive 
income (loss) , was established to include items 2 through 5 (as amended) from the 

preceding list. This standard allows firms considerable flexibility in how other com-

prehensive income is reported in the financial statements. Alternatives range from ex-

tending the income statement to append this information, to reporting line-item details 

within the owners’ equity section of the balance sheet (or in a separate statement of 

owners’ equity), to reporting only the net accumulated other comprehensive income 

or loss in the balance sheet and disclosing line-item details in the explanatory notes to 

the financial statements. Intel follows this latter practice (see pages 731–732 in their 

2008 annual report in the appendix). 

    Note that the common characteristic of the four primary items that comprise other 

comprehensive income is that each involves unrealized changes in owners’ equity. 

Because the accounting treatment accorded to each item is essentially the same, only 

the cumulative foreign currency translation adjustments will be explained here. 

 Cumulative foreign currency translation adjustment .  When the financial state-

ments of a foreign subsidiary are consolidated with those of its U.S. parent company, 

the financial statements of the subsidiary, originally expressed in the currency of 

the country in which it operates, must be converted to U.S. dollars. The conversion 

process is referred to as foreign currency translation. Because of the mechanics used 

in the translation process and because exchange rates fluctuate over time, a debit or 

credit difference between the translated value of the subsidiary’s assets and liabilities 

and the translated value of the subsidiary’s owners’ equity arises in the translation 

and consolidation process. Prior to 1981, this debit or credit difference was reported 

as a loss or gain in the consolidated income statement. Because of large gyrations in 

exchange rates, a firm might have reported a large translation gain in one year and an 

equally large translation loss in the next year. The translation gain or loss had a mate-

rial effect on reported results but did not have a significant economic impact because 

the gain or loss was never actually realized. The difference between the value of the 

Don’t be confused by the complicated language used to describe owners’ equity accounts in 

annual reports! Just as there are many different types of assets (cash, inventory, land, and so 

forth), there are also many different forms of ownership (common, preferred, and so on). For 

most decisions made by financial statement users, having a basic understanding of the broad 

categories is enough. Study

Suggestion
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RACERS, INC.
Statement of Changes in Owners’ Equity 

For the Year Ended August 31, 2011

  Preferred Stock     

No. of 
Shares $

    Common Stock       

No. of 
Shares $

Additional
Paid-in
Capital

$

Retained
Earnings

$

Accumulated
Other

Comprehensive
Income (Loss)

$

Common 
  Treasury Stock        

No. of 
Shares $

Balance, August 31, 2010 5,000 $500,000 200,000 $400,000 $2,820,000 $2,600,000 $(100,000) — —

Sale of common stock 40,000 80,000 440,000

Purchase of common treasury stock 1,000  $12,000

Net income 390,000

Cash dividends:

  Preferred stock (30,000)

  Common stock (60,000)

Stock dividend:

  2% on 240,000 shares when market 

   value was $15 per share 4,800 9,600 62,400  (72,000)

Net movement in cumulative 

  foreign currency translation 

  adjustment 150,000

Balance, August 31, 2011 5,000 $500,000 244,800 $489,600 $3,322,400 $2,828,000 $    50,000 1,000 $12,000 

Exhibit 8-6 Statement of Changes in Owners’ Equity
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subsidiaries as measured in U.S. dollars versus foreign currency units will never be 

realized unless the foreign subsidiaries are sold. Therefore, the FASB issued an ac-

counting standard that required firms to report the translation gain or loss as a separate 

account within owners’ equity rather than as a gain or loss in the income statement. 

The effect of this accounting standard was to make reported net income more mean-

ingful and to highlight as a separate item in owners’ equity the cumulative translation 

adjustment. (This 1981 FASB standard is still in effect, but the cumulative translation 

gain or loss is now reported as a component of the “accumulated other comprehensive 

income (loss)” in owners’ equity.) To the extent that exchange rates of the U.S. dollar 

rise and fall relative to the foreign currencies involved, the amount of this cumulative 
foreign currency translation adjustment will fluctuate over time. This treatment 

of the translation adjustment is consistent with the going concern concept because as 

long as the entity continues to operate with foreign subsidiaries, the translation adjust-

ment will not be realized. 

  As shown in Exhibits 8-1 and 8-6, the $100,000 accumulated other comprehen-

sive loss for Racers, Inc., became a $50,000 accumulated gain as a result of a $150,000 

net movement in the cumulative foreign currency translation adjustment during the 

year ended August 31, 2011. 

  Treasury Stock  
 Many corporations will, from time to time, purchase shares of their own stock. Any 

class of stock that is outstanding can be acquired as treasury stock. Rather than 

being retired, this stock is held for future use for employee stock purchase plans or 

acquisitions of other companies or even to be resold for cash if additional capital is 

needed. Sometimes treasury stock is acquired as a defensive move to thwart a take-

over by another company, and frequently treasury shares are purchased with excess 

cash because the market price is low and the company wishes to shrink the supply 

of its own stock in the market. Whatever the motivation, the purchase of treasury 

stock is in effect a partial liquidation of the firm because the firm’s assets are used 

to reduce the number of shares of stock outstanding. For this reason, treasury stock 

is not reflected in the balance sheet as an asset; it is reported as a contra owners’ 

equity account (that is, treasury stock is deducted from the sum of paid-in capital 

and retained earnings). 

  Because treasury stock transactions are capital transactions (between the corpora-

tion and its stockholders), the income statement is never affected by the purchase or 

sale of treasury stock. When treasury stock is acquired, it is recorded at cost. When 

treasury stock is sold or issued, any difference between its cost and the consideration 

received is recorded in the Additional Paid-In Capital account. As can be seen in 

 Exhibit 8-1, Racers, Inc., purchased 1,000 shares of its own common stock at a total 

cost of $12,000 during the year ended August 31, 2011. The effect of this transaction 

on the financial statements was: 

Balance Sheet Income Statement

Assets � Liabilities � Owner’s equity ← Net income � Revenues � Expenses

Cash Treasury Stock
� 12,000  (A contra owners’ 

equity account) 
� 12,000

 LO 6

Understand what 

treasury stock is, why 

it is acquired, and 

how treasury stock 

transactions affect 

owners’ equity. 
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    The entry to record this purchase looks like this: 

Dr. Treasury Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

  Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

  Purchase of 1,000 shares of treasury stock at a cost of 

$12 per share.

12,000

12,000

    If 500 shares of this treasury stock were sold at a price of $15 per share in fiscal 

2012, the effect on the financial statements of recording the sale would be: 

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ← Net income � Revenues � Expenses

Cash  Treasury Stock
� 7,500  � 6,000

  Additional Paid-In 
Capital 
� 1,500

   Here would be the entry: 

Dr. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

  Cr. Treasury Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

  Cr. Additional Paid-In Capital . . . . . . . . . . . . . . . . . . . . . . 

  Sale of 500 shares of treasury stock at a price 

of $15 per share.

7,500

6,000

1,500

   Cash dividends are not paid on treasury stock. However, if state law allows, stock 

dividends are issued on treasury stock, and stock splits affect treasury stock. For many 

firms, the dollar amount reported for treasury stock represents a significant reduction 

in total owners’ equity. Because treasury stock purchases are recorded at the market 

price per share, it is not uncommon to find a negative amount reported for total paid-

in capital. Why? Let’s say that 1,000 shares of common stock were issued in 1984 

at the prevailing market price of $15 per share. These shares remained outstanding 

until 2010, when 300 shares were purchased as treasury stock for $80 per share. The 

$15,000 historical cost of common stock would now be offset by a $24,000 reduction 

for treasury stock. Many successful real-world corporations, such as  Coca-Cola, Mc-

Donald’s, General Electric , and  ExxonMobil , reported negative paid-in capital in 2008 

because of recently purchased treasury stock.  Coca-Cola’s  $24.2 billion of treasury 

stock was nearly three times greater than its common stock and additional paid-in 

capital combined. The primary culprit in this accounting anomaly is the cost principle. 

In recent years many such firms have curtailed their plans to issue new shares while 

also becoming active market participants in the previously issued shares of their own 

common stock. This strategy protects existing stockholders from the potential dilu-

tion of their ownership interests. Moreover, because treasury stock purchases do not 

affect net income, ROE is increased due to the reduction in owners’ equity caused by 

recording treasury stock purchases. 

  To summarize and emphasize, you should understand that cash dividends are not 

paid on treasury stock because the company cannot pay a dividend to itself. However, 

stock dividends are issued on treasury stock, and stock splits affect treasury stock. 
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What this means, in practical terms, is that cash dividends are based on the number of 

shares outstanding, whereas stock dividends and stock splits are based on the number 

of shares previously issued.   

  Reporting Changes in Owners’ Equity Accounts 
  It is appropriate that the reasons for changes to any owners’ equity account during a 

fiscal period be presented in the balance sheet, in a separate statement of changes in 

owners’ equity, or in the footnotes accompanying the financial statements. One pos-

sible format for a statement of changes in owners’ equity is presented for Racers, Inc., 

in Exhibit 8-6. (Amounts for net income and dividends on common stock are assumed. 

You should prove to yourself the amount of the cash dividends on the preferred stock.) 

Alternative formats may be used. 

  Even if there are no changes to the paid-in capital accounts and there is no trea-

sury stock or foreign subsidiary, an analysis of retained earnings is presented. This 

can be done in a separate statement, as illustrated for Racers, Inc., in Exhibit 8-7, or 

by appending the beginning balance, dividend, and ending balance information to the 

bottom of the income statement, which then becomes a combined statement of income 

and retained earnings. 

  Note that Intel Corporation presents Consolidated Statements of Stockholders’ 

Equity on page 690 of its 2008 annual report in the appendix. What approach is used 

in the other annual reports that you have? 

Noncontrolling Interest
As discussed in Chapter 7 (see pages 270–271), a noncontrolling interest, sometimes 

called a minority interest, is the portion of equity in a subsidiary not attributable, 

directly or indirectly, to the parent company (reporting entity). As per the FASB’s re-

quirements in Statement of Financial Accounting Standards No. 160, “Noncontrolling 

Interest in Consolidated Financial Statements,” the ownership interests in subsidiaries 

held by parties other than the parent must be clearly identified, labeled, and presented 

in the consolidated balance sheet within equity, but separate from the parent’s equity.  

The effect of this standard is to create, for financial reporting purposes, a new classi-

fication scheme allowing the balance sheet model to be thought of as being expanded 

as follows:

Assets � Liabilities � (Owners’ Equity � Nonowners’ Equity)

 LO 7

Understand how 

owners’ equity 

transactions for the 

year are reported in the 

financial statements. 

 LO 8

Understand how the 

presence of a non-

controlling (minority) 

interest affects the 

presentation of 

consolidated financial 

statements. 

RACERS, INC.
Statement of Changes in Retained Earnings

For the Year Ended August 31, 2011

Retained earnings balance, beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,600,000

Add: Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 390,000

Less: Cash dividends:

 Preferred stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (30,000)

 Common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (60,000)

2% stock dividend on common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (72,000)

Retained earnings balance, end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,828,000 

Exhibit 8-7

Statement of Changes 

in Retained Earnings
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312 Part 1 Financial Accounting

Because noncontrolling interest must be reported as an equity item, although it repre-

sents the interests of the minority shareholders in parent-controlled subsidiaries, the 

use of captions such as “Stockholders’ Equity” or “Shareholders’ Equity” as the lead 

description for this section of the consolidated balance sheet is no longer appropriate. 

As shown in Exhibit 8-8 for Racers, Inc. (using assumed amounts for total assets, total 

liabilities, and noncontrolling interest), the use of the term “Equity” for this section of 

the consolidated balance sheet provides the most appropriate presentation when non-

controlling interest must be reported. 

 Note that in the presentation of the equity section of Racers, Inc.’s, consolidated 

balance sheet, no subtotal is shown for Total Paid-In Capital. Many companies will, 

however, continue to categorize the parent company’s shareholders’ equity section into 

the paid-in capital and earned capital components.

 Although a new balance sheet category (nonowners’ equity) has, in effect, been 

created by FASB No. 160, the noncontrolling interest caption shown in the con-

solidated balance sheet does not represent an account that exists within the parent 

company’s chart of accounts; it represents a balancing item that is created during the 

consolidation process each year as the financial statements of the parent company and 

subsidiary companies are combined. Thus, your primary focus should be on under-

standing how the presence of noncontrolling interest affects the presentation of con-

solidated financial statements, rather than how to account for this particular item.

 The Statement of Changes in Owners’ Equity for Racers, Inc., as depicted in 

Exhibit 8-6, would be renamed the Consolidated Statement of Changes in Equity, re-

flecting the fact that both owners’ and nonowners’ equity is represented. Of course, a 

column for noncontrolling interest would be added as well (normally as the rightmost 

column), and the parent company’s equity accounts would be separately identified and 

totaled, so that the reader could clearly distinguish the parent company’s equity from 

the noncontrolling interest equity.

RACERS, INC.
Consolidated Balance Sheet

August 31, 2011

Assets:

 Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $12,950,000

Liabilities:

 Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 5,510,000

Equity:

 Racers, Inc.’s Shareholders’ Equity:

  Preferred stock 6%, $100 par value . . . . . . . . . . . . . . . . . . . . .  $   500,000

  Common stock, $1 par value . . . . . . . . . . . . . . . . . . . . . . . . . .  489,600

  Additional paid-in capital  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,322,400

  Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2,828,000

  Accumulated Other Comprehensive Income (Loss)  . . . . . . . . .  50,000

  Less: Common stock in treasury, at cost . . . . . . . . . . . . . . . . .      (12,000)

   Total Racers, Inc., shareholders’ equity. . . . . . . . . . . . . . . . .  $ 7,178,000

 Noncontrolling interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   262,000

  Total equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 7,440,000

   Total liabilities and equity. . . . . . . . . . . . . . . . . . . . . . . . . . . .  $12,950,000

Exhibit 8-8

Equity Section of 

Racers, Inc., Consoli-

dated Balance Sheet at 

August 31, 2011 
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8. What does it mean when noncontrolling interest is reported in the consolidated 

balance sheet? QWhat Does
It Mean?

Answer  on 
page  319

    Owners’ Equity for Other Types of Entities  
  Proprietorships and Partnerships 

 The discussion in this chapter has focused on the owners’ equity of corporations. Neither 

proprietorships nor partnerships (single and multiple-owner unincorporated businesses, 

respectively) issue stock, and a distinction between invested capital and retained earn-

ings is not usually made. Owners’ equity of these firms is usually referred to as  capital , 
as in “Tiger Woods, Capital” in the case of a proprietorship, or as “Partners’ Capital” 

in the case of a partnership. For a small partnership, the capital account balance of each 

partner may be listed separately in the balance sheet. For a partnership with many part-

ners, the capital interest of each may be expressed in “units” or “shares” representing 

proportional interest, but these shares do not carry the same legal rights as capital stock 

of a corporation. In fact, partnership shares are frequently used  only  for profit and loss 

distribution purposes; each partner ordinarily has an equal voice in the management of 

the firm. The partnership agreement will normally specify how the profits and losses 

of the partnership are to be allocated to individual partners. Distributions to the owner 

or owners during the year, including any salaries paid to the proprietor or partners, are 

treated as reductions of owners’ equity rather than expenses. These amounts are fre-

quently accumulated in a “drawing” account, which is similar to the dividends account 

for a corporation. The statement of changes in owners’ equity for the year reports the 

beginning capital balance, additional capital investments, net income or loss for the 

year, and capital withdrawals (drawings) to arrive at the ending capital balance. 

   Not-for-Profit and Governmental Organizations 

 These types of organizations do not have owners who have  direct  financial interests 

in the entities. The financial reporting requirements are therefore focused on resource 

providers (such as taxpayers or donors), rather than investors. Owners’ equity in these 

organizations is referred to as  fund balance . Because individual resource providers do 

not have specific claims against the organization’s assets, capital accounts are inappro-

priate, and net income is not reported for most funds. There is usually an operating (or 

current) fund, and there are frequently several restricted funds for enhancing account-

ability for certain assets. For example, a university would account for tuition income 

and operating expenses in its current fund. Money that is donated for student scholar-

ships is accounted for in a restricted fund to help ensure that it is used for its intended 

purpose. Other funds frequently used are an endowment fund, loan fund, plant fund, 

and debt retirement fund. The transactions that affect these funds are non-operating 

in nature, and specific accountability is required. The statement of owners’ equity is 

called the  statement of changes in fund balances , which summarizes the activities of 

each fund. Changes during the year include the excess (or deficiency) of operating 

revenues over (under) operating expenditures; increases from contributions, grants, 

or other support; decreases from nonoperating transactions; and transfers to and from 

other funds. This statement is similar in purpose and content to the statement of own-

ers’ equity of a corporation and is just as easy to understand.    
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314 Part 1 Financial Accounting

  Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter. 

   Summary 

 This chapter has described the accounting for and presentation of the following own-

ers’ equity accounts. (Note that except for the fact that net income is added to retained 

earnings, transactions affecting owners’ equity do not affect the income statement.) 

Balance Sheet Income Statement

Assets � Liabilities � Owner’s equity ← Net income � Revenues � Expenses

 Preferred Stock

 Common Stock

 Additional Paid- 
  In Capital

 Retained Earnings

 Accumulated Other 
Comprehensive 
Income (Loss)

 (Treasury Stock)

 Noncontrolling interest

← Net income

  Owners’ equity is also referred to as  net assets . For single proprietorships and 

partnerships, the term  capital  is frequently used instead of owners’ equity. For a 

corporation, the components of owners’ equity are paid-in capital, retained earnings, 

accumulated other comprehensive income (loss), and treasury stock. 

  Paid-in capital always includes common stock and may include preferred stock 

and additional paid-in capital. Common stock represents the basic ownership of the 

corporation. Common stock may have a par value or may have no par value. Ad-

ditional paid-in capital represents the difference between the par (or stated) value of 

common stock issued and the total amount paid in to the corporation when the stock 

was issued. Additional paid-in capital is sometimes given the more descriptive cap-

tion  capital in excess of par (or stated) value . If no-par-value common stock has no 

stated value, the total amount paid in to the corporation when the stock was issued is 

reported as the dollar amount of common stock. The principal right and obligation of 

the common stockholders is to elect the board of directors of the corporation. Voting 

for directors can be on either a cumulative basis or a slate basis. 

  Preferred stock is different from common stock in that preferred has a prior claim 

to dividends and a prior claim on assets when the corporation is liquidated. In most 

cases, preferred stock does not have a voting privilege. Preferred stock is in some 

respects similar to bonds payable. However, the most significant difference between 

the two is that interest on bonds is a tax-deductible expense, whereas dividends on 

preferred stock are a nondeductible distribution of the corporation’s earnings. 
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  Retained earnings represent the cumulative earnings reinvested in the business. If 

earnings are not reinvested, they are distributed to stockholders as dividends. Retained 

earnings are not cash. The Retained Earnings account is increased by net income and 

decreased by dividends (and by a net loss). 

  Dividends are declared by the board of directors and paid to owners of the stock as 

of the record date. Although cash dividends can be paid with any frequency, quarterly 

or semiannual dividend payments are most common. Stock dividends represent the 

issuance of additional shares of stock to stockholders in proportion to the number of 

shares owned on the record date. Stock dividends do not affect the assets, liabilities, or 

total owners’ equity of the firm but do transfer an amount of retained earnings to paid-

in capital. Stock dividends are expressed as a percentage of the number of predividend 

shares issued, and that percentage is usually relatively small (less than 20 percent). 

  Stock splits also involve issuing additional shares of stock to stockholders in pro-

portion to the number of shares owned on the record date—but usually result in at least 

doubling the number of shares held by each stockholder. Stock splits are expressed 

as a ratio of the number of shares held after the split to the number held before the 

split (for example, 2 for 1). The reason for (and effect of) a stock split is to reduce the 

market value per share of the stock. Reverse stock splits occur on occasion for just the 

opposite reason—to increase market value per share of the issuer’s stock. 

  The cumulative foreign currency translation adjustment is an amount reported 

in owners’ equity of corporations having foreign subsidiaries. The adjustment arises 

in the process of translating the financial statements of subsidiaries (expressed in 

foreign currency units) to U.S. dollars. Because exchange rates can fluctuate widely, 

net income could be distorted if this adjustment were reported in the income state-

ment. To avoid this distortion, the adjustment is reported in owners’ equity as a 

component of accumulated other comprehensive income (loss). 

  Treasury stock is the corporation’s own stock that has been purchased from stock-

holders and is being held in the treasury for future reissue or other use. Treasury stock is 

reported as a contra owners’ equity account. When treasury stock is reissued at a price 

different from its cost, no gain or loss is recognized, but paid-in capital is affected. 

 Noncontrolling interest, sometimes called minority interest, is the portion of 

equity in a subsidiary not owned by the parent company (reporting entity). This item 

represents the book value of the minority interests, not the market value of their eq-

uity; it must be presented in the consolidated balance sheet within equity, but separate 

from the parent’s equity.

  Owners’ equity captions usually seen in a balance sheet include these:

 1.   Paid-in capital:

  a.   Preferred stock (sometimes issued)  

 b.   Common stock (always issued)  

 c.   Additional paid-in capital  

   2.   Retained earnings (accumulated deficit if negative)  

3.   Accumulated other comprehensive income (loss)  

4.   Less: Treasury stock  

5.  Noncontrolling interest (which is actually the equity interest held by nonowners 
of the reporting entity). 

   It is possible that a firm may have only common stock (sometimes called  capital stock ) 

and retained earnings as components of owners’ equity. 

  Changes in owners’ equity (and sometimes nonowners’ equity) usually are re-

ported in a comprehensive statement that summarizes the changes of each element of  

mar27068_ch08_292-337.indd   315mar27068_ch08_292-337.indd   315 11/12/09   9:40:59 AM11/12/09   9:40:59 AM



316 Part 1 Financial Accounting

equity. However, if there have not been significant changes in paid-in capital accounts, 

a statement of changes in retained earnings may be presented by itself. Sometimes the 

statement of changes in retained earnings is combined with the income statement. 

  Proprietorships, partnerships, and not-for-profit organizations report changes in 

owners’ equity using terminology unique to each type of entity. In the final analysis, 

the purpose of this statement for these entities is the same as for corporations: to ex-

plain the change in net assets of the entity during the reporting period. 

  Refer to  Intel Corporation’s  balance sheets and the statements of stockholders’ 

equity in the appendix, and to other financial statements you may have, and observe 

how information about owners’ equity is presented. 

 Appendix T O  C H A P T E R  E I G H T

  Personal Investing 
 An exciting milestone in any individual’s financial life is the beginning of a personal 

investment program in stocks, bonds, and other securities. A number of questions about 

one’s capability to accept the risks involved must be answered before an investment plan 

is put into action; it is appropriate for most people to consult a trusted financial adviser 

to help them understand and answer those questions and to establish a sensible plan. 

  One investment medium appropriate for many people is an investment company, 

or mutual fund. Investors purchase shares of the mutual fund, which uses the money 

received from investors to purchase shares of common stock, preferred stock, and/

or bonds. In essence each investor owns a share of the portfolio of securities owned 

by the mutual fund. Shares in some mutual funds are purchased through a registered 

representative employed by a brokerage firm, and in other cases the investor purchases 

shares directly from the mutual fund. You should understand that not all mutual funds 

are alike in their operating and investing objectives. Thus an individual investor should 

carefully define her own objectives and  then  select a fund that invests in a portfolio of 

securities consistent with her own views. Whether dealing through a broker or directly 

with the mutual fund, an investor will receive a prospectus that describes the fund, the 

costs related to investing in the fund, its operating and investment policies, and the 

risks to which an investment is exposed. 

  An alternative method of investing is to make direct purchases of specific cor-

porate securities. This is usually done by opening an account with a brokerage firm, 

although an employee can invest in the stock of his own employer through a 401(k) 

plan without having to go through a broker. By taking this approach, the investor has 

direct ownership of individual stocks and bonds rather than an interest in a portfolio 

of securities owned by a mutual fund. A prospectus describing the securities purchased 

and risks involved is  not  furnished when an investor acquires previously issued shares 

traded on a stock exchange or in the over-the-counter market.     

  A full discussion of investment characteristics, risks, and alternatives is beyond 

the scope of this book. It is appropriate to understand the terminology, concepts, and 

financial reporting practices described here before starting an investment program. 

Online investing is perhaps the quickest, easiest, and most affordable way to get 

started. Check out some of the investing sites listed in Exhibit 8-9, especially the 

 Motley Fool site, to learn more about the investing process. 
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   Key Terms and Concepts 

    accumulated deficit (p. 302)    Retained earnings with a negative (debit) balance.  

   accumulated other comprehensive income (loss) (p. 307)    A category of owners’ equity for 

 financial reporting purposes that includes a firm’s cumulative foreign currency translation  

adjustments, unrealized gains or losses on available-for-sale marketable securities changes during 

the period in prior service cost and net actuarial gains or losses in connection with pension and 

postretirement benefit plans, and gains (losses) on certain derivative instruments.  

   additional paid-in capital (p. 301)    The excess of the amount received from the sale of stock over 

the par (or stated) value of the shares sold.  

   authorized shares (p. 297)    The number of shares of a class of stock allowed to be issued per the 

corporation’s charter. The maximum number of shares the corporation can legally issue.  

   callable preferred stock (p. 300)    Preferred stock that can be redeemed by the corporation at its 

option.  

   capital in excess of par value (p. 301)    Another term for  additional paid-in capital .  

 1. Motley Fool Popular financial forum aims to inform, entertain, and help people 

make money. Check out portfolios and stock ideas, and get a broker. Offers 

extensive guides to a host of issues in the realm of personal finance. It’s fun 

and it’s free! www.fool.com

 2. Fortune Online edition of this magazine features an extensive section for 

investors. Track and analyze up to 150 stocks in a free portfolio. Brief profiles 

of the 500 leading companies in the United States, including stock quotes, 

charts, and financial statements. Also access to the Global 500. www.fortune.

com

 3. BusinessWeek Find selected articles from the American and Asian editions of 

the popular magazine and access BusinessWeek Online. www.businessweek

.com

 4. CNN Money Get an at-a-glance update on the major U.S. markets, including 

Dow and Nasdaq indicators, and check on market movers. www.money.cnn

.com/data/us_markets

 5. BigCharts U.S. investment charting site. Find research on more than 24,000 

stocks, mutual funds, and indexes, with intra-day historical charts and quotes. 

www.bigcharts.com

 6. Dow Jones & Company Home page of large publisher of business news and 

information. Details on products and services, including The Wall Street Jour-

nal. www.dowjones.com

 7. Bloomberg Large compendium of global business and financial news. 

Descriptions of media products and services. www.bloomberg.com

 8. New York Stock Exchange Offers stock prices, listing information and links to 

national and international listed companies, a market summary, and guidelines 

for investors. www.nyse.com

 9. Nasdaq Provides listed company information, investor resources, a tour, a 

summary of market activity and indexes, and a glossary of market terms. 

www.nasdaq.com

 10. Standard & Poor’s Read about the Financial Information Service and Ratings 

Service. See daily closing values of listed securities. www.standardpoor.com

Exhibit 8-9

A Sampling of World 

Wide Web Investing 

Sites
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   capital stock (p. 294)    The generic term for stock issued by a corporation.  

   common stock (p. 294)    The class of stock that represents residual ownership of the corporation.  

   convertible preferred stock (p. 300)    Preferred stock that can be converted to common stock of 

the corporation at the option of the stockholder.  

   cumulative dividend (p. 299)    A feature of preferred stock that requires any missed dividends to 

be paid before dividends are paid on common stock.  

   cumulative foreign currency translation adjustment (p. 309)    A component of owners’ equity 

arising from the translation of foreign subsidiary financial statements.  

   cumulative voting (p. 296)    A system of voting for the directors of a firm in which the total 

number of votes that can be cast among one or more candidates is equal to the number of shares 

of stock owned, multiplied by the number of directors to be elected.  

   declaration date (p. 304)    The date on which a dividend is approved by the board of directors and 

becomes a legal liability of the company.  

   dividend (p. 298)    A distribution of earnings to the owners of a corporation.  

   ex-dividend date (p. 304)    The date on and after which (up to the record date) the buyer of a 

publicly traded stock will not receive a dividend that has been declared.  

   independent director (p. 294)    A member of the firm’s board of directors who is not an officer or 

employee of the firm; also referred to as  outside director .  

   inside director (p. 294)    A member of the firm’s board of directors who is also an officer or 

employee of the firm.  

   issued shares (p. 297)    The number of shares of a class of stock that has been issued (usually 

sold) to stockholders.  

   legal capital (p. 296)    An amount associated with the capital stock that has been issued by a 

corporation. Legal capital is generally the par value or stated value of the shares issued.  

   liquidating value (p. 299)    The stated claim of preferred stock in the event the corporation is 

liquidated. Sometimes called  redemption value .  

   outside director (p. 294)    A member of the firm’s board of directors who is not an officer or 

employee of the firm; another name for  independent director .  

   outstanding shares (p. 297)    The number of shares of a class of stock held by stockholders.  

   par value (p. 296)    An arbitrary value assigned to a share of stock when the corporation is 

organized. Sometimes used to refer to the stated value or face amount of a security.  

   participating dividend (p. 299)    A feature of preferred stock that provides a right to preferred 

stockholders to receive additional dividends at a specified ratio after a base amount of dividends 

has been paid to common stockholders.  

   partners’ capital (p. 292)    The owners’ equity in a partnership.  

   payment date (p. 304)    The date a dividend is paid.  

   preemptive right (p. 297)    The right of a stockholder to purchase shares from any additional sales 

of shares in proportion to the stockholder’s present percentage of ownership.  

   preferred stock (p. 298)    The class of stock representing an ownership interest with certain 

preferences relative to common stock, usually including a priority claim to dividends.  

   proprietor’s capital (p. 292)    The owners’ equity of an individual proprietorship.  

   record date (p. 304)    The date used to determine the stockholders who will receive a dividend.  

   redemption value (p. 299)    The stated claim of preferred stock in the event the corporation is 

liquidated. Sometimes called  liquidating value .  

   retained earnings (p. 301)    Cumulative net income that has not been distributed to the owners of 

a corporation as dividends.  

   slate voting (p. 296)    A system of voting for the directors of a firm in which votes equal to the 

number of shares owned are cast for a single slate of candidates.  

   stated value (p. 296)    An arbitrary value assigned to shares of no-par-value stock.  
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   stock dividend (p. 303)    A distribution of additional shares to existing stockholders in proportion 

to their existing holdings. The additional shares issued usually amount to less than 20 percent of 

the previously issued shares.  

   stock split (p. 305)    A distribution of additional shares to existing stockholders in proportion to 

their existing holdings. The additional shares issued usually amount to 100 percent or more of 

the previously issued shares.  

   treasury stock (p. 297)    Shares of a firm’s previously issued stock that have been reacquired by 

the firm.    

 

 1.    It means that common stock has been issued to stockholders in exchange for their 

investment of capital in the corporation. The capital has not been earned; it has 

been paid in by the owners.  

 2.  It means that an arbitrary amount has been assigned as a value for each share of 

common stock. This arbitrarily assigned value has no effect on the market value 

of each share of common stock.  

 3.  It means that the corporation has reacquired from stockholders some previously 

issued shares of stock.  

 4.  It means that the corporation has issued some stock that has many characteristics 

similar to those of bonds. Relative to common stock, preferred stock has a priority 

claim to dividends and to assets in the event of liquidation.  

 5.  It means that the corporation has retained earnings from its operations and cash 

that the directors want to distribute to the stockholders.  

 6.  It means that the corporation has retained earnings from its operations and that the 

directors want to transfer some of the retained earnings to paid-in capital rather 

than distribute cash to the stockholders.  

 7.  It means that the corporation’s board of directors wants to lower the market value 

of each share of common stock. This occurs because the corporation doesn’t 

receive anything for the additional shares issued, so the total market value of 

the company is split among more shares than were outstanding before the stock 

split.  

 8.  It means that current accounting standards require that the ownership interests in 

subsidiaries held by parties other than the parent must be clearly identified, la-

beled, and presented in the consolidated balance sheet within equity, but separate 

from the parent’s equity.    

  Self-Study Material 

 Visit the text Web site at  www.mhhe.com/marshall9e  to take a self-study 
quiz for this chapter. 

  Matching I    Following are a number of the key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter for 

the key term or concept to each definition provided (items 1–10). Note that not all key 

terms and concepts will be used. Answers are provided at the end of this chapter.  

AA N S W E R S  T O

What Does 
It Mean?
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   a. Proprietor’s capital  

  b.  Partners’ capital  

  c.  Common stock  

  d.  Capital stock  

  e.  Inside director  

  f.  Outside director  

  g.  Cumulative voting  

  h.  Slate voting  

  i.  Par value  

  j.  Participating preferred stock  

  k.  Callable preferred stock  

  l.  Convertible preferred stock  

  m.  Liquidating or redemption value  

  n.  Legal capital  

  o.  No-par-value  

  p.  Stated value  

  q.  Accumulated deficit  

  r.  Retained earnings  

     1. An arbitrary value assigned to a share of stock when the corporation is 

organized. Sometimes used to refer to the stated value or face amount of a 

security.  

  2.  A class of preferred stock providing that the preferred stockholders share 

in additional dividends in a specified ratio after a base amount of dividends 

has been paid on the common stock.  

  3.  A system of voting for directors of a firm in which votes equal to the 

number of shares owned are cast for a single slate of candidates.  

 4.   A member of the firm’s board of directors who is not also an officer or 

employee of the firm.  

  5.  The stated claim of preferred stock in the event that the corporation is 

liquidated.  

  6.  An arbitrary value assigned to shares of no-par-value stock.  

 7.   Cumulative net income that has not been distributed to the owners of a 

corporation as dividends.  

  8.  The owners’ equity of a partnership.  

  9.  Retained earnings with a negative (debit) balance.  

   10. The class of stock that represents residual ownership of the corporation.  

    Matching II    Following are a number of the key terms and concepts introduced in 

the chapter, along with a list of corresponding definitions. Match the appropriate letter 

for the key term or concept to each definition provided (items 1–10). Note that not all 

key terms and concepts will be used. Answers are provided at the end of this chapter.  

  a.  Accumulated other 

comprehensive income (loss)  

  b.  Additional paid-in capital  

  c.  Authorized (shares of stock)  

  d.  Issued (shares of stock)  

  e.  Outstanding (shares of stock)  

  f.  Treasury stock  

  g.  Preemptive right  

  h.  Preferred stock  

  i.  Dividend  

  j.  Cumulative dividend  

  k.  Dividend declaration date  

  l.  Dividend record date  

  m.  Dividend payment date  

  n.  Ex-dividend date  

  o.  Stock dividend  

  p.  Stock split  

  q.  Cumulative foreign currency 

translation adjustment  

    1.  A feature of preferred stock requiring that any missed dividends be paid 

before dividends can be paid on common stock.  

mar27068_ch08_292-337.indd   320mar27068_ch08_292-337.indd   320 11/12/09   9:40:59 AM11/12/09   9:40:59 AM



 Chapter 8 Accounting for and Presentation of Owners’ Equity 321

  2.  The difference between the total amount invested by the owners and the par 

value or stated value of the stock issued. Often called  capital in excess of 
par value (or stated value) .  

  3.  Shares of a firm’s stock that have been reacquired by the firm.  

  4.  The number of shares of a class of stock that have been sold to stockholders.  

  5.  The class of stock representing ownership of a corporation that has certain 

preferences relative to the common stock, usually including a priority claim 

to dividends.  

  6.  The right of a stockholder to purchase shares from any additional shares 

sold in proportion to the stockholder’s present percentage of ownership.  

  7.  The date used to determine the stockholders who will receive a dividend.  

  8.  A distribution of additional shares to existing stockholders in proportion 

to their existing holdings. The additional shares issued usually amount to 

100% or more of the previously issued shares.  

  9.  The number of shares of a class of stock held by stockholders.  

  10.  A distribution of earnings to the owners of a corporation.    

  Multiple Choice    For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter.  

  1.  Which of the following classifications would represent the largest number of 

shares of common stock? 

  a.  Issued shares.  

  b.  Outstanding shares.  

  c.  Treasury shares.  

  d.  Authorized shares.  

  e.  Unissued shares.     

  2.  Treasury stock involves shares that are 

  a.  authorized but not yet issued.  

  b.  authorized, issued, and outstanding.  

  c.  issued and outstanding but not yet authorized.  

  d.  not yet authorized.  

  e.  authorized and issued but not currently outstanding.     

  3.  Gurwell Corporation declared a 10% stock dividend. Retained earnings should 

be capitalized for an amount equal to the number of shares to be distributed 

multiplied by the 

  a.  par value per share.  

  b.  book value per share.  

  c.  market value per share.  

  d.  stated value per share.  

  e.  lower of cost or market value per share.  

  4.     Which of the following is not true about a 10% stock dividend? 

  a.  Retained earnings decrease.  

  b.  Paid-in capital increases.  
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  c.  Par value decreases.  

  d.   Information concerning the market value of the stock is needed to record the 

stock dividend journal entry.  

  e.  Total stockholders’ equity remains the same.     

 5.   The Retained Earnings balance of Jayhawk Company at December 31, 2010, 

was $23,000. The December 31, 2011, balance of Retained Earnings was 

$31,000. Dividends of $3,000 were paid during 2011. The only other change 

in the Retained Earnings account was due to net income. The net income of 

Jayhawk Company during 2011 was 

  a.  $5,000.  

  b.  $8,000.  

  c.  $11,000.  

  d.  $14,000.     

  6.  Which of the following would  not  affect total retained earnings? Assume that it 

is the end of the fiscal year and that the books have been closed. 

  a.  Cash dividends.  

  b.  Net income.  

  c.  Stock dividends.  

  d.  Stock splits.  

  e.  All of the above would affect total retained earnings.                               

  7.  Similarities between preferred stock and long-term debt (bonds) include all of 

the following  except  
  a.  each has a fixed claim to annual income (dividends and interest, respectively).  

  b.   each has a fixed claim on assets (liquidating value and principal amount, 

respectively).  

  c.   each allows the corporation a tax deduction (dividends and interest, 

 respectively).  

  d.  each may be callable and/or convertible.  

  e.   All of the above are similarities between preferred stock and long-term debt 

(bonds).     

  8.  Which of the following is normally a contra stockholders’ equity account? 

  a.  Retained Earnings.  

  b.  Treasury Stock.  

  c.  Preferred Stock.  

  d.  Additional Paid-In Capital.  

  e.  None of the above.     

  9.  The annual per share dividend requirement of an 8%, $150 par value preferred 

stock that was issued for $160 is 

  a.  $8.00.  

  b.  $12.00.  

  c.  $12.80.  

  d.  $15.00.  

  e.  $16.00.     
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 10.  Which of the following does  not  appear in the owners’ equity section of a 

balance sheet? 

  a.  Preferred Stock.  

  b.  Bonds Payable.  

  c.  Additional Paid-In Capital.  

  d.  Accumulated Other Comprehensive Income (Loss).  

  e.  Treasury Stock.        

  Exercises  

  Review exercise—calculate net income   At the beginning of the current fiscal 

year, the balance sheet of Hughey, Inc., showed owners’ equity of $520,000. During 

the year, liabilities increased by $21,000 to $234,000; paid-in capital increased by 

$40,000 to $175,000; and assets increased by $260,000. Dividends declared and paid 

during the year were $55,000. 

  Required: 
 Calculate net income or loss for the year.  (Hint: Set up the accounting equation for 
beginning balances, changes during the year, and ending balances; then solve for 
missing amounts.) 

       OE

  A � L � PIC � RE

Beginning $ � � � 

Changes � � �
   

Ending � � �

   

      Review exercise—calculate net income   At the beginning of the current fiscal 

year, the balance sheet of Cummings Co. showed liabilities of $219,000. During 

the year, liabilities decreased by $36,000; assets increased by $77,000; and paid-in 

capital also increased by $10,000 to $190,000. Dividends declared and paid during 

the year were $62,000. At the end of the year, owners’ equity totaled $379,000. 

  Required: 
 Calculate net income or loss for the year using the same format as shown in Exercise 8.1.    

  Review exercise—calculate retained earnings   From the following data, 

calculate the Retained Earnings balance as of December 31, 2011:

Retained earnings, December 31, 2010 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $346,400

Cost of buildings purchased during 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  41,800

Net income for the year ended December 31, 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  56,900

Dividends declared and paid in 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  32,500

Increase in cash balance from January 1, 2011, to December 31, 2011 . . . . . . . . . . . . . .  23,000

Increase in long-term debt in 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  44,600

accounting

Exercise 8.1

Exercise 8.2

Exercise 8.3
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     Review exercise—calculate retained earnings   From the following data, 

calculate the Retained Earnings balance as of December 31, 2010:

Retained earnings, December 31, 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $490,400

Net decrease in total assets during 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  74,800

Net increase in accounts receivable in 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  17,200

Dividends declared and paid in 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  67,200

Proceeds from issuance of bonds during 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  176,800

Net loss for the year ended December 31, 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  46,000

  Common stock balance sheet disclosure   The balance sheet caption for 

common stock is the following:

Common stock, $5 par value, 2,000,000 shares authorized,

 1,400,000 shares issued, 1,250,000 shares outstanding  . . . . . . . . . . . . . . . . . . . . . . .  $     ?

   Required:  
 a.  Calculate the dollar amount that will be presented opposite this caption.  

 b.  Calculate the total amount of a cash dividend of $.15 per share.  

 c.   What accounts for the difference between issued shares and outstanding shares?      

  Common stock—calculate issue price and dividend amount   The balance 

sheet caption for common stock is the following:

Common stock without par value, 2,000,000 shares authorized, 

 400,000 shares issued, and 360,000 shares outstanding . . . . . . . . . . . . . . . . . . . . . . .  $2,600,000

   Required: 
 a.   Calculate the average price at which the shares were issued.  

b.    If these shares had been assigned a stated value of $1 each, show how the caption 

here would be different.  

c.    If a cash dividend of $0.60 per share were declared, calculate the total amount of 

cash that would be paid to stockholders.  

d.    What accounts for the difference between issued shares and outstanding shares?     

 Preferred stock—calculate dividend amounts   Calculate the annual cash 

dividends required to be paid for each of the following preferred stock issues:

 Required: 
a.    $3.75 cumulative preferred, no par value; 200,000 shares authorized, 161,522 

shares issued. (The treasury stock caption of the stockholders’ equity section of 

the balance sheet indicates that 43,373 shares of this preferred stock issue are 

owned by the company.)  

b.    6%, $40 par value preferred, 100,000 shares authorized, 85,400 shares issued, 

and 73,621 shares outstanding.  

Exercise 8.4

Exercise 8.5
 LO 1 

Exercise 8.6
 LO 1 

Exercise 8.7
 LO 2 
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c.    11.4% cumulative preferred, $100 stated value, $104 liquidating value; 

50,000 shares authorized, 43,200 shares issued, 37,600 shares outstanding.  

  Preferred stock—calculate dividend amounts   Calculate the cash dividends 

required to be paid for each of the following preferred stock issues:

  Required:  
a.    The semiannual dividend on 6% cumulative preferred, $50 par value, 30,000 

shares authorized, issued, and outstanding.  

b.    The annual dividend on $3.60 cumulative preferred, 400,000 shares authorized, 

180,000 shares issued, 148,200 shares outstanding. Last year’s dividend has not 

been paid.  

c.    The quarterly dividend on 7.5% cumulative preferred, $100 stated value, 

$103 liquidating value, 120,000 shares authorized, 112,000 shares issued and 

outstanding. No dividends are in arrears.      

  Preferred stock—calculate dividend amounts   Maliha, Inc., did not pay 

dividends on its $6.50, $50 par value, cumulative preferred stock during 2009 or 

2010. Since 2005, 22,000 shares of this stock have been outstanding. Maliha, Inc., 

has been profitable in 2011 and is considering a cash dividend on its common stock 

that would be payable in December 2011. 

  Required: 
  Calculate the amount of dividends that would have to be paid on the preferred stock 

before a cash dividend could be paid to the common stockholders.   

  Preferred stock—calculate dividend amounts   Qamar, Inc., did not pay 

dividends in 2009 or 2010, even though 50,000 shares of its 6.5%, $50 par value 

cumulative preferred stock were outstanding during those years. The company has 

800,000 shares of $2.50 par value common stock outstanding. 

 Required: 
a.   Calculate the annual dividend per share obligation on the preferred stock.  

b.    Calculate the amount that would be received by an investor who has owned 

400 shares of preferred stock and 6,000 shares of common stock since 2008 if a 

$0.75 per share dividend on the common stock is paid at the end of 2011.  

  Dividend dates—market price effects   Blanker, Inc., has paid a regular 

quarterly cash dividend of $0.50 per share for several years. The common stock is 

publicly traded. On February 21 of the current year, Blanker’s board of directors 

declared the regular first-quarter dividend of $0.50 per share payable on March 30 to 

stockholders of record on March 15. 

  Required: 
 As a result of this dividend action, state what you would expect to happen to the 

market price of the common stock of Blanker, Inc., on each of the following dates. 

Explain your answers.

 a.   February 21.    b.   March 13.  

c.   March 15.    d.   March 30.      

Exercise 8.8
 LO 2 

Exercise 8.9
 LO 2 

Exercise 8.10
 LO 2 

Exercise 8.11
 LO 3 
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  Ex-dividend date—market price effect   Find a list of common stock ex-

dividend date data. (You can go, via Google, to stocks—wsj.com. Select the reference 

which is labeled Market Data Center; then select the stocks and trading statistics tab; 

then select the Dividends section. Scroll down until you see the Dividend Declarations 

Table, which includes the relevant ex-dividend dates. Select several stocks, preferably 

of large and well-known companies.) Go to a stock listing on the ex-dividend date and 

determine what happened to the market price of a share of stock on that date. Does 

this price action make sense? Explain your answer.  

  Requirements for declaring dividends   Knight, Inc., expects to incur a loss for the 

current year. The chairperson of the board of directors wants to have a cash dividend so 

that the company’s record of having paid a dividend during every year of its existence will 

continue. What factors will determine whether or not the board can declare a dividend? 

  Interpret dividend information from an annual report   Refer to the  Intel 

Corporation  annual report in the appendix. From the table of quarterly financial 

information on page 745 and the Selected Financial Data (Five-Year Financial Summary) 

on page 685, find the information relating to cash dividends on common stock. 

  Required: 
 a.   How frequently are cash dividends paid?  

b.    What has been the pattern of the cash dividend amount per share relative to 

the pattern of earnings per share?  

c.    Calculate the rate of change in the annual dividend per share for each of the 

years from 2005 through 2008.     

  Cash dividends versus stock dividends   Under what circumstances would you 

(as an investor) prefer to receive cash dividends rather than stock dividends? Under 

what circumstances would you prefer stock dividends to cash dividends? 

   Calculate stock dividend shares and cash dividend amounts   Assume that 

you own 3,000 shares of Blueco, Inc.’s, common stock and that you currently receive 

cash dividends of $.42 per share per year. 

  Required: 
 a.    If Blueco, Inc., declared a 5% stock dividend, how many shares of common 

stock would you receive as a dividend?  

b.    Calculate the cash dividend per share amount to be paid after the stock dividend 

that would result in the same total cash dividend (as was received before the 

stock dividend).  

c.    If the cash dividend remained at $0.42 per share after the stock dividend, 

what per share cash dividend amount without a stock dividend would have 

accomplished the same total cash dividend?  

d.    Why would a company have a dividend policy of paying a $0.10 per share cash 

dividend and issuing a 5% stock dividend every year?    

  Effects of a stock split  Assume that you own 500 shares of $10 par value common 

stock of a company and the company has a 2-for-1 stock split when the market price 

per share is $40. 

Exercise 8.12
 LO 3 

Exercise 8.13
 LO 3 

Exercise 8.14
 LO 3 

e celx

Exercise 8.15
 LO 4 

Exercise 8.16
 LO 4 

Exercise 8.17
 LO 4 
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 Required: 
a.   How many shares of common stock will you own after the stock split?  

b.   What will probably happen to the market price per share of the stock?  

c.   What will probably happen to the par value per share of the stock?  

  Stock splits versus stock dividends   Assume that you own 600 shares of 

common stock of a company, that you have been receiving cash dividends of $6 per 

share per year, and that the company has a 4-for-3 stock split. 

  Required: 
 a.   How many shares of common stock will you own after the stock split?  

b.    What new cash dividend per share amount will result in the same total dividend 

income as you received before the stock split?  

c.    What stock dividend percentage could have accomplished the same end result as 

the 4-for-3 stock split?     

 Problems 

  Common and preferred stock—issuances and dividends   Homestead Oil 

Corp. was incorporated on January 1, 2010, and issued the following stock for cash:

   800,000 shares of no-par common stock were authorized; 150,000 shares were 

issued on January 1, 2010, at $19 per share.  

  200,000 shares of $100 par value, 9.5% cumulative, preferred stock were autho-

rized, and 60,000 shares were issued on January 1, 2010, at $122 per share.  

  Net income for the years ended December 31, 2010 and 2011, was $1,300,000 

and $2,800,000, respectively.  

  No dividends were declared or paid during 2010. However, on December 28, 

2011, the board of directors of Homestead declared dividends of $1,800,000, 

payable on February 12, 2012, to holders of record as of January 19, 2012.    

 Required: 
a.   Use the horizontal model (or write the entry) to show the effects of 

  1.   The issuance of common stock and preferred stock on January 1, 2010.  

 2.   The declaration of dividends on December 28, 2011.  

 3.   The payment of dividends on February 12, 2012.  

  b.    Of the total amount of dividends declared during 2011, how much will be 

received by preferred shareholders?  

  Common and preferred stock—issuances and dividends   Permabilt Corp. 

was incorporated on January 1, 2010, and issued the following stock for cash:

   3,600,000 shares of no-par common stock were authorized; 1,050,000 shares 

were issued on January 1, 2010, at $46 per share.  

  1,200,000 shares of $100 par value, 10.5% cumulative, preferred stock were 

authorized, and 420,000 shares were issued on January 1, 2010, at $132 per share.  

Exercise 8.18
 LO 4 

accounting

Problem 8.19
 LO 1, 2 

Problem 8.20
 LO 1, 2 
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  Net income for the years ended December 31, 2010, 2011, and 2012, was 

$15,750,000, $22,350,000, and $26,100,000, respectively.   

  No dividends were declared or paid during 2010 or 2011. However, on 

December 17, 2012, the board of directors of Permabilt Corp. declared divi-

dends of $37,200,000, payable on February 9, 2013, to holders of record as of 

January 4, 2013.    

 Required: 
a.   Use the horizontal model (or write the entry) to show the effects of 

  1.   the issuance of common stock and  preferred  stock on January 1, 2010.  

 2.   the declaration of dividends on December 17, 2012.  

 3.   the payment of dividends on February 9, 2013.  

  b.    Of the total amount of dividends declared during 2012, how much will be 

received by preferred shareholders?  

  Treasury stock transactions   On May 4, 2010, Docker, Inc., purchased 800 

shares of its own common stock in the market at a price of $18.25 per share. On 

September 19, 2010, 600 of these shares were sold in the open market at a price of 

$19.50 per share. There were 36,200 shares of Docker common stock outstanding 

prior to the May 4 purchase of treasury stock. A $0.35 per share cash dividend on the 

common stock was declared and paid on June 15, 2010. 

 Required: 
Use the horizontal model (or write the entry) to show the effect on Docker’s financial 

statements of

a.   the purchase of the treasury stock on May 4.  

b.   the declaration and payment of the cash dividend on June 15.  

c.   the sale of the treasury stock on September 19.  

  Treasury stock transactions   On January 1, 2010, Metco, Inc., had issued an 

outstanding 574,600 shares of $2 par value common stock. On March 15, 2010, 

Metco, Inc., purchased for its treasury 4,400 shares of its common stock at a price 

of $75 per share. On August 10, 2010, 1,400 of these treasury shares were sold 

for $84 per share. Metco’s directors declared cash dividends of $1.20 per share 

during the second quarter and again during the fourth quarter, payable on June 30, 

2010, and December 31, 2010, respectively. A 2% stock dividend was issued at 

the end of the year. There were no other transactions affecting common stock 

during the year. 

 Required: 
a.    Use the horizontal model (or write the entry) to show the effect of the treasury 

stock purchase on March 15, 2010.  

b.   Calculate the total amount of the cash dividends paid in the second quarter.  

c.    Use the horizontal model (or write the entry) to show the effect of the sale of the 

treasury stock on August 10, 2010.  

d.   Calculate the total amount of cash dividends paid in the fourth quarter.  

e.   Calculate the number of shares of stock issued in the stock dividend.  

Problem 8.21
 LO 6 

Problem 8.22
 LO 6 
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  Transaction analysis—various accounts   Enter the following column headings 

across the top of a sheet of paper:

   Other  Paid-In  Retained  Treasury  Net 

Transaction Cash Assets Liabilities Capital Earnings Stock Income

  Enter the transaction letter in the first column and show the effect (if any) of each of 

the following transactions on each financial statement category by entering a plus (+) 

or minus (−) sign and the amount in the appropriate column. Do not show items that 

affect net income in the retained earnings column. You may also write the entries to 

record each transaction. 

a.   Sold 4,100 shares of $50 par value 9% preferred stock at par.  

b.   Declared the annual dividend on the preferred stock.  

c.   Purchased 650 shares of preferred stock for the treasury at $54 per share.  

d.    Issued 2,000 shares of $1 par value common stock in exchange for land valued 

at $113,000.  

e.    Sold 300 shares of the treasury stock purchased in transaction c for $58 per 

share.  

f.   Split the common stock 2 for 1.  

  Transaction analysis—various accounts  Enter the following column headings 

across the top of a sheet of paper:

   Other  Paid-In  Retained  Treasury  Net 

Transaction Cash Assets Liabilities Capital Earnings Stock Income

 Enter the transaction letter in the first column and show the effect (if any) of each of 

the following transactions on each financial statement category by entering a plus 

(�) or minus (�) sign and the amount in the appropriate column. Do not show items 

that affect net income in the retained earnings column. You may also write the entries 

to record these transactions. You should assume that the transactions occurred in the 

same chronological sequence as listed here:

a.   Sold 5,200 shares of $10 par value preferred stock at $12.50 per share.  

b.    Declared the annual cash dividend of $3.20 per share on common stock. There 

were 18,400 shares of common stock issued and outstanding throughout the year.  

c.    Issued 6,400 shares of $10 par value preferred stock in exchange for a building 

when the market price of preferred stock was $14 per share.  

d.    Purchased 300 shares of preferred stock for the treasury at a price of $16 per 

share.  

e.    Sold 140 shares of the preferred stock held in treasury (see d) for $17 per share.  

f.    Declared and issued a 15% stock dividend on the $1 par value common stock 

when the market price per share was $45.  

  Transaction analysis—various accounts  Enter the following column headings 

across the top of a sheet of paper:

Problem 8.23
LO 1, 2, 4, 6

Problem 8.24
LO 1, 2, 4, 6

Problem 8.25
 LO 1, 2, 4, 6 
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   Other  Paid-In  Retained  Treasury  Net 

Transaction Cash Assets Liabilities Capital Earnings Stock Income

 Enter the transaction letter in the first column and show the effect (if any) of each of 

the following transactions on each financial statement category by entering a plus 

(�) or minus (�) sign and the amount in the appropriate column. Do not show items 

that affect net income in the retained earnings column. You may also write the entries 

to record these transactions. You should assume that the transactions occurred in this 

chronological sequence and that 40,000 shares of previously issued common stock 

remain outstanding.  (Hint: Remember to consider appropriate effects of previous 
transactions.) 
a.    Sold 5,000 previously unissued shares of $1 par value common stock for 

$18 per share.  

b.    Issued 1,000 shares of previously unissued 8% cumulative preferred stock, 

$40 par value, in exchange for land and a building appraised at $40,000.  

c.    Declared and paid the annual cash dividend on the preferred stock issued in 

transaction b.  

d.    Purchased 250 shares of common stock for the treasury at a total cost of 

$4,750.  

e.    Declared a cash dividend of $0.15 per share on the common stock 

outstanding.  

f.    Sold 130 shares of the treasury stock purchased in transaction d at a price of 

$20 per share.  

g.    Declared and issued a 3% stock dividend on the common stock issued when the 

market value per share of common stock was $21.  

h.   Split the common stock 3 for 1.  

  Transaction analysis—various accounts   Enter the following column headings 

across the top of a sheet of paper:

   Other  Paid-In  Retained  Treasury  Net 

Transaction Cash Assets Liabilities Capital Earnings Stock Income

 Enter the transaction letter in the first column and show the effect (if any) of each 

of the following transactions on each financial statement category by entering 

a plus (�) or minus (�) sign and the amount in the appropriate column. Do not 

show items that affect net income in the retained earnings column. You may 

also write the entries to record these transactions. You should assume that the 

transactions occurred in the listed chronological sequence and that no stock 

had been previously issued.  (Hint: Remember to consider appropriate effects of 
previous transactions.) 
a.   Issued 1,500 shares of $100 par value preferred stock at par.  

b.    Issued 2,400 shares of $100 par value preferred stock in exchange for land that 

had an appraised value of $306,000.  

c.   Issued 69,000 shares of $5 par value common stock for $11 per share.  

Problem 8.26
LO 1, 2, 4, 6
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d.   Purchased 13,500 shares of common stock for the treasury at $13 per share.  

e.    Sold 6,000 shares of the treasury stock purchased in transaction d for 

$14 per share.  

f.    Declared a cash dividend of $1.75 per share on the preferred stock outstanding, 

to be paid early next year.  

g.    Declared and issued a 5% stock dividend on the common stock when the market 

price per share of common stock was $15.  

 Comprehensive problem—calculate missing amounts, dividends, total 
shares, and per share information   Allyn, Inc., has the following owners’ equity 

section in its November 30, 2010, balance sheet:

Paid-in capital:

  12% preferred stock, $60 par value, 1,500 shares 

 authorized, issued, and outstanding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      ?

  Common stock, $8 par value, 100,000 shares 

 authorized,  ?  shares issued,  ?  shares outstanding  . . . . . . . . . . . . . . . . . . . . . .  240,000

 Additional paid-in capital on common stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  540,000

 Additional paid-in capital from treasury stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  13,000

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  97,000

Less: Treasury stock, at cost (2,000 shares of common)  . . . . . . . . . . . . . . . . . . . . . . .     (18,000)

  Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      ?  

 Required: 
a.    Calculate the amount of the total annual dividend requirement on preferred 

stock.  

b.    Calculate the amount that should be shown on the balance sheet for preferred 

stock.  

c.    Calculate the number of shares of common stock that are issued and the number 

of shares of common stock that are outstanding.  

d.    On January 1, 2010, the firm’s balance sheet showed common stock of 

$210,000 and additional paid-in capital on common stock of $468,750. The 

only transaction affecting these accounts during 2010 was the sale of some 

common stock. Calculate the number of shares that were sold and the selling 

price per share.  

e.    Describe the transaction that resulted in the additional paid-in capital from trea-

sury stock.  

f.    The retained earnings balance on January 1, 2010, was $90,300. Net income for 

the past 11 months has been $24,000. Preferred stock dividends for all of 2010 

have been declared and paid. Calculate the amount of dividends on common 

stock during the first 11 months of 2010.  

 Comprehensive problem—calculate missing amounts, issue price, net 
income, and dividends; interpret stock dividend and split   Bacon, Inc., 

has the following owners’ equity section in its May 31, 2010, comparative balance 

sheets:

Problem 8.27
LO 1, 2, 3, 6, 7

Problem 8.28
 LO 1, 2, 3, 4, 6, 7 
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 May 31, 2010 April 30, 2010

Paid-in capital:

 Preferred stock, $120 par value, 8%, cumulative,

  100,000 shares authorized, 80,000 shares issued

  and outstanding . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $ 9,600,000 $ 9,600,000

 Common stock, $6 par value, 600,000 shares

  authorized, 400,000 and 380,000 shares

  issued, respectively . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  ? 2,280,000

 Additional paid-in capital . . . . . . . . . . . . . . . . . . . . . . . . . . .  16,800,000 16,480,000

Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  13,900,000 13,624,000

Less: Treasury common stock, at cost; 18,000 shares

 and 17,000 shares, respectively . . .   . . . . . . . . . . . . . . . . . .   (1,660,000)     (1,632,000)

  Total stockholders’ equity . . .   . . . . . . . . . . . . . . . . . . . . .  $      ?          $40,352,000

  Required: 
 a.    Calculate the amount that should be shown on the balance sheet for common 

stock at May 31, 2010.  

b.    The only transaction affecting additional paid-in capital during the month of 

May was the sale of additional common stock. At what price per share were the 

additional shares sold?  

c.    What was the average cost per share of the common stock purchased for the 

treasury during the month?  

d.    During May, dividends on preferred stock equal to one-half of the 2010 dividend 

requirement were declared and paid. There were no common dividends declared 

or paid in May. Calculate net income for May.  

e.    Assume that on June 1 the board of directors declared a cash dividend of 

$0.21 per share on the outstanding shares of common stock. The dividend will 

be payable on July 15 to stockholders of record on June 15. 

  1.   Calculate the total amount of the dividend.  

 2.    Explain the impact this action will have on the June 30 balance sheet and on 

the income statement for June.  

  f.    Assume that on June 1 the market value of the common stock was $36 per 

share and that the board of directors declared a 6% stock dividend on the issued 

shares of common stock. Use the horizontal model (or write the entry) to show 

the issuance of the stock dividend.  

g.    Assume that instead of the stock dividend described in f, the board of directors 

authorized a 2-for-1 stock split on June 1 when the market price of the common 

stock was $36 per share. 

    1.  What will be the par value, and how many shares of common stock will be 

authorized after the split?  

 2.   What will be the market price per share of common stock after the split?  

 3.    How many shares of common stock will be in the treasury after the split?  

  h.   By how much will total stockholders’ equity change as a result of 

  1.   The stock dividend described in part f?  

 2.   The stock split described in part g?      

e celx
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  Cases 

  Analytical case (part 1)—calculate missing owners’ equity amounts for 
2008    (Note: The information presented in this case is also used for Case 8.30. For 
now you can ignore the 2011 column in the balance sheet; all disclosures presented 
here relate to the June 30, 2010, balance sheet.)  DeZurik Corp. had the following 

owners’ equity section in its June 30, 2010, balance sheet (in thousands, except share 

and per share amounts):

 June 30 (in thousands)

2011 2010

Paid-in capital:

 $4.50 Preferred stock, $  ?  par value, cumulative, 

  200,000 shares authorized, 96,000 shares issued

  and outstanding . . .   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 5,760 

 Common stock, $5 par value, 4,000,000 shares authorized, 

  3,280,000 shares issued, 3,000,000 shares outstanding . . . . . . . . . . . .      

 Additional paid-in capital on common stock . . .   . . . . . . . . . . . . . . . . . . . .   22,960 

Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     

Less: Treasury common stock, at cost,  ?  shares   

  Total owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $66,168 $60,000

  Required: 
a.    Calculate the par value per share of preferred stock and determine the preferred 

stock dividend percentage.  

b.    Calculate the amount that should be shown on the balance sheet for common 

stock at June 30, 2010.  

c.    What was the average issue price of common stock shown on the June 30, 2010, 

balance sheet?  

d.    How many shares of treasury stock does DeZurik Corp. own at June 30, 2010?  

e.    Assume that the treasury shares were purchased for $18 per share. Calculate the 

amount that should be shown on the balance sheet for treasury stock at June 30, 

2010.  

f.    Calculate the retained earnings balance at June 30, 2010, after you have 

completed parts a–e.  (Hint: Keep in mind that Treasury Stock is a contra 
account.)   

g.    (Optional) Review the solutions to parts a–f of this case on the Web site for this 

book at  www.mhhe.com/marshall9e.  Assume that the Retained Earnings balance 

on July 1, 2009, was $19,200 (in thousands) and that net income for the year 

ended June 30, 2010, was $1,152 (in thousands). The 2010 preferred dividends 

were paid in full, and no other dividend transactions were recorded during the 

year. Verify that the amount shown in the solution to part f is correct.  (Hint: 
Prepare a statement of retained earnings or do a T-account analysis to deter-
mine the June 30, 2010, balance.)   

accounting

Case 8.29
 LO 1, 2, 6, 7 
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  Analytical case (part 2)—prepare owners’ equity amounts and disclosures 
for 2011 using transaction information    (Note: You should review the solution 
to Case 8.29, provided by your instructor,   before attempting to complete this case.)  
The transactions affecting the owners’ equity accounts of DeZurik Corp. for the year 

ended June 30, 2011, are summarized here:

1.    320,000 shares of common stock were issued at $14.25 per share.  

2.   80,000 shares of treasury (common) stock were sold for $18 per share.  

3.   Net income for the year was $1,280 (in thousands).  

4.   The fiscal 2011 preferred dividends were paid in full. Assume that all 96,000 

shares were outstanding throughout the year ended June 30, 2011.  

5.   A cash dividend of $.20 per share was declared and paid to common stockholders. 

Assume that transactions (1) and (2) occurred before the dividend was declared.  

6.   The preferred stock was split 2 for 1 on June 30, 2011.  (Note: This transaction 
had no effect on transaction 4.)     

  Required: 
 a.    Calculate the  dollar amounts  that DeZurik Corp. would report for each owners’ 

equity caption on its June 30, 2011, balance sheet after recording the effects of 

transactions 1–6. Note that total owners’ equity at June 30, 2011, is provided 

as a check figure.  (Hint: To determine the Retained Earnings balance, begin 
with the June 30, 2010, balance of $19,920 (in thousands) as determined in 
Case 8.29, and then make adjustments for the effects of transactions 3–5.)   

b.    Indicate how the owners’ equity caption details for DeZurik Corp. would change 

for the June 30, 2011, balance sheet, as compared to the disclosures shown in 

Case 8.29 for the 2010 balance sheet.  

c.    What was the average issue price of common stock shown on the June 30, 

2011, balance sheet?     

  Capstone analytical review of Chapters 6–8. Analyzing capital leases, 
notes payable, preferred stock, and common stock    (Note: Please refer 
to Case 4.26 on pages 144–145 for the financial statement data needed for the 
analysis of this case. You should also review the solution to Case 4.26, provided by 
your instructor,   before attempting to complete this case.)  Your conversation with Mr. 

Gerrard, which took place in February 2011 (see Case 6.28), continued as follows:

    Mr. Gerrard:  I’ve been talking with my accountant about our capital expansion 

needs, which will be considerable during the next couple of years. To stay in a 

strong competitive position, we’re constantly buying new pieces of earthmoving 

equipment and replacing machinery that has become obsolete. What it all comes 

down to is financing, and it’s not easy to raise $10 million to $20 million all at 

once. There are a number of options, including dealer financing, but the interest 

rates offered by banks are usually lower.  

   Your reply:  From reviewing your balance sheet, I can see that you’ve got a lot of 

notes payable already. How is your relationship with your bank?  

   Mr. Gerrard:  Actually we use several banks and we have an excellent credit 

history, so getting the money is not a major problem. The problem is that we 

already owe more than $40 million on all of those notes and I don’t want to get 

overextended.  

Case 8.30
 LO 1, 2, 4, 6, 9 

Case 8.31
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   Your reply:  Have you considered long-term leases?  

   Mr. Gerrard:  Yes. This is essentially how dealer financing works. Usually it is 

arranged as a lease with an option to buy the equipment after a number of years. 

We’ve been actively looking into this with our Cat dealer for a couple of scrap-

ers that we need to put on a big job immediately. I can show you one of the con-

tracts involved.  

   Your reply:  OK, I’ll have a look at the contract, but this sounds like a long-term 

capital lease.  

   Mr. Gerrard:  Yes, I think that’s what my accountant called it. What matters most 

to me is that we get the equipment in place ASAP; but if you could explain what 

the accounting implications would be of entering into these types of arrange-

ments, that might put me at ease about it.  

   Your reply:  No problem; will do. It would impact both your balance sheet and 

income statement, but in most respects a long-term capital lease is treated very 

much like a long-term note payable with a bank. I’ll give you a memo about it. 

But what about looking into other sources of equity financing? Have you con-

sidered any of these options?  

   Mr. Gerrard:  We’re a family business and want to keep it that way. Our shares 

are publicly traded, but we’re owned mostly by family members and employees. 

We’ve got a lot of retained earnings, but that’s not the same thing as cash, you 

know. Should we be issuing bonds?  

   Your reply:  Issuing bonds is possible, but I was thinking more on the lines of 

preferred stock. Are you familiar with this option?  

   Mr. Gerrard:  Oh sure. That’s the cologne I wear! But other than that, I don’t 

know much about it. Isn’t preferred stock a lot like bonds payable?  

   Your reply:  Maybe this is something else I should include in my memo: an expla-

nation of the differences between common stock, preferred stock, and bonds 

payable.  

   Mr. Gerrard:  Yes, please do.    

  Required:  
a.    When discussing capital leases with Mr. Gerrard, you commented, “It would 

impact both your balance sheet and income statement, but in most respects a 

long-term capital lease is treated very much like a long-term note payable with 

a bank.” Explain the accounting treatment of capital leases as compared to the 

accounting treatment of notes payable in terms that a nonaccountant could easily 

understand. Include in your answer both the balance sheet and income statement 

effects of capital leases.  (Note: You do not need to make reference to the four 
criteria for capitalizing a lease.)   

b.    Assume you have reviewed the contract Mr. Gerrard provided concerning the 

dealer financing agreement for the purchase of two new scrapers. You have 

determined that the lease agreement would qualify as a capital lease. The pres-

ent value of the lease payments would be $2 million. Use the horizontal model, 

or write the journal entry, to show Mr. Gerrard how this lease would affect the 

financial statements of Gerrard Construction Co.  

c.    Explain what Mr. Gerrard meant by his statement “We’ve got a lot of retained 

earnings, but that’s not the same thing as cash, you know.” Review the balance 
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sheet at December 31, 2010, provided in Case 4.26. In which assets are most of 

the company’s retained earnings invested?  

d.    Explain to Mr. Gerrard what the similarities and differences are between bonds 

payable, preferred stock, and common stock.  

e.    Why would you recommend to Mr. Gerrard that his company consider issuing 

$10 million to $20 million of preferred stock rather than bonds payable? (Hint: 
Review the company’s balance sheet provided in Case 4.26 in the context of 
your present conversation with Mr. Gerrard.)      

 Answers to Self-Study Material 

  Matching I: 1. i, 2. j, 3. h, 4. f, 5. m, 6. p, 7. r, 8. b, 9. q, 10. c   

 Matching II: 1. j, 2. b, 3. f, 4. d, 5. h, 6. g, 7. l, 8. p, 9. e, 10. i  

 Multiple choice: 1. d, 2. e, 3. c, 4. c, 5. c, 6. d, 7. c, 8. b, 9. b, 10. b  
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9
  The Income 
Statement and the 
Statement of Cash 
Flows  

 The income statement answers some of the most important questions that users of the  financial 

statements have: What were the financial results of the entity’s operations for the fiscal  period? 

How much profit (or loss) did the firm have? Are sales increasing relative to cost of goods 

sold and other operating expenses? Many income statement accounts were introduced in 

 Chapters 5–8 when transactions also affecting asset and liability accounts were explained. How-

ever, because of the significance of the net income figure to managers, stockholders, potential in-

vestors, and others, it is appropriate to focus on the form and content of this financial statement. 

  The income statement of Intel Corporation is on page 687 in the appendix. This page of the 

annual report has been reproduced as Exhibit 9-1. Note that comparative statements for the years 

ended on the last Saturday in December of 2008, 2007, and 2006 are presented. This permits the 

reader of the statement to assess quickly the recent trend of these important data. 

  As you might expect, Intel’s income statement starts with “net revenues” (sales). What in 

popular jargon is referred to as the bottom line, or “net income,” is really the fifth line from the 

bottom of the statement. Before arriving at net income, subtotals are also provided for “gross 

margin,” “operating income,” and “income before taxes.” The significance of the last four lines of 

the statement will be discussed later in this chapter. The principal objective of the first part of this 

chapter is to permit you to make sense of any income statement. 

  The second part of this chapter explores the statement of cash flows in more detail than 

 presented in Chapter 2. Remember that this statement explains the change in the entity’s cash from 

the beginning to the end of the fiscal period by summarizing the cash effects of the firm’s operating, 

investing, and financing activities during the period. The statement of cash flows gives investors a 

chance to go beyond income statement numbers and determine whether those  results are consistent 

with what is happening in the principal cash flow categories. For example, the first hints of financial 

difficulties of dot-com highfliers and Enron Corporation were visible in this financial statement. 

  Intel’s comparative statements of cash flows are presented on page 689 in the appendix for 

each of the past three years. Notice that the subtotal captions describe the activities—operating, 

investing, and financing—that caused cash to be provided and used during these years. Pay 

more attention to these three “big-picture” items than to the detailed captions and amounts 
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within each category. Notice, however, that Intel uses a substantial amount of cash each year to 

purchase property, plant, and equipment (an investing activity) and to repurchase and retire com-

mon stock (a financing activity). As explained later, these are both signs of a financially healthy 

firm—especially if the firm can cover these payments from its cash flows provided by operating 

activities. Did Intel do this for each year presented?    

  The income statement and statement of cash flows report what has happened for a period 

of time (usually, but not necessarily, for the fiscal year ended on the balance sheet date). The bal-

ance sheet, remember, is focused on a single point in time—usually the end of the fiscal year—

but one can be prepared as of any date. 

 Income Statement Exhibit 9-1

INTEL CORPORATION 
Consolidated Statements of Income

(dollars in millions)

Three Years Ended December 27, 2008  2008 2007 2006
Net revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $37,586 $38,334 $35,382
Cost of sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $16,742 $18,430 $17,164

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  20,844 19,904 18,218
Research and development  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,722 5,755 5,873

Marketing, general, and administrative  . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,458 5,417 6,138

Restructuring and asset impairment charges  . . . . . . . . . . . . . . . . . . . . . .    710 516 555

Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $11,890 $11,688 $12,566
Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  8,954 $ 8,216 $ 5,652
Gains (losses) on equity securities, net  . . . . . . . . . . . . . . . . . . . . . . . . . . .  (1,756) 157 214

Interest and other, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    488     793   1,202

Income before taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  7,686 $ 9,166 $ 7,068
Provision for taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    2,399    2,190  2,024

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  5,292 $ 6,976 $   5,044
Basic earnings per common share  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    0.93 $    1.20 $     0.87
Diluted earnings per common share . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    0.92 $    1.18 $     0.86
Weighted average common shares outstanding  . . . . . . . . . . . . . . . . .    5,663   5,816   5,797
Weighted average common shares outstanding, assuming dillution . . .    5,748   5,936   5,880

  1. What does it mean when net income is referred to as the “bottom line”  QWhat Does 
It Mean?

Answer  on 
page  368

  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand  

  1.  What revenue is and what the two criteria are that permit revenue recognition.  
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  2.  How cost of goods sold is determined under both perpetual and periodic inventory 

 accounting systems.  

  3.  The significance of gross profit (or gross margin) and how the gross profit (or gross margin) 

ratio is calculated and used.  

  4.  The principal categories and components of “other operating expenses” and how these 

items are reported on the income statement.  

  5.  What “income from operations” includes and why this income statement subtotal is signifi-

cant to managers and financial analysts.  

  6.  The components of the earnings per share calculation and the reasons for some of the 

refinements made in that calculation.  

  7.  The alternative income statement presentation models.  

  8.  The meaning and significance of each of the unusual items that may appear on the income 

statement, including 

  Noncontrolling (minority) interest in earnings of subsidiaries. 

  Discontinued operations. 

  Extraordinary items.  

  9.  The purpose and general format of the statement of cash flows.  

  10.  The difference between the direct and indirect methods of presenting cash flows from oper-

ating activities.  

  11.  Why the statement of cash flows is significant to financial analysts and investors.    

 Exhibit 9-2 highlights the income statement and statement of cash flows components 

that are covered in detail in this chapter. Income statement transactions are often 

centered on the matching concept, and thus have a direct effect on most of the firm’s 

current assets, especially accounts receivable and inventory. The preparation of the 

statement of cash flows requires analysis of the changes during the year to each and 

every balance sheet account, with cash as the focal point.     

  Income Statement   
 Revenues 

 The FASB defines revenues as “inflows or other enhancements of assets of an entity 

or settlements of its liabilities (or a combination of both) from delivering or produc-

ing goods, rendering services, or other activities that constitute the entity’s ongoing 

major or central operations.”  1    In its simplest and most straightforward application, this 

definition means that when a firm sells a product or provides a service to a client or 

LO 1

Understand what 

revenue is and what 

the two criteria are 

that permit revenue 

recognition.

  1  FASB,  Statement of Financial Accounting Concepts No. 6 , “Elements of Financial Statements” (Stamford, 

CT, 1985), para. 78. Copyright © by the Financial Accounting Standards Board, High Ridge Park, Stamford, CT 

06905, U.S.A. Quoted with permission. Copies of the complete document are available from the FASB. 
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Balance Sheet

Current Assets Chapter

Cash and cash equivalents 5, 9

Short-term marketable securities 5

Accounts receivable 5,9

Notes receivable 5

Inventories 5,9

Prepaid expenses 5

Deferred tax assets 5

Noncurrent Assets 

Land 6

Buildings and equipment 6

Assets acquired by capital lease 6

Intangible assets 6

Natural resources 6

Other noncurrent assets 6

Current Assets Chapter

Short-term debt 7

Current maturities of 

 long-term debt 7

Accounts payable 7

Unearned revenue or 

 deferred credits 7

Payroll taxes and other 

 withholdings 7

Other accrued liabilities 7

Noncurrent Liabilities 

Long-term debt 7

Deferred income taxes 7

Other long-term liabilities 7

Owners’ Equity 

Common stock 8

Preferred stock 8

Additional paid-in capital 8

Retained earnings 8

Accumulated other comprehensive 

 income (loss) 8

Treasury stock 8

Noncontrolling interest 8

Income Statement Statement of Cash Flows

Sales 5, 9

 Cost of goods sold 5, 9

Gross profi t (or gross margin) 5, 9

 Selling, general, and 

  administrative expenses 5, 6, 9

Income from operations 9

 Gains (losses) on sale 

  of assets 6, 9

 Interest income 5, 9

 Interest expense 7, 9

 Income tax expense 7, 9

 Unusual items 9

Net income 5, 6, 7, 8, 9

Earnings per share 9

Primary topics of this chapter.
Other affected financial statement components.

*May include short-term debt items as well.

Operating Activities 

 Net income 5, 6, 7, 8, 9

 Depreciation expense 6, 9

 (Gains) losses on sale 

  of assets 6, 9

 (Increase) decrease in 

  current assets 5, 9

 Increase (decrease) in 

  current liabilities 7, 9

Investing Activities 

 Proceeds from sale of property,

  plant, and equipment 6, 9

 Purchase of property, plant, 

  and equipment 6, 9

Financing Activities 

 Proceeds from long-term debt* 7, 9

 Repayment of long-term debt* 7, 9

 Issuance of common/

  preferred stock 8, 9

 Purchase of treasury stock 8, 9

 Payment of dividends 8, 9

Exhibit 9-2

Financial Statements— 

The Big Picture
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342 Part 1 Financial Accounting

customer and receives cash, creates an account receivable, or satisfies an obligation, 

the firm has revenue. Most revenue transactions fit this simple and straightforward 

situation. Revenues generally are measured by the amount of cash received or ex-

pected to be received from the transaction. If the cash is not expected to be received 

within a year, then the revenue usually is measured by the present value of the amount 

expected to be received.   

  In  Concepts Statement No. 5  the FASB expands on the preceding definition of 

revenues to provide guidance in applying the fundamental criteria involved in recog-

nizing revenue. To be recognized, revenues must be realized or realizable and earned. 

Sometimes one of these criteria is more important than the other. 

   Realization  means that the product or service has been exchanged for cash, 

claims to cash, or an asset that is readily convertible to a known amount of cash or 

claims to cash. Thus the expectation that the product or service provided by the firm 

will result in a cash receipt has been fulfilled. 

   Earned  means that the entity has completed, or substantially completed, the ac-

tivities it must perform to be entitled to the revenue benefits (the increase in cash or 

some other asset, or the satisfaction of a liability). 

  The realization and earned criteria for recognizing revenue usually are satisfied 

when the product or merchandise being sold is delivered to the customer or when the 

service is provided. Thus revenue from selling and servicing activities is commonly 

recognized when the sale is made, which means when the product is delivered or when 

the service is provided to the customer. Here is the effect on the financial statements:

Balance Sheet 

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

�  Cash, or 
Accounts 
Receivable

�  Sales or 
Service 
Revenue

 The typical entry would be: 

Dr. Cash (or Accounts Receivable)  . . . . . . . . . . . . . . . . . . . . . . . . .

     Cr. Sales (or Service Revenue)  . . . . . . . . . . . . . . . . . . . . . . . .

xx

xx

  An example of a situation in which the earned criterion is more significant than 

the realization criterion is a magazine publishing company that receives cash at the 

beginning of a subscription period. In this case revenue is recognized as earned by 

delivery of the magazine. On the other hand, if a product is delivered or a service is 

provided without any expectation of receiving an asset or satisfying a liability (such as 

when a donation is made), there is no revenue to be recognized because the realization 

criterion has not been fulfilled. 

  When revenues are related to the use of assets over a period of time—such as the 

renting of property or the lending of money—they are earned as time passes and are 

recognized based on the contractual prices that have been established in advance. 

  Some agricultural products, precious metals, and marketable securities have read-

ily determinable prices and can be sold without significant effort. Where this is the 

case, revenues (and some gains or losses) may be recognized when production is com-

pleted or when prices of the assets change. These are unusual situations, however, and 
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exceptions to the rule that an arm’s-length exchange (i.e., sales transaction) must occur 

to meet the realization and earned criteria. 

  Due to the increasing complexity of many business activities and other newly 

developed transactions, a number of revenue recognition problems have arisen over 

the years. Therefore, the FASB and its predecessors within the American Institute of 

Certified Public Accountants have issued numerous pronouncements about revenue 

recognition issues for various industries and transactions. As a result, revenue recog-

nition is straightforward an overwhelming proportion of the time. However, because 

they are the key to the entire income statement, revenues that are misstated (usually on 

the high side) can lead to significantly misleading financial statements. Accordingly, 

management and internal auditors often design internal control procedures to help 

promote the accuracy of the revenue recognition process of the firm. 

   Sales  is the term used to describe the revenues of firms that sell purchased or 

manufactured products. In the normal course of business, some sales transactions will 

be subsequently voided because the customer returns the merchandise for credit or 

for a refund. In some cases, rather than have a shipment returned (especially if it is 

only slightly damaged or defective and is still usable by the customer), the seller will 

make an allowance on the amount billed and reduce the account receivable from the 

customer for the allowance amount. If the customer has already paid, a refund is made. 

These  sales returns and allowances  are accounted for separately for internal control 

and analysis purposes but are subtracted from the gross sales amount to arrive at net 
sales. In addition, if the firm allows cash discounts for prompt payment, total sales 

discounts are also subtracted from gross sales for reporting purposes. A fully detailed 

income statement prepared for use within the company might have the following rev-

enue section captions:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $

Less: Sales returns and allowances  . . . . . . . . . .  (     )

Less: Sales discounts . . . . . . . . . . . . . . . . . . . . .  (     )

 Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $     

 

 Net sales, or net revenues, is the first caption usually seen in the income statement 

of a merchandising or manufacturing company (as illustrated in Exhibit 9-1). Many 

companies provide a detailed calculation of the net sales amount in the accompanying 

notes of the annual report. 

  Firms that generate significant amounts of revenue from providing services in ad-

dition to (or instead of ) selling a product will label the revenue source appropriately 

in the income statement. Thus a leasing company might report Rental and Service 

Revenues as the lead item on its income statement, or a consulting service firm might 

show Fee Revenues or simply Fees. If a firm has several types of revenue, the amount 

of each could be shown if each amount is significant and is judged by the accountant 

to increase the usefulness of the income statement. 

  From a legal perspective, the sale of a product involves the passing of title (i.e., 

ownership rights) in the product from the seller to the purchaser. The point at which 

title passes usually is specified by the shipment terms (see Business in Practice— 

Shipping Terms). This issue becomes especially significant in two situations. The first 

involves shipments made near the end of a fiscal period. The shipping terms will de-

termine whether revenue is recognized in the period in which the shipment was made 

mar27068_ch09_338-385.indd   343mar27068_ch09_338-385.indd   343 11/12/09   9:42:44 AM11/12/09   9:42:44 AM
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or in the subsequent period when the shipment is received by the customer. Achieving 

an accurate “sales cutoff” may be important to the accuracy of the financial statements 

if the period-end shipments are material in amount. The second situation relates to any 

loss of or damage to the merchandise while it is in transit from the seller to the buyer. 

The legal owner of the merchandise, as determined by the shipping terms, is the one 

who suffers the loss. Of course this party may seek to recover the amount of the loss 

from the party responsible for the damage (usually a third-party shipping company).  

  For certain sales transactions, a firm may take more than a year to construct 

the item being sold (for example, a cruiseship builder or a manufacturer of complex 

custom machinery). In these circumstances, delaying revenue recognition until the 

product has been delivered may result in the reporting of misleading income statement 

information for a number of years. Because these items are being manufactured under 

a contract with the buyer that specifies a price, it is possible to recognize revenue (and 

costs and profits) under what is known as the  percentage-of-completion method . If, 
based on engineers’ analyses and other factors, 40 percent of a job has been completed 

in the current year, 40 percent of the expected revenue (and 40 percent of the expected 

costs) will be recognized in the current year. 

  Companies should disclose any unusual revenue recognition methods, such as 

the percentage-of-completion method, in the notes accompanying the financial state-

ments. Because profits will be directly affected by revenue, the user of the financial 

statements must be alert to, and understand the effect of, any revenue recognition 

method that differs from the usual and generally accepted practice of recognizing 

revenue when the product or service has been delivered to the customer (see Business 

in Practice—Revenue Recognition Practices of Dot-Com Companies for a glimpse at 

some of the questionable practices employed in recent years). 

  Gains, which are increases in an entity’s net assets resulting from incidental 

transactions or nonoperating activities, are usually not included with revenues at the 

beginning of the income statement. Gains are reported as other income after the firm’s 

Business in

Practice

  Shipping Terms  

 Many products are shipped from the seller to the buyer instead of being picked up by the buyer 

at the time of sale. Shipping terms define the owner of products while they are in transit. FOB 
destination and FOB shipping point are the terms used. (FOB means free on board and is 

 jargon that has carried over from the days when much merchandise was shipped by boat.) 

When an item is shipped FOB destination, the seller owns the product until it is accepted by 

the buyer at the buyer’s designated location. Thus title to merchandise shipped FOB destination 

passes from seller to buyer when the merchandise is received by the buyer. FOB shipping point 

means that the buyer accepts ownership of the product at the seller’s shipping location. 

  Shipping terms also describe which party to the transaction is to incur the shipping cost. 

The seller incurs the freight cost for shipments made FOB destination; the buyer incurs the cost 

of shipments made FOB shipping point. Payment of the freight cost is another issue, however. 

The freight cost for products shipped freight prepaid is paid by the seller; when a shipment 

arrives freight collect, the buyer pays the freight cost. Ordinarily items shipped FOB destination 

will have freight prepaid, and items shipped FOB shipping point will be shipped freight collect. 

However, depending on freight company policies or other factors, an item having shipping terms 

of FOB destination may be shipped freight collect, or vice versa. If this happens, the firm paying 

the freight subsequently collects the amount paid to the freight company from the other firm, 

which incurred the freight cost under the shipping terms.   
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operating expenses have been shown and income from operations has been reported. 

Interest income is an example of an “other income” item. The reporting of gains will 

be explained in more detail later in this chapter.   

  Expenses 

 The FASB defines  expenses  as “outflows or other using up of assets or incurrences of 

liabilities (or a combination of both) from delivering or producing goods, rendering 

services, or carrying out other activities that constitute the entity’s ongoing major or 

central operations.”  2    Some expenses (cost of goods sold is an example) are recognized 

concurrently with the revenues to which they relate. This is another application of the 

matching principle, which has been previously described and emphasized. Some 

expenses (administrative salaries, for example) are recognized in the period in which 

they are incurred because the benefit of the expense is used up simultaneously or soon 

after incurrence. Other expenses (depreciation, for example) result from an allocation 

of the cost of an asset to the periods that are expected to benefit from its use. In each 

of these categories, expenses are recognized in accordance with the matching principle 

because they are incurred to support the revenue-generating process. The amount of an 

expense is measured by the cash or other asset used up to obtain the economic benefit 

it represents. When the outflow of cash related to the expense will not occur within 

a year, it is appropriate to recognize the present value of the future cash flow as the 

amount of the expense. 

  Most of the time identifying expenses to be recognized in the current period’s 

income statement is straightforward. Cost of goods sold, compensation of employees, 

Business in

Practice

   Revenue Recognition Practices of Dot-Com Companies     

   Rapidly rising stock values of dot-com companies during the late 1990s seemed to run contrary 

to traditional value measures such as the price/earnings ratio because many of these companies 

had no earnings. Financial analysts and investors used revenue growth as a key benchmark. 

That focus tempted many firms to record revenues in ways that stretched generally accepted 

revenue recognition practices and bordered on reporting misleading results. Some of these 

practices were 

   Recognizing revenue too soon : Revenue was recognized when orders were received but 

before they were shipped, or revenue was recorded from future software upgrades before 

the upgrades had been completed, or revenue was recognized from software licenses 

when a contract was signed rather than over the life of the contract.  

   Overstating revenue from reselling : When a product or service was resold without ever 

having been owned by the reseller, revenue was recognized for the full amount charged 

to the purchaser rather than just for the reseller’s markup.    

  As a result of such questionable practices, the Securities and Exchange Commission (SEC) 

issued a staff accounting bulletin on revenue recognition in late 1999 that generally delayed 

the recognition of revenue into future quarters for certain dot-com companies and caused 

several affected companies to restate prior year earnings. Historically more than half of all SEC 

 accounting fraud cases have involved revenue hoaxes, so the heightened scrutiny of software 

company practices did not come as a surprise to many financial analysts.   

  2  Ibid., para. 80. 

mar27068_ch09_338-385.indd   345mar27068_ch09_338-385.indd   345 11/12/09   9:42:44 AM11/12/09   9:42:44 AM



346 Part 1 Financial Accounting

uncollectible accounts receivable, utilities consumed, and depreciation of long-lived 

assets are all examples. In other cases (research and development costs and advertising 

expense, for example), the impact of the expenditure on the revenues of future periods 

is not readily determinable. For these types of expenditures, there is no sound method 

of matching the expenditure with the revenues that may be earned over several peri-

ods. To avoid the necessity of making arbitrary allocations, all advertising and R&D 

expenditures are recorded as expenses in the period incurred. This approach is justified 

by the objectivity and conservatism concepts. 

  Other types of expense involve complex recognition and measurement issues; 

income tax expense and pension expense are just two examples. Recall the discus-

sion of these topics in Chapter 7 when the liabilities related to these expenses were 

discussed. 

  Losses, which are decreases in an entity’s net assets resulting from incidental 

transactions or nonoperating activities, are not included with expenses. Losses are 

reported after income from operations, as discussed later in this chapter. 

  The discussion of expenses in this chapter follows the sequence in which expenses 

are presented in most income statements. 

   Cost of Goods Sold 

  Cost of goods sold  is the most significant expense for many manufacturing and 

merchandising companies. Recall from your study of the accounting for inventories 

in Chapter 5 that the  inventory cost-flow assumption  (FIFO, LIFO, weighted aver-

age) being used by the firm affects this expense.  Inventory shrinkage  (the term that 

describes inventory losses from obsolescence, errors, and theft) usually is included in 

cost of goods sold unless the amount involved is material. In that case the inventory loss 

would be reported separately as a loss after operating income has been reported. 

  Determination of the cost of goods sold amount is a function of the inventory cost-

flow assumption and the inventory accounting system (periodic or perpetual) used to 

account for inventories. Recall that under a perpetual system, a record is made of every 

purchase and every sale, and a continuous record of the quantity and cost of each item 

is maintained. When an item is sold, its cost (as determined according to the cost-flow 

assumption) is transferred from the inventory asset to the cost of goods sold expense 

with the following effect on the financial statements:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

� Inventory
 �  Cost of 

Goods Sold

   Here is the entry:

Dr.  Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

   Cr. Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

   The key point about a perpetual inventory system is that cost is determined when 

the item is sold. As you can imagine, a perpetual inventory system requires much data 

processing but can give management a great deal of information about which inven-

tory items are selling well and which are not. Advances in point-of-sale technologies 

LO 2

Understand how cost 

of goods sold is deter-

mined under both 

perpetual and periodic 

inventory accounting 

systems.
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(such as standard bar code scanners used by retail stores) have allowed even small 

merchandising firms to achieve perpetual inventories. Some systems are even tied in 

with the firms’ suppliers so that when inventory falls to a certain level, a reorder is 

automatically placed. Under any type of perpetual system, regular counts of specific 

inventory items will be made on a cycle basis during the year, and actual quantities 

on hand will be compared to the computer record of the quantity on hand. This is 

an internal control procedure designed to determine whether the perpetual system 

is operating accurately and to trigger an investigation of significant differences. 

  In a periodic inventory system, a count of the inventory on hand (taking a physical 
inventory) is made periodically—frequently at the end of a fiscal year—and the cost of 

inventory on hand (determined according to the cost-flow assumption) is determined. 

This cost is then subtracted from the sum of the cost of the beginning inventory (that is, 

the ending inventory of the prior period) and the cost of the merchandise purchased dur-

ing the current period. (A manufacturing firm uses the cost of goods manufactured—

discussed in Chapter 13—rather than purchases.)  This cost of goods sold  model is 

illustrated here using 2008 data from the Intel Corporation financial statements in the 

appendix. Can you find the inventory and cost of goods sold amounts in the appendix? 

The unknown amounts for net purchases and goods available for sale have been solved 

for in the model using these known amounts. All amounts are in millions of dollars:

Cost of beginning inventory . . . . . . . . . . . . . . . . . . . . . . . .  $  3,370

� Net purchases (cost of goods manufactured). . . . . . . . .    17,116

� Cost of goods available for sale . . . . . . . . . . . . . . . . . . .  $20,486

� Cost of ending inventory  . . . . . . . . . . . . . . . . . . . . . . . .     (3,744)

� Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $16,742

  The amounts shown for cost of goods sold, inventory, and net purchases include the 

price paid to the supplier, plus all ordinary and necessary costs related to the purchase 

transaction (such as freight and material handling charges). Cost is reduced by the 

amount of any cash discount allowed on the purchase. When the periodic inventory 

system is used, freight charges, purchase discounts, and purchase returns and allow-
ances (the purchaser’s side of the sales return and allowance transaction) are usually 

recorded in separate accounts, and each account balance is classified with purchases. 

Thus the net purchases amount is made up of the following:

Purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $

Add: Freight charges

Less: Purchase discounts    . . . . . . . . . . . . . . . . . . . . . . . .  (          )

Less: Purchase returns and allowances  . . . . . . . . . . . . . .  (          )

 Net purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $          

   Although the periodic system may require a less complicated record-keeping 

system than the perpetual system, the need to take a complete physical inventory to 

determine accurately the cost of goods sold is a disadvantage. Also, although it can be 

estimated or developed from special analysis, inventory shrinkage (losses from theft, 

errors, and so on) is not really known when the periodic system is used because these 

losses are included in the total cost of goods sold. 
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  Note that selling and administrative expenses (discussed later in the Operating 

Expenses section of this chapter) are not included as part of cost of goods sold. 

   Gross Profit or Gross Margin 

 The difference between sales revenue and cost of goods sold is gross profit, or gross 
margin. Using data from Exhibit 9-1, here is the income statement for Intel Corpora-

tion to this point:

INTEL CORPORATION
Consolidated Statements of Income

(dollars in millions)

Three Years Ended December 27, 2008 2008 2007 2006

Net revenues . . . . . . . . . . . . . . . . . . . . . . . . . . .   $37,586 $38,334 $35,382

Cost of sales . . . . . . . . . . . . . . . . . . . . . . . . . . .    16,742   18,430   17,164

Gross margin. . . . . . . . . . . . . . . . . . . . . . . . . . .  $20,844 $19,904 $18,218

   When the amount of gross profit is expressed as a percentage of the sales amount, 

the resulting gross profit ratio (or gross margin ratio) is an especially important 

statistic for managers of merchandising firms. The calculation of the gross profit ratio 

for Intel Corporation for 2008 is illustrated in Exhibit 9-3. 

  Because the gross profit ratio is a measure of the amount of each sales dollar 

that is available to cover operating expenses and profit, one of its principal uses by 

the manager is to estimate whether the firm is operating at a level of sales that will 

lead to profitability in the current period. The manager knows from experience that 

if the firm is to be profitable, a certain gross profit ratio and level of sales must be 

achieved. Sales can be determined daily from cash register tapes or sales invoice 

records, and that amount then can be multiplied by the estimated gross profit ratio 

to determine the estimated gross profit amount. This amount can be related to esti-

mated operating expenses to estimate the firm’s income from operations. In many 

cases just knowing the amount of sales is enough to be able to estimate whether the 

firm has reached profitability. This is especially true for firms that have virtually the 

same gross profit ratio for every item sold. However, if the gross profit ratio differs 

by class of merchandise (and it usually does), then the proportion of the sales of each 

class to total sales (the sales mix) must be considered when estimating total gross 

profit. For example, if Intel has a 70 percent gross profit ratio on microprocessors, 

chipsets, and motherboards, and a 40 percent gross profit ratio on networking and 

LO 3

Understand the 

significance of gross 

profit and how the 

gross profit ratio is 

calculated and used.

INTEL CORPORATION
Gross Profit Ratio—2008

(dollars in millions)

Net sales (or net revenues). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $37,586

Cost of goods sold (or cost of sales)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    16,742

Gross margin (or gross profi t). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $20,844

Gross profi t ratio � Gross profi t/Net sales

 � $20,844/$37,586

 � 55.5%

Exhibit 9-3

Gross Profit Ratio
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communications products, and the sales mix changes frequently, then the sales of 

both product categories must be considered to estimate total gross profit anticipated 

for any given month. 

    The gross profit ratio can be used to estimate cost of goods sold and ending 

inventory for periods in which a physical inventory has not been taken, as illustrated 

in Exhibit 9-4. This is the process used to estimate the amount of inventory lost in a 

fire, flood, or other natural disaster. Note that the key to the calculation is the estimated 

gross profit ratio. Many firms prepare quarterly (or monthly) income statements for 

internal reporting purposes and use this estimation technique to avoid the cost and 

business interruptions associated with an inventory count. 

  Another important use of the gross profit ratio is to set selling prices. If the 

manager knows the gross profit ratio required to achieve profitability at a given level 

of sales, the cost of the item can be divided by the complement of the gross profit 

ratio (or the cost of goods sold ratio) to determine the selling price. This is illustrated 

in Exhibit 9-5. Of course competitive pressures, the manufacturer’s recommended 

selling price, and other factors will also influence the price finally established, but the 

desired gross profit ratio and the item’s cost are frequently the starting points in the 

pricing decision. 

  The gross profit ratio required to achieve profitability will vary among firms as a re-

sult of their operating strategies. For example, a discount store seeks a high sales volume 

and a low level of operating expenses, so a relatively low gross profit ratio is accepted. 

A boutique, on the other hand, has a relatively low sales volume and higher operating 

expenses and needs a relatively high gross profit ratio to achieve profitability. 

  Even though gross profit and the gross profit ratio are widely used internally by 

the managers of the firm, many companies do not present gross profit as a separate 

item in their published income statements. However, cost of goods sold usually is 

Assumptions:
A fi rm expects to have a gross profi t ratio of 30% for the current fi scal year. Beginning 

inventory is known because it is the amount of the physical inventory taken at the end 

of the prior fi scal year. Net sales and net purchases are known from the accounting 

records of the current fi scal period.

 Here is the model (with assumed known data entered):

Net sales . . . . . . . . . . . . . . . . . . . . . . .  $100,000 100%

Cost of goods sold:

 Beginning inventory  . . . . . . . . . . . . .  $  19,000

 Net purchases . . . . . . . . . . . . . . . . .      63,000

 Cost of goods available for sale . . . .  $  82,000

 Less: Ending inventory . . . . . . . . . . .          ?      

 Cost of goods sold  . . . . . . . . . . . . .  $      ?      

Gross profi t  . . . . . . . . . . . . . . . . . . . . .  $      ?       30%

Calculation of estimated ending inventory:
 Gross profi t � 30% � $100,000 � $30,000

 Cost of goods sold � $100,000 � $30,000 � $70,000

 Ending inventory � $82,000 � $70,000 � $12,000

Exhibit 9-4

Using the Gross 

Profit Ratio to Estimate 

Ending Inventory and 

Cost of Goods Sold
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350 Part 1 Financial Accounting

shown as a separate item. Thus the user of the income statement can make the calcula-

tion for comparative and other evaluation purposes. 

     Operating Expenses 

 The principal categories of other  operating expenses  frequently reported on the in-

come statement are

   Selling expenses.  

  General and administrative expenses.  

  Research and development expenses.  

   These categories can be combined in a variety of ways for financial reporting 

purposes. For instance, Intel uses two principal categories: “Research and develop-

ment” and “Marketing, general, and administrative” expenses. 

  The financial statement footnotes will sometimes provide detailed disclosure of 

the nature and amount of expense items that are combined with others in the income 

statement. However, management often reports certain operating expenses as separate 

items to highlight their significance. Common examples include repairs and mainte-

nance, research and development, and advertising. Total depreciation and amortiza-

tion expense is frequently reported as a separate item on the income statement (or 

disclosed in the explanatory notes) because these expenses do not result in the dis-

bursement of cash. The total of depreciation and amortization expense also appears in 

the statement of cash flows, as will be illustrated later in this chapter. Note that Intel 

includes a separate line item for restructuring and asset impairment charges (discussed 

on pages 717–719 in the notes to the consolidated financial statements in Intel’s an-

nual report in the appendix). 

   Income from Operations 

 The difference between gross profit and operating expenses represents  income from 
operations  (or  operating income ), as shown in the following partial income state-

ment from Exhibit 9-1:

LO 4

Understand the prin-

cipal categories and 

components of “other 

operating expenses” 

and how these items 

are reported on the 

income statement.

Assumption:
A retail store’s cost for a particular carpet is $8 per square yard. What selling price per 

square yard should be established for this product if a 20% gross profi t ratio is desired?

Selling price � Cost of product/(1� Desired gross profi t ratio)

 � $8/(1 − 0.2)

 � $10

Proof:
 Calculated selling price  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $10 per square yard

 Cost of product. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      8 per square yard

 Gross profi t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  2 per square yard

Gross profi t ratio � Gross profi t/Selling price

 � $2/$10

 � 20%

Exhibit 9-5

Using Desired Gross 

Profit Ratio to Set 

Selling Price
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         Although only an intermediate subtotal on the income statement, income from 

operations is frequently interpreted as the most appropriate measure of management’s 

ability to utilize the firm’s operating assets. Income from operations normally excludes 

the effects of interest expense, interest income, gains and losses, income taxes, and 

other nonoperating transactions. Thus many investors prefer to use income from oper-

ations data (rather than net income data) to make a “cleaner” assessment of the firm’s 

profitability trend. As discussed in Chapter 3, income from operations is frequently 

used in the return on investment calculation, which relates operating income to aver-

age operating assets. 

  Although operating income is commonly used as a proxy for net income, investors 

must pay careful attention to the items that are included in the determination of this 

important subtotal. In recent years, for example, many firms have reported items such 

as “restructuring charges” and “asset impairment losses” as operating expenses be-

cause the corporate downsizing efforts that lead to such write-offs have been occurring 

more frequently. Yet other firms report these items in the “other income and expenses” 

category, which is shown as a  nonoperating  item. Of course it also is permissible (and 

quite common) to simply subtract total expenses from total revenues to arrive at net 

income without indicating a separate amount for income from operations. 

  Managers of firms that do not report income from operations as a separate item believe 

that other income and expense items (such as gains and losses) should receive as much 

attention in the evaluation process as revenues and expenses from the firm’s principal 

operations. After all, nonoperating items do exist and do affect overall profitability. There 

is no single best presentation for all firms; this is another area in which the accountant’s 

judgment is used to select among equally acceptable financial reporting alternatives. 

   Other Income and Expenses 

 Other income and expenses are reported after income from operations. These nonop-

erating items include interest expense, interest income, gains, and losses. 

  Interest expense is the item of other income and expenses most frequently identi-

fied separately. Most financial statement users want to know the amount of this expense 

because it represents a contractual obligation that cannot be avoided. As discussed in 

Chapter 7, interest expense is associated with financial leverage. The more a firm bor-

rows, the more interest expense it incurs, and the higher its financial leverage.   Although 

INTEL CORPORATION
Consolidated Statements of Income

(dollars in millions)

Three Years Ended December 27, 2008 2008 2007 2006

Net revenues  . . . . . . . . . . . . . . . . . . . . . . . . . .  $37,586 $38,334 $35,382

Cost of sales . . . . . . . . . . . . . . . . . . . . . . . . . . .  $16,742 $18,430 $17,164

Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . .  20,844 19,904 18,218
Research and development . . . . . . . . . . . . . . . .  5,722 5,755 5,873

Marketing, general, and administrative. . . . . . . .  5,458 5,417 6,138

Restructuring and asset impairment charges . . .  710 516 555

Operating expenses  . . . . . . . . . . . . . . . . . . . .  $11,890 $11,688 $12,566

Operating income  . . . . . . . . . . . . . . . . . . . . . .  $  8,954 $  8,216 $  5,652

LO 5

Understand what 

“income from 

operations” includes 

and why this income 

statement subtotal is 

significant to managers 

and financial analysts.

mar27068_ch09_338-385.indd   351mar27068_ch09_338-385.indd   351 11/12/09   9:42:44 AM11/12/09   9:42:44 AM
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this may lead to a greater ROE for stockholders, it also increases the riskiness of their 

investment. 

  Interest income earned from excess cash that has been temporarily invested is not 

ordinarily subtracted from interest expense. Interest income is reported as a separate 

item if it is material in amount relative to other nonoperating items. The full disclosure 

principle is applied to determine the extent of the details reported in this section of the 

income statement. Significant items that would facilitate the reader’s understanding 

of net income or loss are separately identified, either in the statement itself or in the 

footnotes. Items that are not significant are combined in an “other” or “miscellaneous” 

category. Examples of nonoperating gains or losses are those resulting from litigation, 

the sale or disposal of depreciable assets (including plant closings), and inventory obso-

lescence losses; also shown here are items that are unusual or infrequent, but not both. 

  Income before Income Taxes and Income Tax Expense 

 The income statement usually has a subtotal labeled “ Income before income taxes ,” 

followed by the caption “Income taxes” or “Provision for income taxes” and the amount 

of this expense. Some income statements do not use the “Income before income taxes” 

caption; income taxes are simply listed as another expense in these statements. There 

will be a footnote disclosure of the details of the income tax expense calculation because 

this is required by generally accepted accounting principles. 

2. What does it mean to look at the trend of the major subtotals on an income 

statement?QWhat Does
It Mean?
Answer  on 
page  368

  Net Income and Earnings per Share 

 Net income (or net loss), sometimes called the bottom line, is the arithmetic sum of 

the revenues and gains minus the expenses and losses. Because net income increases 

retained earnings, which usually is a prerequisite to dividends, stockholders and poten-

tial investors are especially interested in net income. Reinforce your understanding of 

information presented in the income statement by referring again to Exhibit 9-1 and by 

studying the structure of income statements in other annual reports you may have. 

  To facilitate interpretation of net income (or loss), it also is reported on a per share 

of common stock basis. Reported are  basic earnings per share  and, if the firm has 

issued stock options or convertible securities (long-term debt or preferred stock that is 

convertible into common stock),  diluted earnings per share . Basic EPS and diluted 

EPS (if appropriate) are presented both for income from continuing operations or in-

come before extraordinary items (discussed later in this chapter) and for net income. 

Basic earnings per share is calculated by dividing net income by the average number 

of shares of common stock outstanding during the year. Two principal complications 

in the calculation should be understood. First, a weighted-average number of shares 

of common stock is used. This is sensible because if shares are issued early in the 

year, the proceeds from their sale have been used longer in the income-generating 

process than the proceeds from shares issued later in the year. The weighting basis 

usually used is the number of months each block of shares has been outstanding. The 

weighted-average calculation is illustrated in Exhibit 9-6. 

LO 6

Understand the 

components of the 

earnings per share 

calculation and the 

reasons for some of 

the refinements made in 

that calculation.
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  The other complication in the EPS calculation arises when a firm has preferred stock 

outstanding. Remember that preferred stock is entitled to its dividend before dividends 

can be paid on common stock. Because of this prior claim to earnings, the amount of 

the preferred stock dividend requirement is subtracted from net income to arrive at the 

numerator in the calculation of earnings per share of common stock outstanding. Recall 

that dividends are not expenses, so the preferred stock dividend requirement is not shown 

as a deduction in the income statement. To illustrate the basic EPS calculation, assume 

that Cruisers, Inc., had net income of $1,527,000 for the year ended August 31, 2010, 

and had 80,000 shares of a 7%, $50 par value preferred stock outstanding during the 

year. Using the weighted-average number of shares of common stock outstanding from 

Exhibit 9-6, the earnings per share of common stock would be calculated as follows: 

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $1,527,000

Less preferred stock dividend requirement 

 (7% � $50 par value � 80,000 shares outstanding)  . . .       280,000

Net income available for common stock  . . . . . . . . . . . . . .  $1,247,000

Basic earnings 

per share of 

common stock outstanding

�   

Net income available for 

common stock    ______________________________   
Weighted-average number of shares of 

common stock outstanding

  

� $1,247,000/224,167

� $5.56

 Because of their significance, earnings per share amounts are reported on the income 

statement just below the amount of net income. 

  As stated previously, in addition to the basic earnings per share, a firm may be required 

to report  diluted earnings per share . If the firm has issued long-term debt or preferred stock 

Assumptions:
On September 1, 2010, the beginning of its fi scal year, Cruisers, Inc., had 200,000 

shares of common stock outstanding.

On January 3, 2011, 40,000 additional shares were issued for cash.

On June 25, 2011, 15,000 shares of common stock were acquired as treasury stock 

(and are no longer outstanding).

Weighted-average calculation:
 Number of Number of Shares 
Period Months Outstanding Months � Shares

9/1–1/3. . . . . . . . .  4 200,000 800,000

1/3–6/25. . . . . . . .  6 240,000 1,440,000

6/25–8/31 . . . . . .    2   225,000     450,000

Totals  . . . . . . . . . .  12  2,690,000

Weighted-average number of shares outstanding � 2,690,000 /12

 � 224,167

Exhibit 9-6

Weighted-Average 

Shares Outstanding 

Calculation

mar27068_ch09_338-385.indd   353mar27068_ch09_338-385.indd   353 11/12/09   9:42:45 AM11/12/09   9:42:45 AM
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that is convertible into common stock, it is possible that the conversion of the debt or pre-

ferred stock could reduce basic earnings per share of common stock outstanding. This can 

happen because the increase in net income available for common stock (if interest expense 

is reduced, or preferred dividends are not required) is proportionately less than the number 

of additional common shares issued in the conversion. If a firm has a stock option plan 

(see Chapter 10), the issuance of additional shares pursuant to the plan has the potential of 

reducing basic earnings per share. Other incentive and financing arrangements may also 

require issuance of additional shares, which may similarly decrease basic earnings per 

share. The reduction in basic earnings per share of common stock is referred to as dilution. 
The effect of the potential dilution is reported on the income statement by showing diluted 

earnings per share of common stock as well as basic earnings per share. Intel’s diluted 

earnings per share of $0.92 for 2008 represented a potential dilution of just $0.01 per share 

due to the potentially dilutive effects of employee equity incentive plans and convertible 

debt. Refer to pages 687 and 731 in Intel’s annual report in the appendix for details. 

  The income statement presentation of net income and EPS follows. Data are from the 

previous Cruisers, Inc., illustrations, which have no discontinued operations or extraordi-

nary items. Note that the diluted earnings per share amount is assumed for illustration: 

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $1,527,000

Basic earnings per share of common stock   . . . . . . . . . . .  $     5.56

Diluted earnings per share of common stock. . . . . . . . . . .  $     4.98

 If there are any unusual items on the income statement (discussed later in this 

chapter), the per share amount of each item is disclosed, and EPS is the sum of EPS 

before the unusual items and the per share amounts of the unusual items. This is done 

for both basic and diluted EPS data.

3. What does it mean when earnings per share are subject to dilution?QWhat Does
It Mean?
Answer  on 
page  368

   Income Statement Presentation Alternatives 

 There are two principal alternative presentations of income statement data: the single-
step format and the multiple-step format. These are illustrated in Exhibit 9-7 using 

hypothetical data for Cruisers, Inc., for fiscal years 2010 and 2011. (Examples of the 

unusual items that may appear on the income statement will be discussed in the next 

section of this chapter and illustrated in Exhibit 9-8.) 

  You may notice an inconsistency in the use of parentheses in the single-step and 

multiple-step formats in Exhibit 9-7. No parentheses are used in the single-step format; 

the user is expected to know by reading the captions which items to add and which to 

subtract in the calculation of net income. In the multiple-step format the caption for 

“Other income (expense)” indicates that in this section of the statement, items without 

parentheses are added and items in parentheses are subtracted. In other parts of the state-

ment, the caption indicates the arithmetic operation. With either format, the statement 

reader must be alert to make sense of the information presented in the statement. 

LO 7

Understand the 

alternative income 

statement presentation 

models.
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   I. Single-step format: 

CRUISERS, INC., AND SUBSIDIARIES
Consolidated Income Statement

For the Years Ended August 31, 2011 and 2010
(000 omitted)

 2011 2010

Net sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $77,543 $62,531

Cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  48,077 39,870

Selling expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  13,957 10,590

General and administrative expenses . . . . . . . . . . . . . . . . .  9,739 8,191

Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,378 2,679

Other income (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         385        193

Income before taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  2,777 $  1,394

Provision for income taxes  . . . . . . . . . . . . . . . . . . . . . . . . .       1,250         630

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  1,527 $     764

Basic earnings per share of common stock  . . . . . . . . . . . .  $    5.56 $    2.42

     II. Multiple-step format: 

CRUISERS, INC., AND SUBSIDIARIES
Consolidated Income Statement

For the Years Ended August 31, 2011 and 2010
(000 omitted)

 2011 2010

Net sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $77,543 $62,531

Cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    48,077   39,870

 Gross profi t. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $29,466 $22,661

Selling, general, and administrative expenses . . . . . . . . . . .    23,696   18,781

 Income from operations  . . . . . . . . . . . . . . . . . . . . . . . . .  $  5,770 $  3,880

Other income (expense):

 Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (3,378) (2,679)

 Other income (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         385        193

 Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  2,777 $  1,394

Provision for income taxes  . . . . . . . . . . . . . . . . . . . . . . . . .      1,250        630

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  1,527 $     764

Basic earnings per share of common stock  . . . . . . . . . . . .  $    5.56 $    2.42

The principal difference between these two formats is that the multiple-step format provides subtotals for gross profit 

and income from operations. As previously discussed, each of these amounts is useful in evaluating the performance 

of the firm, and proponents of the multiple-step format believe that it is appropriate to highlight these amounts.

    The gradual trend during the past several decades has been for more companies 

to use the multiple-step income statement format. A survey of the year 2007 annual 

reports of 600 publicly owned industrial and merchandising companies indicated that 

only 94 companies continued to use the single-step format (as compared to 168 com-

panies in the 1997 survey, 259 in 1987, and 351 in 1977).   3    This trend apparently 

Exhibit 9-7

Income Statement 

 Format Alternatives

3 AICPA, Accounting Trends and Techniques (New York, 2008, 1998, 1988, and 1978), Table 3-2.
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reflects the increasing complexity of business activities and the demand for more 

detailed information. 

   Unusual Items Sometimes Seen on an Income Statement 

 One way investors and potential investors use the income statement is to predict 

probable results of future operations from the results of current operations. Nonre-

curring transactions that affect the predictive process are highlighted and reported 

separately from the results of recurring transactions. The reporting of unusual items 

also facilitates users’ comparisons of net income for the current year with that 

of prior years. Two frequently encountered unusual items relate to discontinued 

operations and extraordinary items. Other captions sometimes seen on an income 

statement relate to the cumulative effect of a change in the application of an ac-

counting principle (for years prior to 2006) or to the noncontrolling (minority) 

interest in earnings of subsidiaries.  When any of these items affects income tax 
expense, the amount disclosed in the income statement is the amount of the item net 
of the income tax effect . Each of these unusual items is discussed in the following 

paragraphs. 

  Discontinued operations.   When a segment, or major portion of a business, is 

disposed of, it is appropriate to disclose separately the impact that the discontinued 

operation has had on the current operations of the firm, as well as its impact on any 

previous year results that are shown for comparative purposes. This separate disclo-

sure is made to help users of the financial statements understand how future income 

statements may differ because the firm will be operating without the disposed busi-

ness segment. This is accomplished by reporting the income or loss, after income 

taxes, of the discontinued operation separately after a subtotal amount labeled  income 
from continuing operations . (Income from continuing operations is the income after 

income taxes of continuing operations.) By reporting discontinued operations as a 

separate item, net of taxes, all of the effects of the discontinued business segment are 

excluded from the revenues, expenses, gains, and losses of continuing operations. This 

presentation is illustrated in Exhibit 9-8. Note that earnings per share data are also 

reported separately for discontinued operations. If Cruisers, Inc., had issued dilutive 

securities or stock options, the impact of the discontinued operations on diluted EPS 

data would also have been reported. 

4. What does it mean when income or loss from discontinued operations is shown 

in the income statement?QWhat Does
It Mean?
Answer  on 
page  368

   Extraordinary items.   A transaction that is unusual in nature and occurs infre-

quently qualifies for reporting as an  extraordinary item  if the amount involved has 

a significant after-tax income statement effect. The reason for such separate reporting 

is to emphasize that the item is extraordinary and that the income statements for sub-

sequent years are not likely to include this kind of item. Examples of extraordinary 

items are pension plan terminations, some litigation settlements, and utilization of tax 

loss carryforwards. 

LO 8

Understand the 

meaning and 

significance of each of 

the unusual items that 

may appear on the 

income statement.
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 A wide variety of financial statement presentation alternatives for “unusual items” is encountered 

in practice, depending on the specific combination of items reported by any given company. 

Do not attempt to memorize the language used in Exhibit 9-8 to describe these nonrecurring 

items. Instead focus on the nature of each item and consider why it is reported after income 

from operations. Study

Suggestion

 Under either the single-step or multiple-step format (see Exhibit 9-7), the “Income 

before taxes” caption would be shown as “Income from continuing operations before 

taxes,” and the rest of the income statement would appear as follows: 

 2011 2010

Income from continuing operations before taxes. . . . . . . . .  $ 2,777 $1,394

Provision for income taxes  . . . . . . . . . . . . . . . . . . . . . . . . .     1,250      630

Income from continuing operations . . . . . . . . . . . . . . . . . . .  $ 1,527 $   764

Discontinued operations, net of income taxes:

 Loss from operations  . . . . . . . . . . . . . . . . . . . . . . . . . . .  (162) (122)

 Loss on disposal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         (79)         —

Loss from discontinued operations . . . . . . . . . . . . . . . . . . .  $   (241)      (122)

Earnings before extraordinary item  . . . . . . . . . . . . . . . . . . .  $ 1,286 $   642

Extraordinary item:

 Gain on termination of pension plan, net of income taxes          357         —

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 1,643 $   642

Basic earnings per share of common stock outstanding:

 Continuing operations . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   5.56 $  2.42

 Discontinued operations:. . . . . . . . . . . . . . . . . . . . . . . . . 

  Loss from operations. . . . . . . . . . . . . . . . . . . . . . . . . .  (0.72) (0.61)

  Loss on disposal . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (0.35) —

  Extraordinary item. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       1.59         —

  Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   6.08 $  1.81

Exhibit 9-8

 Income Statement 

Presentation of Unusual 

Items (continued from 

Exhibit 9-7) 

  When an extraordinary item is reported, basic and diluted (if applicable) earnings 

per share of common stock outstanding are reported for income before the extraordi-

nary item, for the extraordinary item, and for net income (after the extraordinary item). 

This presentation is also illustrated in Exhibit 9-8 for basic EPS (it is assumed that 

Cruisers, Inc., has no dilutive securities or stock options). 

     Noncontrolling interest in earnings of subsidiaries.   As explained in Chapters 7 

and 8, the financial statements of a subsidiary are consolidated with those of the par-

ent even though the parent owns less than 100 percent of the stock of the subsidiary. 

The consolidated income statement includes all of the revenues, expenses, gains, and 

losses of the subsidiary. However, only the parent company’s equity in the subsidiary’s 

earnings should be included in the bottom line, net income attributable to (parent 
company name) caption (sometimes referred to as net income attributable to control-
ling interest). The amount of net income attributable to noncontrolling interest 
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must also be clearly identified and presented on the face of the consolidated income 

statement, and is normally subtracted from net income as follows: 

   Revenues

  � Expenses  

� Net income  

� Net income attributable to noncontrolling interest  

� Net income attributable to (parent company name)  

 Earnings-per-share amounts reported in consolidated financial statements continue to 

be based on amounts attributable to the parent. 

      Statement of Cash Flows 
   Content and Format of the Statement 

 The  statement of cash flows  is a required financial statement that illustrates how 

accounting evolves to meet the requirements of users of financial statements. The 

importance of understanding the cash flows of an entity has been increasingly empha-

sized over the years. The accrual basis income statement is not designed to present 

cash flows from operations, and except for related revenues and expenses, it shows no 

information about cash flows from investing and financing activities. 

  The primary purpose of the statement of cash flows is to provide relevant infor-

mation about the cash receipts and cash payments of an enterprise during a period.   4    

The statement shows why cash (including short-term investments that are essentially 

equivalent to cash) changed during the period by reporting net cash provided or used 

by operating activities, investing activities, and financing activities. 

  Cash flows from operating activities.   There are two alternative approaches to 

presenting the operating activities section of the statement of cash flows: the  direct 
method presentation  and the  indirect method presentation . The direct method involves 

listing each major class of cash receipts transactions and cash disbursements transac-

tions for each of the three activity areas. The operating activity transactions include 

cash received from customers, cash paid to merchandise or raw material suppliers, 

cash paid to employees for salaries and wages, cash paid for other operating expenses, 

cash payments of interest, and cash payments for taxes. A direct method statement 

of cash flows is illustrated in Section I of Exhibit 9-9.  Notice that under the direct 
method, each of the captions reported on the statement explains how much cash was 
received or paid during the year for that item . For this reason the FASB standard 

encourages enterprises to use the direct method. 

  The indirect method explains cash flows from operating activities by explaining 

the change in each noncash operating account in the balance sheet. A statement of cash 

flows prepared this way shows net income as the first source of operating cash. How-

ever, net income is determined on the accrual basis and must be adjusted for revenues 

and expenses that do not affect cash. The most significant noncash income statement 

LO 9

Understand the 

purpose and general 

format of the statement 

of cash flows.
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Understand the 

difference between 

the direct and indirect 
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cash flows from 

operating activities.

4 FASB, Statement of Financial Accounting Standards No. 95, “Statement of Cash Flows” (Stam-

ford, CT, 1987), para. 4. Copyright © by the Financial Accounting Standards Board, High Ridge Park, 

Stamford, CT 06905, U.S.A. Quoted with permission. Copies of the complete document are available 

from the FASB.
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CRUISERS, INC., AND SUBSIDIARIES
Consolidated Statements of Cash Flows

For the Years Ended August 31, 2011 and 2010
(000 omitted)

 2011 2010
Cash Flows from Operating Activities:
 Cash received from customers  . . . . . . . . . . . . . . . . . . . .  $  14,929 $  13,021

 Cash paid to suppliers . . . . . . . . . . . . . . . . . . . . . . . . . . .  6,784 8,218

 Payments for compensation of employees  . . . . . . . . . . .  2,137 1,267

 Other operating expenses paid  . . . . . . . . . . . . . . . . . . . .  1,873 1,002

 Interest paid. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  675 703

 Taxes paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        1,037          532

 Net cash provided by operating activities. . . . . . . . . . . . .  $     2,423 $     1,299

Cash Flows from Investing Activities:
 Proceeds from sale of land  . . . . . . . . . . . . . . . . . . . . . . .  $         — $       200

 Investment in plant and equipment  . . . . . . . . . . . . . . . . .      (1,622)     (1,437)

 Net cash used for investing activities . . . . . . . . . . . . . . . .  $   (1,622) $   (1,237)

Cash Flows from Financing Activities:
 Additional long-term borrowing  . . . . . . . . . . . . . . . . . . . .  $       350 $        180

 Payment of long-term debt  . . . . . . . . . . . . . . . . . . . . . . .  (268) (53)

 Purchase of treasury stock  . . . . . . . . . . . . . . . . . . . . . . .  (37) (26)

 Payment of dividends on common stock. . . . . . . . . . . . .         (363)        (310)

 Net cash used for financing activities . . . . . . . . . . . . . . . .  $     (318) $       (209)

Increase (decrease) in cash . . . . . . . . . . . . . . . . . . . . . . . . .  $       483 $     (147)

Cash balance, August 31, 2010 and 2009  . . . . . . . . . . . . .          276         423

Cash balance, August 31, 2011 and 2010  . . . . . . . . . . . . .  $       759 $       276

Reconciliation of Net Income and Net Cash Provided by Operating Activities:
 Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    1,390 $       666

 Add (deduct) items not affecting cash:

  Depreciation expense. . . . . . . . . . . . . . . . . . . . . . . . . .  1,063 882

  Gain on sale of land . . . . . . . . . . . . . . . . . . . . . . . . . . .  — (110)

  Increase in accounts receivable  . . . . . . . . . . . . . . . . . .  (30) (44)

  Increase in inventories  . . . . . . . . . . . . . . . . . . . . . . . . .  (21) (168)

  Increase in current liabilities  . . . . . . . . . . . . . . . . . . . . .  16 66

  Other (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .              5             7

Net cash provided by operating activities  . . . . . . . . . . . . . .  $    2,423 $    1,299

(continued)

I. Direct method: Exhibit 9-9

Statement of Cash 

Flows

item is usually total depreciation and amortization expense. Here are the effects of 

these transactions on the financial statements: 

Balance Sheet 

Assets � Liabilities � Owners’ equity

�  Accumulated
Depreciation

�  Intangible
Asset

Income Statement

←Net income � Revenues � Expenses

 �  Depreciation
Expense

 �  Amortization
Expense
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        The entries to record these items are: 

Dr. Depreciation Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

   Cr. Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . xx

Dr.  Amortization Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

   Cr. Intangible Asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

   Because the depreciation and amortization expense amounts do not affect cash, these 

items are added back to net income to determine more accurately the amount of cash 

generated from operations. Other income statement items that need to be considered 

in a similar way include

•    Income tax expense not currently payable (that is, deferred income taxes 

resulting from temporary differences in the recognition of revenues and 

expenses for book and tax purposes).  

Exhibit 9-9

(concluded) CRUISERS, INC., AND SUBSIDIARIES
Consolidated Statements of Cash Flows

For the Years Ended August 31, 2011 and 2010
(000 omitted)

 2011 2010
Cash Flows from Operating Activities:
 Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   1,390 $     666

 Add (deduct) items not affecting cash:

  Depreciation expense. . . . . . . . . . . . . . . . . . . . . . . . . .  1,063 882

  Gain on sale of land . . . . . . . . . . . . . . . . . . . . . . . . . . .  — (110)

  Increase in accounts receivable  . . . . . . . . . . . . . . . . . .  (30) (44)

  Increase in inventories  . . . . . . . . . . . . . . . . . . . . . . . . .  (21) (168)

  Increase in current liabilities  . . . . . . . . . . . . . . . . . . . . .  16 66

  Other (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .               5              7

Net cash provided by operating activities  . . . . . . . . . . . . . .  $     2,423 $    1,299

Cash Flows from Investing Activities:
 Proceeds from sale of land  . . . . . . . . . . . . . . . . . . . . . . .  $         — $     200

 Investment in plant and equipment  . . . . . . . . . . . . . . . . .      (1,622)    (1,437)

 Net cash used for investing activities . . . . . . . . . . . . . . . .  $  (1,622) $ (1,237)

Cash Flows from Financing Activities:
 Additional long-term borrowing  . . . . . . . . . . . . . . . . . . . .  $      350 $     180

 Payment of long-term debt  . . . . . . . . . . . . . . . . . . . . . . .  (268) (53)

 Purchase of treasury stock  . . . . . . . . . . . . . . . . . . . . . . .  (37) (26)

 Payment of dividends on common stock. . . . . . . . . . . . .         (363)       (310)

 Net cash used for financing activities . . . . . . . . . . . . . . . .  $     (318) $    (209)

Increase (decrease) in cash . . . . . . . . . . . . . . . . . . . . . . . . .  $      483 $    (147)

Cash balance, August 31, 2010 and 2009  . . . . . . . . . . . . .          276        423

Cash balance, August 31, 2011 and 2010  . . . . . . . . . . . . .  $      759 $     276

 II. Indirect method: 
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•   Gains or losses on the sale or abandonment of assets. The proceeds from the 

sale, not the gain or loss, affect cash. Losses are added back to net income, 

and gains are subtracted from net income. The sale proceeds are reported as 

an investing activity, as described later.  

•   Increases (or decreases) to interest expense that result from the amortization 

of discount (or premium) on bonds payable. Discount amortization is added 

back to net income, and premium amortization is subtracted from net income.    

  Changes in the noncash operating accounts must also be shown. Thus increases in 

current assets and decreases in current liabilities are reported as operating uses of cash. 

Conversely, decreases in current assets and increases in current liabilities are reported 

as operating sources of cash. An indirect method statement of cash flows is illustrated 

in Section II of Exhibit 9-9. 

  Note that the difference between the two methods is only in the presentation of 

cash flows from operating activities. When the direct method format is used, a sepa-

rate schedule is required to reconcile net income reported on the income statement 

with net cash provided by operating activities. This reconciliation is in the form of 

the indirect method presentation of net cash provided by operating activities. A sur-

vey of the annual reports of 600 publicly owned merchandising and manufacturing 

companies for the year 2007 indicated that 594 firms used the indirect method presen-

tation, whereas only 6 companies used the direct method presentation.   5    Business in 

Practice—Understanding Cash Flow Relationships: Indirect Method explains the cash 

flow relationships under the indirect method in more detail. 

 In a consolidated statement of cash flows reporting a noncontrolling interest, the 

top portion of the operating activities section is modified as follows:

    Net income attributable to common shareholders

� Net income attributable to noncontrolling interest

� Net income

   Cash flows from investing and financing   activities. Investing activities relate 

primarily to the purchase and sale of noncurrent assets. Cash is often used for the ac-

quisition of assets such as land, buildings, or equipment during the year (these invest-

ments are sometimes called capital additions). Investments in debt or equity securities 

of other entities are also shown as investing uses. Likewise, cash received from the sale 

of noncurrent assets is shown as an investing source of cash. The lending of money and 

subsequent collection of loans are considered investing activities as well. 

  Financing activities relate primarily to changes during the year in nonoperating 

liabilities (such as bonds payable) and in owners’ equity accounts other than net in-

come (loss), which is treated as an operating activity. Thus the issuance of bonds or 

common stock will result in a financing source of cash, and the retirement of bonds 

will be reported as a financing use. Cash dividends and treasury stock transactions also 

are reported as financing activities because they affect owners’ equity. 

    Interpreting the Statement of Cash Flows 

 The statement of cash flows focuses on cash receipts and cash payments during the 

period, so the first question to be answered is “Did the company’s cash balance in-

crease or decrease during the period?” The answer is usually found near the bottom 

LO 11
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5 AICPA, Accounting Trends and Techniques (New York, 2008), Table 6-2.
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362 Part 1 Financial Accounting

of the statement. In the annual report of a publicly owned corporation, comparative 

statements for the most recent and prior two years will be presented, and the change 

in each of the years can be noted. If the change in the cash balance during a year has 

been significant (for example, more than 10 percent of the beginning cash balance), 

the financial statement user will try to understand the reasons for the change by fo-

cusing on the relative totals of each of the three categories of cash flows—operating 

activities, investing activities, and financing activities. Even if the change in the cash 

balance during a year is not significant, the relationship between these broad catego-

ries will be observed. 

  A firm should have a positive cash flow provided by operating activities. If op-

erating activities do not generate cash, the firm will have to seek outside funding to 

finance its day-to-day activities, as well as its investment requirements. Although 

negative cash flow from operating activities might apply to a firm just starting up, it 

would be a sign of possible financial weakness for a mature company. 

Business in 

Practice

 Understanding Cash Flow Relationships: Indirect Method 

 As indicated by the AICPA study, most firms report the statement of cash flows using the indirect 

method. The primary reason for this preference is that no separate accounting procedures are 

needed for companies to accumulate cash flow data when the indirect method is used. The 

statement of cash flows normally is prepared using balance sheet and income statement data 

and other information readily available from the company’s accounting records. However, the 

operating activities information reported under the direct method is not so readily determinable, 

and the cost of generating this information can be prohibitive. 

  The primary objective of the operating activities section of the statement of cash flows 

(indirect method) is to determine the net cash provided by operating activities. Although net 

income is determined on an accrual basis, it is ordinarily the most accurate proxy for operating 

cash flows and thus serves as the starting point in the calculation of this important amount. 

 Note, however, that none of the adjustments shown in the operating activities section (indirect 

method) explains how much cash was actually received or paid during the year!  The only operat-

ing activity items that convey independent meaning are the amounts shown for net income and 

net cash provided by operating activities. Review the operating activities section of Exhibit 9-9 

for the indirect method. Notice, for example, that accounts receivable increased during both 

years presented. Does this explain how much cash was received from the collection of accounts 

receivable during these years? (No, but the direct method shows these amounts.) Once you 

understand this, the adjustment process for the indirect method can be thought of in a rather 

mechanical fashion. 

  Net income is initially assumed to generate operating cash, and this assumption is then 

adjusted for the effects of noncash (or nonoperating) income statement items. As already ex-

plained, the amounts shown for depreciation and amortization expense will be added back to 

net income each year because cash is never paid for these expenses. Similar adjustments would 

be made to remove the effects of noncash revenues or to remove the effects of most nonop-

erating transactions included in net income (such as gains or losses from the sale of long-term 

assets). Once these income statement adjustments are made, the current (operating) accounts 

on the balance sheet must be analyzed to determine their effects on cash during the year. To 

simplify the analysis, assume that all changes in account balances from the beginning to the 

end of the year are attributable to cash transactions. For example, if inventory (a current asset) 

increased during the year, then cash must have decreased (to pay for the increase in inventory). 

The financial statement effect of this assumed transaction would be as shown in the horizontal 

model representation presented on the following page: 
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    Virtually all financially healthy firms have growth in revenues as a financial ob-

jective. This growth usually requires increasing capacity to manufacture or sell prod-

ucts or provide services. Thus a principal investing activity is the acquisition of plant 

and equipment. The total cash used for investing activities is compared to the total 

cash provided by operating activities. If cash provided by operating activities exceeds 

cash used for investing activities, the indication is that the firm is generating the cash it 

needs to finance its growth, and that is probably positive. If the cash used for investing 

activities exceeds the cash provided by operating activities, the difference will have 

to be provided by financing activities or come from the cash balance carried forward 

from the prior year. This is not necessarily negative because investment requirements 

in any one year may be unusually high. If, however, cash used for investing activi-

ties exceeds cash provided by operating activities year after year, and the difference 

is provided from financing activities, a question about the firm’s ability to generate 

additional funds from financing activities must be raised. 

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

� Inventory
� Cash

 The entry is:

Dr. Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

 Cr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

Likewise, if accounts payable (a current liability) increased during the year, then cash was not 

spent and the flow of cash thus increased, as illustrated by the following assumed transaction:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

� Cash �  Accounts
Payable

  The entry is: 

Dr. Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

 Cr. Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx

 In a similar way, decreases in current asset accounts are assumed to increase cash (for example, 

the collection of an accounts receivable), and decreases in current liability accounts are assumed 

to decrease cash (for example, the payment of an account payable). Of course these are only 

assumptions, but by assuming that cash is involved on the opposite side of every transaction, 

you will understand the nature of each of the adjustments made within the operating activities 

section of the statement of cash flows. 
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  Financing activities include the issue and repayment of debt, the sale of stock and 

purchase of treasury stock, and the payment of dividends on stock. For most compa-

nies, it would be desirable to have annual cash dividends covered by the excess of cash 

provided from operating activities over cash used for investing activities. 

  After the big picture of the entity’s cash flows has been obtained, it may be nec-

essary to look at the details of each category of cash flows for clues that will explain 

the overall change. For example, if cash flows provided by operating activities are 

less than cash used for investing activities or if operating cash flows are decreasing 

even though profits are increasing, accounts receivable and/or inventories may be 

increasing at a higher rate than sales. This is a signal that the firm may have liquidity 

problems that would not necessarily be reflected by the change in working capital, 

the current ratio, or the acid-test ratio. These liquidity measures include other items 

besides cash, and the firm’s inability to collect its accounts receivable and/or sell its 

inventory may artificially increase current assets and distort these relationships. Of 

course other interpretations of this same trend might also be possible, but the trend 

itself might not have been observed without a careful analysis of cash flow data. 

  The details of an entity’s investing activities frequently describe its growth strat-

egy. Besides investing in more plant and equipment, some firms acquire capacity 

by purchasing other companies or by investing in the securities of other companies. 

Occasionally a firm will sell some of its plant and equipment, in which case cash is 

provided. The reasons for and consequences of such a sale of assets are of interest to 

the financial statement user. 

  To illustrate these interpretation techniques, refer to Intel’s Consolidated State-

ments of Cash Flows on page 689 in the annual report in the appendix. Note that a 

large add-back is made to net income each year for depreciation because cash is not 

disbursed for this expense. Note also that the net cash provided by operating activities 

exceeded net income by a substantial amount for each of the three years presented. Net 

cash provided by operating activities also exceeded the cash used for investing activi-

ties in all three years—a relationship generally considered desirable. Intel invested 

considerable amounts in property, plant, and equipment each year, and its purchases 

of available-for-sale investments were more or less offset by the total maturities and 

sales of these items when considering the three-year period as a whole. Financing 

activities resulted in a net use of cash in all three years. The company’s repurchases 

and retirements of common stock have been significant as well. In relative terms, debt 

transactions have been immaterial. Cash dividends were paid in increasing amounts 

each year and exceeded 50% of net income for the first time in the company’s history 

in 2008. The overall picture for Intel is good; net cash provided by operating activi-

ties is covering all of the firm’s investing and financing requirements and is creating a 

surplus of cash for new investment opportunities. 

  The statement of cash flows provides useful information for owners, managers, 

employees, suppliers, potential investors, and others interested in the economic activi-

ties of the entity. This statement provides information that is difficult, if not impos-

sible, to obtain from the other three financial statements alone. 

5. What does it mean when the statement of cash fl ows shows a negative amount 

of cash provided by operating activities?

6. What does it mean when cash used for investing activities is greater than cash 

generated from operating activities?

QWhat Does
It Mean?
Answers  on 
page  368
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       Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e  to view a  
demonstration problem for this chapter. 

   Summary 

 This chapter has described the income statement and the statement of cash flows. 

The income statement summarizes the results of the firm’s profit-generating or loss-

 generating activities for a fiscal period. The statement of cash flows explains the 

change in the firm’s cash from the beginning to the end of the fiscal period by sum-

marizing the cash effects of the firm’s operating, investing, and financing activities 

during the period. 

    Revenues are reported at the beginning of the income statement. Revenues result 

from the sale of a product or the provision of a service, not necessarily from the re-

ceipt of cash. The revenues of most manufacturing and merchandising firms are called 

 sales . Net sales, which is gross sales minus sales returns and allowances and cash 

discounts, is usually the first caption of the income statement. Service entities will 

describe the source of their revenues (such as rental fees or consulting fees). 

  Expenses are subtracted from revenues in the income statement. A significant 

expense for many firms is cost of goods sold. The actual calculation of cost of goods 

sold is determined by the system used to account for inventories. With a perpetual 

inventory system, cost can be determined and recognized when a product is sold. With 

a periodic inventory system, cost of goods sold is calculated at the end of the fiscal 

period using beginning and ending inventory amounts and the purchases (or cost of 

goods manufactured) amount. Sometimes cost of goods sold is reported separately and 

subtracted from net sales to arrive at gross profit or gross margin in what is called a 

 multiple-step income statement presentation . Other firms will include cost of goods 

sold with operating expenses in a single-step income statement presentation. 

  Gross profit (or gross margin) is frequently expressed as a ratio. The gross profit 

ratio can be used to monitor profitability, set selling prices, and estimate ending inven-

tory and cost of goods sold. 

  Selling, general, and administrative expenses are the costs of operating the firm. 

They are deducted from gross profit to arrive at operating income, an important mea-

sure of management performance. 

  Interest expense is usually shown as a separate item in the other income and ex-

pense category of the income statement. Other significant gains or losses will also be 

identified. 

 Business 
on the 

Internet 

 In addition to the financial statements and annual report data, a wide array of other financial 

information is commonly provided on the Web sites of many large U.S.-based companies. Intel, 

for example, posts earnings releases, SEC filings, fundamental trading statistics, and information 

about its key investments in a user-friendly format. (See www.intel.com and click on Investor 

Relations at the bottom of the home page.) 
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366 Part 1 Financial Accounting

  Income before income taxes is frequently reported as a subtotal before income tax 

expense is shown because taxes are a function of all items reported to this point in the 

income statement. 

  Net income, or net earnings, is reported in total and on a per share of outstanding 

common stock basis. If there is potential dilution from convertible debt, convertible 

preferred stock, or stock options, diluted earnings per share will also be reported. 

  To facilitate users’ comparisons of net income with that of prior years and to provide 

a basis for future expectations, income or loss from discontinued operations and extraor-

dinary items are reported separately in the income statement and on a per share basis. 

  The statement of cash flows shows the change in cash during the year and reports cash 

provided from or used by operating activities, investing activities, and financing activities. 

  The determination of cash flows from operating activities is essentially a conver-

sion of the accrual accounting income statement to a cash basis income statement. 

The principal reasons net income doesn’t affect cash directly are that not all accounts 

receivable from sales are collected in the fiscal period of the sale and not all of the 

expenses reported in the income statement result in the disbursement of cash in the 

fiscal period in which the expenses are incurred. 

  Investing activities include purchases of plant and equipment, investments in other 

companies, loans made to other entities, and the sale or collection of these assets. 

  Financing activities include issuance and redemption of bonds and stock, includ-

ing treasury stock transactions, and cash dividends on stock. 

  There are two presentation formats for the statement of cash flows. The difference 

between the two is in the presentation of cash flows from operating activities. Most 

entities use the indirect method. 

  Interpretation of the statement of cash flows involves observing the relation-

ship between the three broad categories of cash flows (operating activities, investing 

activities, and financing activities) and the change in the cash balance for the year. It 

is desirable to have cash provided from operating activities that is equal to or greater 

than cash used for investing activities, although large investment requirements in any 

one year may cause a reduction in the beginning-of-the-year cash balance. Cash can 

also be raised from financing activities to offset large investment requirements. The 

detailed activities of each cash flow category will be reviewed to assess their effect on 

the overall cash position of the firm. The statement of cash flows provides important 

information that is not easily obtained from the other financial statements. 

  Refer to the income statement and statement of cash flows for Intel Corporation in 

the appendix, and to these statements in other annual reports you may have, to observe 

content and presentation alternatives. 

   Key Terms and Concepts 

    basic earnings per share (p. 352)    Net income available to common stockholders divided by the 

weighted average number of shares of common stock outstanding during the period. 

    cost of goods sold (p. 346)    Cost of merchandise sold during the period; an expense deducted 

from net sales to arrive at gross profit. 

    cost of goods sold model (p. 347)    The formula for calculating cost of goods sold by adding 

beginning inventory and purchases and subtracting ending inventory. 

    diluted earnings per share (p. 352)    An amount less than basic earnings per share that assumes 

that additional shares of common stock have been issued pursuant to convertible debt, convertible 

preferred stock, and/or stock option plans. 
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    dilution (p. 354)    The reduction in “earnings per share of common stock” that may occur if 

convertible securities are actually converted to common stock and/or if additional shares of 

common stock are issued pursuant to a stock option plan. 

    earned (p. 342)    A revenue recognition criterion that relates to completion of the revenue-

generating activity. 

    expenses (p. 345)    Outflows or other using up of assets or incurrences of liabilities during a period 

from delivering or producing goods, rendering services, or carrying out other activities that 

constitute the entity’s major operations. 

    extraordinary item (p. 356)    A gain or loss from a transaction that both is unusual in nature and 

occurs infrequently; it is reported separately in the income statement. 

    FOB destination (p. 344)    The shipping term that means that title passes from seller to buyer 

when the merchandise arrives at its destination. 

    FOB shipping point (p. 344)    The shipping term that means that title passes from seller to buyer 

when the merchandise leaves the seller’s premises. 

    freight collect (p. 344)    A freight payment alternative meaning that freight is payable when the 

merchandise arrives at its destination. 

    freight prepaid (p. 344)    A freight payment alternative meaning that freight is paid by the shipper. 

    gains (p. 344)    Increases in net assets from incidental transactions and other events affecting an 

entity during a period except those that result from revenues or investments by owners. 

    gross margin (p. 348)    Another term for  gross profit . 

    gross margin ratio (p. 348)    Another term for  gross profit ratio . 

    gross profit (p. 348)    The difference between net sales and cost of goods sold. Sometimes called 

 gross margin . 

    gross profit ratio (p. 348)    The ratio of gross profit to net sales. Sometimes called  gross margin ratio . 

    income before income taxes (p. 352)    An income statement subtotal on which income tax 

expense is based. 

    income from continuing operations (p. 356)    An income statement subtotal that is presented 

before income or loss from discontinued operations. 

    income from operations (p. 350)    The difference between gross profit and operating expenses. 

Also called  operating income . 

    inventory cost-flow assumption (p. 346)    The application of FIFO, LIFO, weighted-average, or 

specific identification procedures to determine the cost of goods sold. 

    inventory shrinkage (p. 346)    Inventory losses resulting from theft, deterioration, and record-

keeping errors. 

    losses (p. 346)    Decreases in net assets from incidental transactions and other events affecting an 

entity during a period except those that result from expenses or distributions to owners. 

    matching principle (p. 345)    The concept that expenses incurred in generating revenues should be 

“matched” against revenues earned during some period of time, usually one year, in determining 

net income or loss for the period. 

    multiple-step format (p. 354)    An income statement format that includes subtotals for gross 

profit, operating income, and income before taxes. 

          net income (p. 352)    The excess of revenues and gains over expenses and losses for a fiscal period. 

  net income attributable to noncontrolling interest (p. 357)    An income statement item 

representing the noncontrolling (minority) stockholders’ share of the earnings of a subsidiary that 

have been included in the consolidated income statement. 

    net income attributable to (parent company name) (p. 357)    Net income, less “net income 

attributable to noncontrolling interest” in the consolidated income statement: for example, “Net 

income attributable to Racers, Inc.” Sometimes referred to as  net income attributable to controlling 
interest . 

    net sales (p. 343)    Gross sales, less sales discounts and sales returns and allowances. 
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      operating expenses (p. 350)    Expenses, other than cost of goods sold, incurred in the day-to-day 

activities of the entity. 

    operating income (p. 350)    The difference between gross profit and operating expenses. Also 

referred to as  income from operations . 

    other income and expenses (p. 351)    An income statement category that includes interest expense, 

interest income, and gain or loss items not related to the principal operating activities of the entity. 

    percentage-of-completion method (p. 344)    A method of recognizing revenue based on the 

completion percentage of a long-term construction project. 

    purchase returns and allowances (p. 347)    Reductions in purchases from products returned to 

the supplier or adjustments in the purchase cost. 

    realization (p. 342)    A revenue recognition criterion that relates to the receipt of cash or a claim to 

cash in exchange for the product or service. 

    revenues (p. 340)    Inflows of cash or increases in other assets, or settlement of liabilities, during a 

period from delivering or producing goods, rendering services, or performing other activities that 

constitute the entity’s major operations. 

    sales (p. 343)    Revenues resulting from the sale of product. 

    sales mix (p. 348)    The proportion of total sales represented by various products or categories of 

products. 

    sales returns and allowances (p. 343)    Reductions in sales from product returns or adjustments in 

selling price. 

    shipping terms (p. 344)    The description of the point at which title passes from seller to buyer. 

    single-step format (p. 354)    An income statement format that excludes subtotals such as gross 

profit and operating income. 

    statement of cash flows (p. 358)    The financial statement that explains why cash changed during a fiscal 

period. Cash flows from operating, investing, and financing activities are shown in the statement. 

 

1.        It means that although net income is not the literal bottom line on the income 

statement, many financial statement users consider it the most important amount 

on the income statement. 

2.    It means that to have the “big picture” of the entity’s results, one must look at 

more than the amounts opposite one or two captions. It is especially important to 

be aware of unusual items that may appear on the income statement. 

3.    It means that additional shares of common stock may be issued because of the 

existence of convertible bonds, convertible preferred stock, or stock options. Issu-

ance of shares for these items could reduce earnings per share of common stock 

and the market value of the common stock. 

4.    It means that future income statements will not be affected by the results of the 

discontinued operations and that by highlighting this item it should be possible for 

a financial statement user to make adjustments when anticipating future results for 

the firm. 

5.    It means that the firm has not generated cash from its operations—a situation that 

should not exist for long. To keep operating, the firm will need to have generated 

cash from investing or financing activities and/or used cash on hand at the begin-

ning of the reporting period. 

6.    It means that during the year, the firm may have made some significant invest-

ments financed by creditors or owners and/or used cash on hand at the beginning 

of the reporting period. 

AA N S W E R S  T O

What Does 
It Mean?
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     Self-Study Material 

  Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter.  

  Matching I  Following are a number of the key terms and concepts introduced in 

the chapter, along with a list of corresponding definitions. Match the appropriate 

letter for the key term or concept to each definition provided (items 1–10). Note that 

not all key terms and concepts will be used. Answers are provided at the end of this 

chapter.

 a.   Revenues  

 b.   Realization  

 c.   Earned  

 d.   Sales  

 e.   Sales returns and allowances  

 f.   Net sales  

 g.   Shipping terms  

 h.   FOB destination  

 i.   FOB shipping point  

 j.   Freight prepaid  

 k.   Freight collect  

 l.   Gross profit (or gross margin)  

 m.   Gross profit ratio (or gross margin ratio)  

 n.   Sales mix  

 o.   Operating expenses  

 p.   Income from operations  

 q.   Gains  

 r.   Income before income taxes  

 s.   Net income  

 t.   Income before extraordinary items  

 1.       Reductions in sales from product returns or adjustments in selling price.  

 2.   A freight payment alternative meaning that freight is payable when the 

merchandise arrives at its destination.  

 3.   The difference between gross profit and operating expenses.  

 4.   The description of when title passes and whether buyer or seller is 

responsible for freight charges.  

 5.   The difference between net sales and cost of goods sold.  

 6.   A revenue recognition criterion that relates to the receipt of cash in 

exchange for the product or service.  

 7.   Increases in net assets from incidental transactions and other events 

affecting an entity during a period except those that result from revenues or 

investments by owners.  

 8.   The shipping term for passage of title from seller to buyer when the 

merchandise leaves the seller’s premises.  

 9.   Gross sales less sales discounts and sales returns and allowances.  

 10.   The shipping term for passage of title from seller to buyer when the 

merchandise arrives at its destination.  

   Matching II  Following are a number of the key terms and concepts introduced in 

the chapter, along with a list of corresponding definitions. Match the appropriate 

letter for the key term or concept to each definition provided (items 1–10). Note that 

not all key terms and concepts will be used. Answers are provided at the end of this 

chapter.  
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370 Part 1 Financial Accounting

  1.     The financial statement that explains why cash changed during the fiscal 

period.  

 2.   Inventory losses resulting from theft, deterioration, and record-keeping errors.  

 3.   Outflows or other using up of assets or incurrence of a liability during a 

period from delivering or producing goods, rendering services, or carrying 

out other activities that constitute the entity’s major operations.  

 4.   A gain or loss from a transaction that both is unusual in nature and occurs 

infrequently, and is reported separately on the income statement.  

 5.   An income statement format that includes subtotals for gross profit, 

operating income, and income before taxes.  

 6.   An expense deducted from net sales to arrive at gross profit.  

 7.   The reduction in earnings per share of common stock that can occur if 

convertible securities are actually converted to common stock.  

 8.   An income statement item representing the noncontrolling stockholders’ 

share of the earnings of a subsidiary that have been included in the 

consolidated income statement.  

 9.   Achieves a fair presentation of the results of a firm’s operations during a 

period by requiring the deduction of all expenses incurred in generating 

that period’s revenues from the revenues earned in the period.  

 10.   Net income available to the common stockholders divided by the average 

number of shares of common stock outstanding during the period.  

   Multiple Choice  For each of the following questions, circle the best respones. 

Answers are provided at the end of this chapter.

 1.    All of the following are appropriate revenue accounts except
    a. Fees.  

 b.   Sales.  

 c.   Gross Profi t.  

   d. Service Revenues.  

 e.   Interest Revenues.  

 2.      Extraordinary items include all of the following except
    a. utilization of tax loss carryforwards.  

 b.   litigation settlements.  

 a.   Percentage of completion method  

 b.   Physical inventory  

 c.   Expenses  

 d.   Cost of goods sold  

 e.   Matching principle  

 f.   Inventory cost-flow assumption  

 g.   Inventory shrinkage  

 h.   Perpetual system  

 i.   Periodic system  

 j.   Cost of goods sold model  

 k.   Dilution  

 l.   Basic earnings per share  

 m.   Diluted earnings per share  

 n.   Extraordinary item  

 o.   Discontinued operations  

 p.   Net income attributable     to noncon-

trolling interest  

 q.   Single-step format  

 r.   Multiple-step format  

 s.   Statement of cash flows  
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 c.   earthquake losses.  

 d.   All of the above are examples of extraordinary items.  

 3.      Michael sells Melissa his grand piano and wishes to avoid both the cost of 

shipping it and the risk of loss while the piano is in transit. He should send the 

piano

 a.    FOB shipping point, freight collect.  

 b.   FOB shipping point, freight prepaid.  

 c.   FOB destination, freight collect.  

 d.   FOB destination, freight prepaid.  

 4.      The periodic and perpetual inventory systems share the following similarity:

 a.     The Cost of Goods Sold account is adjusted daily as sales are made under 

both systems.  

 b.   The Purchases account is used under both systems.  

 c.    Both systems can be used in conjunction with any of the cost-fl ow 

assumptions (FIFO, LIFO, or weighted average).  

 d.    Under both systems, it is necessary to estimate gross profi t ratios for sales 

made during the most recent month.  

 e.    The cost of purchases is determined by an annual physical count under both 

systems.  

 5.      Bublitz Company had net sales of $700,000 for fi scal 2010, cost of goods sold 

of $413,000, and interest expense amounting to $112,000. What would be the 

estimated gross profi t for 2011 if sales were $800,000 as Bruce predicts or if 

sales were $1,100,000 as Rita predicts?

 a.    $200,000 or $275,000, respectively.  

 b.   $275,000 or $575,000, respectively.  

 c.   $328,000 or $451,000, respectively.  

 d.   $387,000 or $687,000, respectively.  

 e.   $472,000 or $649,000, respectively.  

 6.      Because of their importance to fi nancial statement users, certain expenses are 

normally reported as separate items on the income statement (especially when 

signifi cant in amount). Which of the following expenses is not normally reported 

as a separate item?

 a.    Advertising Expense.  

 b.   Cost of Goods Sold.  

 c.   Interest Expense.  

 d.   Income Tax Expense.  

 7.      Earnings per share calculations are required on the income statement for

 a.     Cost of goods sold, depreciation expense, and income from continuing 

operations.  

 b.   Discontinued operations, depreciation expense, and net income.  

 c.    Extraordinary items, income from continuing operations, and discontinued 

operations.  
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 d.   Income tax expense, extraordinary items, and net income.  

 e.   Cost of goods sold, discontinued operations, and extraordinary items.  

 8.      In what circumstance is it proper to recognize revenues before a sales transaction 

has occurred?

 a.    When management has a policy to do so.  

 b.   When the conservatism principle applies.  

 c.    When the going concern principle requires the recognition of revenues for 

cash payments received in advance from customers.  

 d.    When the ultimate sales of the goods is assured because the products have 

readily determinable prices and can be sold without signifi cant effort.  

 e.   When it is certain that competitors will raise their prices in the near future.  

 9.      Which of the following is not one of the three broad categories presented in the 

statement of cash fl ows?

 a.    Financing activities.  

 b.   Operating activities.  

 c.   Income activities.  

 d.   Investing activities.  

10.      Which of the following transactions would not be shown under the operating 

activities category of the statement of cash fl ows (using the direct method)?

 a.    Cash received from customers.  

 b.   Cash paid to purchase land.  

 c.   Cash paid for interest and taxes.  

 d.   Cash paid to merchandise suppliers.  

 e.   Cash paid to employees for salaries.  

        Exercises 

  Calculate earned revenues   Big Blue University has a fiscal year that ends 

on June 30. The 2010 summer session of the university runs from June 9 through 

July 28. Total tuition paid by students for the summer session amounted to $112,000. 

  Required: 
a.     How much revenue should be reflected in the fiscal year ended June 30, 2010? 

Explain your answer.  

b.    Would your answer to part a be any different if the university had a tuition 

refund policy that no tuition would be refunded after the end of the third week 

of summer session classes? Explain your answer.     

   Calculate earned revenues   Kirkland Theater sells season tickets for six events 

at a price of $180. In pricing the tickets, the planners assigned the leadoff event a 

value of $45 because the program was an expensive symphony orchestra. The last 

five events were priced equally; 1,200 season tickets were sold for the 2010 season. 

accounting

Exercise 9.1
 LO 1 

Exercise 9.2
 LO 1 
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  Required: 
a.     Calculate the theater’s earned revenue after the first three events have been pre-

sented.  

b.    About 95% of the season ticket holders attended the first event. Subsequent 

events were attended by about 80% of the season ticket holders. To what extent, 

if any, should the attendance data impact revenue recognition? Explain your 

answer.     

   Effects of inventory error   If the ending inventory of a firm is overstated by 

$50,000, by how much and in what direction (overstated or understated) will the 

firm’s operating income be misstated?  (Hint: Use the cost of goods sold model, enter 
hypothetically “correct” data, and then reflect the effects of the ending inventory 
error and determine the effect on cost of goods sold.)   

   Effects of inventory error   Assume that the ending inventory of a merchandising 

firm is overstated by $40,000. 

  Required: 
a.     By how much and in what direction (overstated or understated) will the firm’s 

cost of goods sold be misstated?  

b.    If this error is not corrected, what effect will it have on the subsequent period’s 

operating income?  

c.    If this error is not corrected, what effect will it have on the total operating 

income of the two periods (the period in which there is an error and the subse-

quent period) combined?     

   Calculate gross profit ratio and cost of goods sold   Refer to the consolidated 

statements of income on page 687 of the  Intel  Corporation annual report in the appendix. 

  Required: 
a.    Calculate the gross profit ratio for each of the past three years.  

b.    Assume that  Intel’s  net revenues for the first four months of 2009 totaled $12.6 

billion. Calculate an estimated cost of goods sold and gross profit for the four 

months.     

   Calculate gross profit, cost of goods sold, and selling price   MBI, Inc., had 

sales of $141.6 million for fiscal 2010. The company’s gross profit ratio for that year 

was 31.6%. 

  Required: 
a.     Calculate the gross profit and cost of goods sold for MBI, Inc., for fiscal 2010.  

b.    Assume that a new product is developed and that it will cost $1,860 to manufac-

ture. Calculate the selling price that must be set for this new product if its gross 

profit ratio is to be the same as the average achieved for all products for fiscal 

2010.  

c.   From a management viewpoint, what would you do with this information?     

   Operating income versus net income   If you were interested in evaluating the 

profitability of a company and could have only limited historical data, would you prefer 

to know operating income or net income for the past five years? Explain your answer.  

Exercise 9.3
 LO 2 

Exercise 9.4
 LO 2 

Exercise 9.5
 LO 2, 3 

Exercise 9.6
 LO 2, 3 

Exercise 9.7
 LO 5 
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   Operating income versus net income   Refer to the selected financial data (five-year 

financial summary) on page 685 of the  Intel  Corporation annual report in the appendix. 

  Required: 
 Compare the trend of the operating income data with the trend of net income data 

from 2004 through 2008. Which series of data is more meaningful? Explain your 

answer.   

   Calculate basic EPS   Ringemup, Inc., had net income of $473,400 for its fiscal 

year ended October 31, 2010. During the year the company had outstanding 38,000 

shares of $4.50, $50 par value preferred stock, and 105,000 shares of common stock. 

  Required: 
 Calculate the basic earnings per share of common stock for fiscal 2010.   

   Calculate basic EPS, and explain the EPS effect of convertible preferred  
Thrifty Co. reported net income of $465,000 for its fiscal year ended January 31, 

2011. At the beginning of that fiscal year, 200,000 shares of common stock were 

outstanding. On October 31, 2010, an additional 60,000 shares were issued. No other 

changes in common shares outstanding occurred during the year. Also during the 

year the company paid the annual dividend on the 25,000 shares of 7%, $40 par value 

preferred stock that were also outstanding the entire year. 

  Required: 
a.     Calculate basic earnings per share of common stock for the year ended January 

31, 2011.  

b.    If Thrifty Co.’s preferred stock were convertible into common stock, what addi-

tional calculation would be required?     

   Accrual to cash flows   For each of the following items, calculate the cash sources 

or cash uses that should be recognized on the statement of cash flows for Baldin Co. 

for the year ended December 31, 2010:

a.     Sales on account (all are collectible) amounted to $760,000, and accounts receiv-

able decreased by $24,000. How much cash was collected from customers?  

b.    Income tax expense for the year was $148,000, and income taxes payable 

decreased by $34,000. How much cash was paid for income taxes?  

c.    Cost of goods sold amounted to $408,000, accounts payable increased by 

$19,000, and inventories increased by $14,000. How much cash was paid to 

suppliers?  

d.    The net book value of buildings increased by $240,000. No buildings were sold, 

and depreciation expense for the year was $190,000. How much cash was paid 

to purchase buildings?     

   Cash flows to accrual   For each of the following items, calculate the amount of 

revenue or expense that should be recognized on the income statement for Pelkey Co. 

for the year ended December 31, 2010:

a.     Cash collected from customers during the year amounted to $365,000, and 

accounts receivable increased by $30,000. How much were sales on account for 

the year ended December 31, 2010?  

Exercise 9.8
 LO 5 

Exercise 9.9
 LO 7 

Exercise 9.10
 LO 7 

Exercise 9.11
 LO 10 

Exercise 9.12
 LO 10 
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b.    Cash payments for income taxes during the year were $232,000, and income 

taxes payable increased by $36,000. How much was income tax expense?  

c.    Cash paid to suppliers during the year amounted to $164,000, accounts payable 

decreased by $23,500, and inventories decreased by $10,000. How much was 

cost of goods sold?  

d.    The net book value of buildings increased by $125,000. No buildings were sold, 

and a new building costing $210,000 was purchased during the year. How much 

was depreciation expense?     

   Income statement format and EPS disclosures   Refer to the consolidated 

statements of income on page 687 of the  Intel  Corporation annual report in the appendix. 

  Required: 
a.     Does  Intel  use the single-step format or the multiple-step format? Which format 

do you prefer? Explain your answer.  

b.    Refer to the basic and diluted earnings per share data on page 687 and the related 

note disclosures on page 731. Explain why this disclosure is appropriate.     

   Statement of cash flows analysis   Refer to the consolidated statements of cash 

flows on page 689 of the Intel Corporation annual report in the appendix. 

  Required: 
a.     Identify the two most significant sources of cash from operating activities during 

2008. How much of a cash source amount do these items represent?  

b.    What were the firm’s three most significant investing activities during 2008, and 

how much cash did they use or generate?  

c.    Identify the three most significant financing activities during 2008. What was 

the net effect on cash of these items?     

   Statement of cash flows analysis   Refer to the statement of cash flows in the annual 

report you have obtained either as a result of completing Exercise 1.1 or otherwise. 

  Required: 
a.    Which method, direct or indirect, is used in the statement?  

b.   List the principal sources and uses of cash for this firm.  

c.    Evaluate the change in cash. Has the firm generated most of its cash require-

ments from operations, or has it had to borrow extensively? Has the firm’s uses 

of cash been balanced between investment and dividends?  

d.    Has the cash balance been increasing or decreasing? What seem to be the impli-

cations of this pattern for dividends?     

   Income statement analysis   Refer to the income statement in the annual report 

you have obtained either as a result of completing Exercise 1.1 or otherwise. 

  Required: 
a.    Which method, single-step or multiple-step, is used in the statement?  

b.   Calculate the gross profit ratio for the years reported.  

c.   Is operating income increasing or decreasing for the years reported?  

d.    Does the company report any unusual items? If so, what are the effects of these 

items on net income and earnings per share?     

Exercise 9.13
 LO 6, 7 

Exercise 9.14
 LO 11 

Exercise 9.15
 LO 10, 11 

Exercise 9.16
 LO 3, 5, 7, 8 
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  Problems 

  Calculate operating income and net income   The following information is 

available from the accounting records of Manahan Co. for the year ended December 

31, 2010:

Net cash provided by fi nancing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $112,000

Dividends paid. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  18,000

Extraordinary loss from fl ood, net of tax savings of $35,000  . . . . . . . . . . . . . . . . . . . . . . . .  105,000

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  26,000

Other selling expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  13,000

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  644,000

Advertising expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  45,000

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  62,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  368,000

General and administrative expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  143,000

   Required: 
a.     Calculate the operating income for Manahan Co. for the year ended December 

31, 2010.  

b.   Calculate the company’s net income for 2010.     

   Calculate operating income and net income   The following information is 

available from the accounting records of Spenser Co. for the year ended December 

31, 2010:

Selling, general, and administrative expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  51,000

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  85,000

Extraordinary gain from lawsuit settlement, net of tax expense of $28,000. . . . . . . . . . . . . .  104,000

Research and development expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   37,000

Loss from discontinued operations net of tax savings of $5,000  . . . . . . . . . . . . . . . . . . . . .  16,000

Provision for income taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  74,000

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  579,000

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  64,000

Net cash provided by operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  148,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  272,000

   Required: 
a.     Calculate the operating income for Spenser Co. for the year ended December 

31, 2010.  

b.   Calculate the company’s net income for 2010.     

   Use gross profit ratio to calculate inventory loss   Franklin Co. has 

experienced gross profit ratios for 2010, 2009, and 2008 of 33%, 30%, and 31%, 

respectively. On April 3, 2011, the firm’s plant and all of its inventory were destroyed 

accounting

Problem 9.17
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by a tornado. Accounting records for 2011, which were available because they were 

stored in a protected vault, showed the following:

Sales from January 1 thru April 2 . . . . . . . . . . . . . . . . . . . . . . .  $142,680

January 1 inventory amount. . . . . . . . . . . . . . . . . . . . . . . . . . .  63,590

Purchases of inventory from

 January 1 thru April 2. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  118,652

  Required: 
 Calculate the amount of the insurance claim to be filed for the inventory destroyed in 

the tornado.  (Hint: Use the cost of goods sold model and a gross profit ratio that will 
result in the largest claim.)    

   Use gross profit ratio to calculate inventory loss   On April 8, 2010, a 

flood destroyed the warehouse of Stuco Distributing Co. From the waterlogged 

records of the company, management was able to determine that the firm’s gross 

profit ratio had averaged 35% for the past several years and that the inventory at 

the beginning of the year was $209,600. It also was determined that during the 

year until the date of the flood, sales had totaled $427,200 and purchases totaled 

$242,920. 

  Required: 
 Calculate the amount of inventory loss from the flood.   

   Cash flows from operations—indirect method   The financial statements of 

Simon Co. include the following items (amounts in thousands):

 For the Year 
 Ended
 December 31,
Income Statement 2011

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $420

Depreciation and amortization expense   . . . . . . . . . . . . . . . . . . . . . . 320

 At December 31
Balance Sheets 2011  2010

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125 $170

Inventory   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170 150

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80 90

Income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50 15

   Required: 
a.     Calculate the net cash flow provided by operations for Simon Co. for the year 

ended December 31, 2011.  

b.    Explain why net income is different from the net cash provided by operations.     

e celx
Problem 9.20
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   Prepare a statement of cash flows—indirect method   The financial 

statements of Pouchie Co. included the following information for the year ended 

December 31, 2010 (amounts in millions):

Depreciation and amortization expense . . . . . . . . . . . . . . . . . . . . .  $   520

Cash dividends declared and paid. . . . . . . . . . . . . . . . . . . . . . . . .    660

Purchase of equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,640

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     768

Beginning cash balance. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     240

Proceeds of common stock issued  . . . . . . . . . . . . . . . . . . . . . . . .     296

Proceeds from sale of building (at book value) . . . . . . . . . . . . . . . .     424

Accounts receivable increase. . . . . . . . . . . . . . . . . . . . . . . . . . . . .       32

Ending cash balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       80

Inventory decrease  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       76

Accounts payable increase  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       88

   Required: 
 Complete the following statement of cash flows, using the indirect method:

POUCHIE CO.
Statement of Cash Flows

For the Year Ended December 31, 2010

Cash Flows from Operating Activities:

 Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  768

 Add (deduct) items not affecting cash:

 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      

 Net cash provided (used) by operating activities. . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   

Cash Flows from Investing Activities:

 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      

 Net cash provided (used) by investing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   

Cash Flows from Financing Activities:

 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      

 Net cash provided (used) by fi nancing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   

Net increase (decrease) in cash for the year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   

Cash balance, January 1, 2010 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   240 

Cash balance, December 31, 2010 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $     80

      Cash flows from operating, investing, and financing activities—direct 
method   The following information is available from Bromfield Co.’s accounting 

records for the year ended December 31, 2010 (amounts in millions):

Problem 9.22
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Cash dividends declared and paid. . . . . . . . . . . . . . . . . . . . . . . . . $   340

Interest and taxes paid  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       90

Collections from customers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,350

Payment of long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     220

Purchase of land and buildings  . . . . . . . . . . . . . . . . . . . . . . . . . . .     170

Cash paid to suppliers and employees  . . . . . . . . . . . . . . . . . . . . .     810

Issuance of preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     300

Proceeds from the sale of equipment  . . . . . . . . . . . . . . . . . . . . . .       40

   Required: 
a.     Calculate the net cash provided (used) by operating activities for Bromfield Co. 

for the year ended December 31, 2010.  

b.   Calculate the net cash provided (used) by investing activities.  

c.   Calculate the net cash provided (used) by financing activities.  

d.   Calculate the net increase (decrease) in cash for the year.     

   Cash flows from operating, investing, and financing activities—direct 
method   The following information is available from Gray Co.’s accounting 

records for the year ended December 31, 2010 (amounts in millions):

Cash dividends declared and paid. . . . . . . . . . . . . . . . . . . . . . . . .  $   350

Retirement of bonds payable at maturity  . . . . . . . . . . . . . . . . . . . .     200

Interest and taxes paid  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     150

Proceeds of common stock issued  . . . . . . . . . . . . . . . . . . . . . . . .     550

Proceeds from the sale of land  . . . . . . . . . . . . . . . . . . . . . . . . . . .     125

Collections from customers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,175

Cash paid to suppliers and employees  . . . . . . . . . . . . . . . . . . . . .  ?

Purchase of buildings and equipment  . . . . . . . . . . . . . . . . . . . . . .  ?

   Required: 
a.     The net cash provided by operating activities for Gray Co. for the year ended 

December 31, 2010, is $1,225 million. Calculate the cash paid to suppliers and 

employees.  

b.    The increase in cash for the year was $250 million. Calculate the amount of 

cash used to purchase buildings and equipment. Your answer to part a should 

be considered in your calculation. (Hint: Set up a model of the statement of 
cash flows to determine the net cash provided [used] by operating and invest-
ing activities, and then solve for the missing amounts.)     

   Complete balance sheet and prepare a statement of cash flows—indirect 
method   Following is a partially completed balance sheet for Hoeman, Inc., at 

December 31, 2011, together with comparative data for the year ended December 31, 

2010. From the statement of cash flows for the year ended December 31, 2011, you 

determine the following:

•    Net income for the year ended December 31, 2011, was $94,000.  

•   Dividends paid during the year ended December 31, 2011, were $67,000.  

Problem 9.24
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380 Part 1 Financial Accounting

•   Accounts receivable decreased $10,000 during the year ended December 31, 

2011.  

•   The cost of new buildings acquired during 2011 was $125,000.  

•   No buildings were disposed of during 2011.  

•   The land account was not affected by any transactions during the year, but the 

fair market value of the land at December 31, 2011, was $178,000.    

HOEMAN, INC.
Comparative Balance Sheets

At December 31, 2011 and 2010

 2011 2010

Assets

Current assets:

 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  52,000 $      46,000

 Accounts receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     1 34,000

 Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     156,000      176,000

  Total current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $         $   356,000

Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $         140,000

Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      290,000

 Less: Accumulated depreciation  . . . . . . . . . . . . . . . . . . . . . . . .     (120,000)   (105,000)

  Total land and buildings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      $   325,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      $   681,000

Liabilities

Current liabilities:

 Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      $   197,000

 Note payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   155,000   124,000

  Total current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  322,000 $     321,000

Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $         $     139,000

Owners’ Equity

Common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   50,000 $     45,000

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .              176,000

  Total owners’ equity    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      $   221,000

Total liabilities and owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . .  $      $   681,000

  Required: 
a.     Complete the December 31, 2011, balance sheet.  (Hint: Long-term debt is the 

last number to compute to make the balance sheet balance.)   
b.    Prepare a statement of cash flows for the year ended December 31, 2011, using 

the indirect method.     

   Complete balance sheet and prepare a statement of changes in retained 
earnings   Following is a statement of cash flows (indirect method) for Hartford, 

Inc., for the year ended December 31, 2011. Also shown is a partially completed 

comparative balance sheet as of December 31, 2011 and 2010:

Problem 9.26
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HARTFORD, INC.
Statement of Cash Flows

For the Year Ended December 31, 2011

Cash Flows from Operating Activities:
Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    9,000

 Add (deduct) items not affecting cash:

  Depreciation expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  45,000

  Decrease in accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  23,000

  Increase in inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (7,000)

  Increase in notes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  12,000

  Decrease in accounts payable    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (6,000)

   Net cash provided by operating activities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    $ 76,000

Cash Flows from Investing Activities:
 Purchase of equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    $(50,000)

 Purchase of buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (48,000)

  Net cash used by investing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    $(98,000)

Cash Flows from Financing Activities:

 Proceeds from short-term debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,000

 Cash used for retirement of long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $(25,000)

 Proceeds from issuance of common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  10,000

 Payment of cash dividends on common stock    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (3,000)

  Net cash used by fi nancing activities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $(13,000)

Net decrease in cash for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $(35,000)

HARTFORD, INC.
Comparative Balance Sheets

At December 31, 2011 and 2010

 2011 2010
Assets
Current assets:

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      $   88,000

 Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        73,000

 Inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       56,000    

  Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $          $              

Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ $   40,000

Buildings and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    260,000 

 Less: Accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . .               (123,000)

 Total land, buildings, and equipment. . . . . . . . . . . . . . . . . . . . . .  $        $              

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $          $              

Liabilities
Current liabilities:

 Accounts payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $       $    29,000

 Short-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     32,000

 Notes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                  36,000

  Total current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $          $              

Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   85,000 $              

Owners’ Equity
Common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   40,000 $ 

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .           

 Total owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $          $              

Total liabilities and owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . .  $          $              
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   Required: 
a.    Complete the December 31, 2011 and 2010, balance sheets.  

b.    Prepare a statement of changes in retained earnings for the year ended 

December 31, 2011.     

   Prepare balance sheet and retained earnings statement using statement 
of cash flows data   Following are a statement of cash flows (indirect method) for 

Harris, Inc., for the year ended December 31, 2011, and the firm’s balance sheet at 

December 31, 2010:

Problem 9.27
 LO 10, 11 

HARRIS, INC.
Statement of Cash Flows

For the Year Ended December 31, 2011

Cash Flows from Operating Activities:
Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 13,000

Add (deduct) items not affecting cash:

 Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  29,000

 Increase in accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (6,000)

 Decrease in merchandise inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  30,000

 Increase in accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,000

  Net cash provided by operating activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 69,000

Cash Flows from Investing Activities:
 Purchase of buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (90,000)

 Proceeds from sale of land at its cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       7,000

  Net cash used by investing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $(83,000)

Cash Flows from Financing Activities:
 Payment of short-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (4,000)

 Payment of notes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (9,000)

 Proceeds from issuance of long-term debt   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  15,000

 Proceeds from issuance of common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  8,000

 Payment of cash dividends on common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (5,000)

  Net cash provided by fi nancing activities   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    5,000

Net decrease in cash for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  (9,000)

HARRIS, INC.
Balance Sheet

At December 31, 2010

Assets
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  15,000

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  61,000

Merchandise inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    76,000

 Total current assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $152,000

Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  34,000

Buildings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  118,000

Less: Accumulated depreciation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (72,000)

 Total land and buildings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  80,000

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $232,000

(continued)
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   Required: 
a.     Using the preceding information, prepare the balance sheet for Harris, Inc., at 

December 31, 2011.  

b.    Prepare a statement of changes in retained earnings for the year ended 

December 31, 2011.     

   Prepare statement of cash flows (indirect method) using balance sheet 
data   Following are comparative balance sheets for Millco, Inc., at January 31 and 

February 28, 2011:
e celx

Problem 9.28
 LO 10, 11 

(concluded)

Liabilities
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  58,000

Short-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  16,000

Notes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    33,000

 Total current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $107,000

Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   50,000

Owners’ Equity
Common stock, no par  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  20,000

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    55,000

 Total owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  75,000

Total liabilities and owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $232,000

MILLCO, INC.
Balance Sheets

February 28 and January 31, 2011

 February 28 January 31
Assets
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  42,000 $  37,000

Accounts receivable   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 64,000 53,000

Merchandise inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   81,000   94,000

 Total current assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $187,000  $184,000

Plant and equipment:

 Production equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 166,000  152,000

  Less: Accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . .        (24,000)     (21,000)

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $329,000 $315,000

Liabilities
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  37,000 $  41,000

Short-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  44,000 44,000

Other accrued liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   21,000    24,000

 Total current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $102,000 $109,000

Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   33,000   46,000

  Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000 $155,000

Owners’ Equity
Common stock, no par value, 40,000 shares authorized, 

 30,000 and 28,000 shares issued, respectively  . . . . . . . . . . . . . .    $104,000 $  96,000

Retained earnings:

 Beginning balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  64,000 $  43,000

 Net income for month. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000 29,000

 Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (10,000)     (8,000)

 Ending balance   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  90,000 $  64,000

  Total owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $194,000 $160,000

Total liabilities and owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $329,000 $315,000
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   Required: 
 Prepare a statement of cash flows that explains the change that occurred in cash 

during the month. You may assume that the change in each balance sheet amount 

is due to a single event (for example, the change in the amount of production 

equipment is not the result of both a purchase and sale of equipment).  (Hints: What 
is the purpose of the statement of cash flows? How is this purpose accomplished?)  
Use the space to the right of the January 31 data to enter the difference between 

the February 28 and January 31 amounts of each balance sheet item; these are the 

amounts that will be in your solution.  

   Case 

  Using cash flow information—The Coca-Cola Company   Following are 

comparative statements of cash flows, as reported by The Coca-Cola Company in its 

2008 annual report: 

THE COCA-COLA COMPANY AND SUBSIDIARIES
Consolidated Statements of Cash Flows
Year Ended December 31 (in millions)

 2008 2007 2006
Operating Activities (details omitted)

 Net cash provided by operating activities   . . . . . . . . . .  $ 7,571 $ 7,150  $  5,957

Investing Activities
Acquisitions and investments, principally beverage

 and bottling companies and trademarks  . . . . . . . . . . .  (759) (5,653) (901)

Purchases of other investments   . . . . . . . . . . . . . . . . . . .  (240) (99) (82)

Proceeds from disposals of bottling companies 

 and other investments . . . . . . . . . . . . . . . . . . . . . . . . .  479 448 640

Purchases of property, plant, and equipment   . . . . . . . . .  (1,968) (1,648) (1,407)

Proceeds from disposals of property, plant,

 and equipment   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  129 239 112

Other investing activities . . . . . . . . . . . . . . . . . . . . . . . . .      (4)     (6)    (62)

  Net cash used in investing activities . . . . . . . . . . . . .   (2,363)  (6,719)    (1,700)

Financing Activities
Issuances of debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4,337 9,979 617

Payments of debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (4,308) (5,638) (2,021)

Issuances of stock   . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  586 1,619 148

Purchases of stock for treasury . . . . . . . . . . . . . . . . . . . .  (1,079) (1,838) (2,416)

Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (3,521)  (3,149)    (2,911)

 Net cash provided by (used in) fi nancing activities . . . .   (3,985)    973 $ (6,583)

Effect of Exchange Rate Changes on 
 Cash and Cash Equivalents  . . . . . . . . . . . . . . . . . . .     (615)    249        65

Cash and Cash Equivalents
Net increase (decrease) during the year   . . . . . . . . . . . . .  608 1,653 (2,261)

Balance at beginning of the year  . . . . . . . . . . . . . . . . . . .     4,093    2,440      4,701

   Balance at end of year . . . . . . . . . . . . . . . . . . . . .  $ 4,701 $ 4,093 $  2,440

accounting

Case 9.29
LO 11
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  Required: 
a.     Briefly review the consolidated statements of cash flows, and then provide 

an overall evaluation of the “big picture” during the three years presented for 

Coca-Cola. Have operating cash flows been sufficient to meet investing needs 

and to pay dividends?  

b.    Were there significant changes to any of the specific line-item details that you 

think would require further explanation or analysis?  

     Answers to Self-Study Material 

   Matching I: 1. e, 2. k, 3. p, 4. g, 5. l, 6. b, 7. q, 8. i, 9. f, 10. h 

   Matching II: 1. s, 2. g, 3. c, 4. n, 5. r, 6. d, 7. k, 8. p, 9. e, 10. l 

   Multiple choice: 1. c, 2. d, 3. a, 4. c, 5. c, 6. a, 7. c, 8. d, 9. c, 10. b                           
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 Corporate Governance, 
Explanatory Notes, 
and Other Disclosures 10

   The principal objectives of this chapter are to help you understand the issues of corporate gov-

ernance and to enable you to make sense of the explanatory notes and other financial informa-

tion found in most corporate annual reports. 

  A brief discussion of several recent corporate governance developments is provided to give 

you a sense of the current regulatory environment and to help establish the background neces-

sary for your study of the explanatory notes. The role of the Public Company Accounting Over-

sight Board (PCAOB) as the watchdog of the accounting and auditing profession is examined in 

the context of financial reporting. Yet despite the heightened awareness of corporate governance 

issues in recent years, a wide variety of financial reporting misstatements continue to escape the 

attention of independent auditors; some of the reasons for these misstatements will be explored. 

  Because of the complexities related to financial reporting and because of the number of 

 alternative generally accepted accounting principles that can be used, explanatory notes to the 

financial statements are included as an integral part of the financial statements. As explained in 

Chapter 2, the full disclosure concept means that companies are required to report all necessary 

information to prevent a reasonably astute user of the financial statements from being misled. 

The explanatory notes, or financial review, are referred to on each page of the individual financial 

statements and are presented immediately following the financial statements. In the Intel Corpora-

tion 2008  annual report in the appendix, the notes to the consolidated financial statements are on 

pages 691–742. 

  At first glance the notes to the financial statements can appear quite intimidating because 

they frequently require more pages than the financial statements themselves, contain a great deal 

of detailed information, and include much financial management terminology. However, the reader 

cannot fully understand the financial statements without referring to the notes. 

  Financial statements of companies whose securities are publicly traded must be audited 

by independent auditors, and the annual report of such a company must include disclosures re-

quired by the Securities and Exchange Commission. An understanding of the auditors’ report and 

a review of the note disclosures lead to a more complete picture of a company’s financial condi-

tion, results of operations, and cash flows. 

mar27068_ch10_386-413.indd   386mar27068_ch10_386-413.indd   386 11/12/09   9:44:51 AM11/12/09   9:44:51 AM



  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand 

 1.    The significance of corporate governance.  

 2.   The types of financial reporting misstatements that have occurred in recent years.  

 3.   That the explanatory notes are an integral part of the financial statements; the notes provide 

detailed disclosure of information needed by users wishing to gain a full understanding of 

the financial statements.  

 4.   The kinds of significant accounting policies that are explained in the notes.  

 5.   The nature and content of note disclosures relating to 

   Accounting changes. 

   Business combinations. 

   Contingencies and commitments. 

   Events subsequent to the balance sheet date. 

   Impact of inflation. 

   Segment information.  

 6.   The role of the Securities and Exchange Commission and some of its reporting 

requirements.  

 7.   Why a statement of management’s responsibility is included with the notes.  

 8.   The significance of management’s discussion and analysis of the firm’s financial condition 

and results of operations.  

 9.   What is included in the five-year (or longer) summary of financial information.  

 10.   The meaning and content of the independent auditors’ report.  

       Corporate Governance 
  In addition to the numbers presented in the financial statements, the strategies, behav-

iors, and actions of the company and its directors, managers, and employees affect 

the success or lack thereof of the entity. Governance activities and the signals they 

send to the marketplace form the public’s perception of the entity’s acknowledgment 

and performance of its citizenship responsibilities. However, corporate governance is 

more than simply a set of structures, control mechanisms, rules, and regulations that 

directors, officers, and employees must follow. At the core of the governance concept 

are issues of business ethics, social responsibility, equitable treatment of stakeholders, 

full and fair disclosure, and the responsibilities of the board of directors and its vari-

ous committees. 

  The focus on corporate governance has been heightened since the global stock mar-

ket meltdown of the late 1980s. The unusual number of high-level corporate failures dur-

ing the late 1980s and early 1990s initiated significant discussion and movement toward 

LO 1

 Understand the 

significance of corporate 

governance. 
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388 Part 1 Financial Accounting

legislative and regulatory reform, including efforts by Congress, the SEC, and the FASB 

to strengthen financial disclosure requirements and clarify auditor independence issues. 

Although such efforts contributed to a management focus on ethical behavior, the cycle 

of business failures was repeated again in the late 1990s and early 2000s with some of 

the largest corporate bankruptcies in history. The size of failed organizations such as 

Enron and Worldcom, Inc., and the intensity of the fallout of these failures in the United 

States and overseas resulted in a perceived legitimacy challenge to the accounting pro-

fession and a general deterioration in investor confidence. 

  The failure of corporations to self-control, self-regulate, and fully disclose fi-

nancial information to the marketplace and to investors in particular was a failure of 

corporate governance that led to a series of governmental and quasi-governmental 

reform measures, as well as private sector initiatives to help improve the financial 

reporting process. The most powerful legislation to date has been the Sarbanes–Oxley 

Act (SOX) of 2002, which created the Public Company Accounting Oversight Board 

(PCAOB) as the authoritative watchdog over the accounting and auditing profession. 

The SOX legislation was aimed primarily to curtail the misbehavior of senior manage-

ment of corporate entities: Chief executive officers (CEOs) and chief financial officers 

(CFOs) are required under SOX to attest (in front of a notary) to the correctness of 

their company’s financial statements. Companies registered with the SEC must also 

report in a separate section of their annual 10-K report any “Changes in and Disagree-

ments with Accountants on Accounting and Financial Disclosure” as an added mea-

sure of transparency and management accountability. 

  During the years leading up to the SOX legislation, the question of whether ac-

counting firms should be allowed to provide certain nonaudit services to their audit 

clients prompted considerable controversy. Many viewed the provision of consulting 

services by a company’s independent auditor as constituting a conflict of interest 

and thus urged an outright ban on such services. Rather than taking such a severe ap-

proach, SOX prohibited specific nonaudit services, including financial information 

systems design and implementation (information technology work), performance 

of internal auditing, and “expert” services. Beyond these prohibited services, SOX 

required companies retaining their independent auditor to perform nonaudit services 

to get preapproval from the audit committee of the board of directors and to ad-

equately disclose the details of any nonaudit services performed by the independent 

auditor. 

  In 2004 a rather strict interpretation of Section 404 of SOX was implemented. As 

a result, all public registrants have since been required to thoroughly document, test, 

and take responsibility for the effectiveness of their accounting and financial report-

ing safeguards. A separate “Management Report on Internal Control over Financial 

Reporting” must be included with all 10-K filings. Likewise, in addition to expressing 

an audit opinion on the company’s financial statements and related note disclosures, 

independent auditors are required to express a separate opinion on the effectiveness of 

the company’s internal control systems. (See page 744 in the appendix for an example 

of the format used for such an internal control opinion.) 

  In addition to adhering to these enhanced reporting requirements, many companies 

have become more active in recent years in communicating their corporate governance 

policies and related social responsibility matters. Intel devotes a section of its Web site 

to governance-related issues, clearly demonstrating the company’s commitment to a 

“best-practices” approach to corporate citizenship (see www.intel.com, then click on 

Corporate Social Responsibility under the “About Intel” pull-down menu). Intel’s 2008 

annual report also contains useful corporate governance disclosures (see page 747 in 
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Intel’s 2008 annual report). Similar examples can be found for nearly every large U.S.-

based corporation. Despite the increased attention paid to governance and related mat-

ters in recent years, a variety of financial reporting problems continue to exist today. 

1. What does it mean to state that corporate governance issues have become in-

creasingly important in recent years? QWhat Does
It Mean?

Answer  on 
page  405

  Financial Reporting Misstatements 

 Financial reporting misstatements requiring companies to issue revisions of financial 

statements previously filed with the Securities and Exchange Commission rose sig-

nificantly between 1997 and 2006, but then rapidly declined during 2007 and 2008. 

In 2006 a total of 1,800 amended SEC filings for financial restatements were made 

because of accounting errors, as compared to only 116 such filings in 1997. In 2007 

and 2008, total restatements were 1,235 and 869, respectively. What’s going on? 

  The full answer to that question is larger than the Worldcom, Inc., Enron, and 

Arthur Andersen scandals dating back to 2001, although researchers will study and 

report about these and other incidents for years to come. Suffice it to say that the stock 

market boom of the late 1990s was fueled by the greed and arrogance of certain CEOs 

and CFOs, auditors, investors, investment bankers, and others; greed and arrogance 

led them, in some instances, to engage in fraud and make inappropriate decisions that 

stretched the financial accounting and reporting processes beyond the limits of general 

acceptability. Increased regulation, in the form of the Sarbanes–Oxley Act of 2002, 

forced a rising tide of financial restatements from 2004 to 2006; SOX also led to an 

improvement in the reliability of financial reporting, which the more recent downward 

trend in reported misstatements appears to be attributable to. Yet, despite these positive 

strides witnessed in the post-SOX era, the temptation to “cook the books” will always 

exist. 

  Howard Schilit, president of the Center for Financial Research and Analysis, 

identifies seven financial shenanigans.  1           His findings have been supported by Arthur 

Levitt, former chairman of the SEC, in an address titled “What the Numbers Mean.” 

Typically these behaviors included inappropriate reporting of revenues and expenses 

and manipulation of liability numbers. The seven types of manipulative behaviors 

(“shenanigans”) are listed in Exhibit 10-1. 

  Most of the shenanigans identified by Schilit are clearly contrary to the generally 

accepted accounting principles discussed in preceding chapters. Some of the examples 

he provided relate to managers’ judgments concerning whether to include the effect 

of a particular transaction as a recurring item or as a nonrecurring item. In some cases 

the amounts involved are subject to managers’ estimates of future amounts based on 

various assumptions. In any event, as explained in earlier chapters, a careful review 

of the statement of cash flows and the annual report’s explanatory notes and manage-

ment’s discussion and analysis, when one is included, may help to warn financial 

statement users about financial difficulties being experienced by the company issuing 

the statements. 

  1  Financial Shenanigans: How to Detect Accounting Gimmicks and Fraud in Financial Reports, 2nd ed. 

(New York: McGraw-Hill, 2002). 
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Exhibit 10-1

 Seven Financial 

Shenanigans 

1.    Recording revenue too soon or that is of questionable quality. 
•    Recording revenue when future services remain to be provided.  

•   Recording revenue before shipment or before the customer’s unconditional 

acceptance.  

•   Recording revenue even though the customer is not obligated to pay.  

•   Selling to an affiliated party.  

•   Giving the customer something of value as a quid pro quo.  

•   Grossing up revenue.  

2.       Recording bogus revenue. 
•    Recording sales that lack economic substance.  

•   Recording cash received in lending transactions as revenue.  

•   Recording investment income as revenue.  

•   Recording supplier rebates tied to future required purchases as revenue.  

•   Releasing revenue that was improperly held back before a merger.  

3.       Boosting income with one-time gains. 
•    Boosting profits by selling undervalued assets.  

•   Including investment income or gains as part of revenue.  

•   Reporting investment income or gains as a reduction in operating expenses.  

•   Creating income by reclassification of balance sheet accounts.  

4.       Shifting current expenses to a later or earlier period. 
•    Capitalizing normal operating costs.  

•   Changing accounting policies and shifting current expense to an earlier period.  

•   Amortizing costs too slowly.  

•   Failing to write down or write off impaired assets.  

•   Reducing asset reserves.  

5.       Failing to record or improperly reducing liabilities. 
•    Failing to record expenses and related liabilities when future obligations remain.  

•   Reducing liabilities by changing accounting assumptions.  

•   Releasing questionable reserves into income.  

•   Creating sham rebates.  

•   Recording revenue when cash is received, even though future obligations remain.  

6.       Shifting current revenue to a later period. 
•    Creating reserves and releasing them into income in a later period.  

•   Improperly holding back revenue just before an acquisition closes.  

7.     Shifting future expenses to the current period as a special charge. 
•   Improperly inflating the amount included in a special charge.  

•   Improperly writing off in-process R&D costs from an acquisition.  

•   Accelerating discretionary expenses into the current period.  

LO 2

 Understand the types 

of financial reporting 

misstatements that 

have occurred in recent 

years. 

    Source: Howard Schilit, Financial Shenanigans: How to Detect Accounting Gimmicks and Fraud in Financial Reports , 

2nd ed. (New York: McGraw-Hill, 2002). 

  The fundamentals of financial accounting that have been explained in Chap-

ters 2–9 will continue to apply to business transactions for years to come even though 

some specific changes in accounting and reporting will occur. Efforts by operating and 

financial executives to have their company’s financial statements reflect as favorable 

a picture as possible of the entity’s financial position, results of operations, and cash 

mar27068_ch10_386-413.indd   390mar27068_ch10_386-413.indd   390 11/12/09   9:44:52 AM11/12/09   9:44:52 AM



 Chapter 10 Corporate Governance, Explanatory Notes, and Other Disclosures 391

flows will continue. Therefore, as it has always been, it will continue to be the respon-

sibility of financial statement users to dig into the financial statements, explanatory 

notes, and other financial information and to perform financial statement analysis to 

achieve an understanding of what the numbers mean. The material presented in the 

balance of this chapter, along with that in Chapter 11, will assist you in this process. 

     General Organization of Explanatory Notes 
  The explanatory notes that refer to specific financial statement items generally are 

presented in the same sequence as the financial statements and in the same sequence 

that items appear within the individual statements. The financial statement sequence 

is usually

1.    Income statement.  

2.   Balance sheet.  

3.   Statement of cash flows.  

   Placement of the statement of changes in owners’ equity usually depends on the com-

plexity of that statement. If paid-in capital has not changed during the year, a statement 

of changes in retained earnings may be presented following the income statement and 

may even be combined with it because net income is the principal item affecting re-

tained earnings. If there have been several capital stock transactions during the year, a 

full statement of changes in owners’ equity, which includes changes in paid-in capital, 

retained earnings, and other comprehensive income, would normally be presented sepa-

rately following the balance sheet, although it sometimes follows the statement of cash 

flows instead. Some companies present the statement of changes in owners’ equity as 

part of the accompanying notes rather than as a separate financial statement. 

  The notes are an integral part of the financial statements because they contain 

important disclosures that are not contained in the financial statements themselves. 

Thus for the financial statements to be relevant, reliable, and understandable, users 

must read and interpret the notes to make informed decisions and judgments. 

  In addition to the notes, sometimes called the  financial review , many annual 

reports include a narrative section called  management’s discussion and analysis . 
This is a description of the firm’s activities for the year, including comments about its 

financial condition and results of operations. Also included in most annual reports is 

a comparative summary of key financial data for several years. Both of these compo-

nents can be quite helpful to users of the annual report. 

2. What does it mean when a note at the bottom of the fi nancial statements states, 

“The accompanying notes are an integral part of these statements”? QWhat Does
It Mean?

Answer  on 
page  405

    Explanatory Notes (or Financial Review) 
   Significant Accounting Policies 

 As emphasized in earlier chapters, management must make a number of choices 

among alternative accounting practices that are generally acceptable. Because these 

choices differ among firms, disclosure of the specific practices being followed by any 

given firm is necessary for readers to make sense of that firm’s financial statements. 

LO 3

Understand that the 

explanatory notes are 

an integral part of the 

financial statements.

LO 4

Understand the kinds 

of significant account-

ing policies that are 

explained in the notes.

mar27068_ch10_386-413.indd   391mar27068_ch10_386-413.indd   391 11/12/09   9:44:52 AM11/12/09   9:44:52 AM



392 Part 1 Financial Accounting

Users also need information about  significant accounting policies  to make intelligent 

comparisons of the financial position and results of operations of different firms in the 

same industry. The following discussion highlights the importance of many of these 

accounting policy disclosures. The comments in italics refer to the 2008 annual report 

of Intel Corporation in the appendix. 

  Depreciation method.   The method (straight-line, units-of-production, sum-of-the-

years’-digits, or declining-balance) being used for financial reporting purposes and the 

range of useful lives assumed for broad categories of asset types are usually disclosed. 

The amount of depreciation expense may also be disclosed in the notes, although it is 

also reported in the statement of cash flows as an add-back to net income.  Intel gener-
ally uses straight-line depreciation for financial reporting purposes (see page 695 in 
the appendix). How much depreciation and amortization expense did Intel report for 
2008? (This amount is reported in the statement of cash flows on page 689. ) 

     Inventory valuation method.   The method (weighted-average, FIFO, or LIFO) 

being used is disclosed. If different methods are being used for different categories 

of inventory, the method used for each category is disclosed. When LIFO is used, 

a comparison of the cumulative difference in the balance sheet inventory valuation 

under LIFO with what it would have been under FIFO usually is disclosed.  Intel’s in-
ventories are presented on a “currently adjusted standard basis (which approximates 
actual cost on an average or first-in, first-out basis  ).” 

   Basis of consolidation.   A brief statement confirms the fact that the consolidated 

financial statements include the financial data of all subsidiaries—or if not, why not. 

   Income taxes.   A reconciliation of the statutory income tax rate (presently 35%) with 

the effective tax rate (indicated by the firm’s income tax expense as a percentage of 

pretax income) is provided. Reasons for this difference include the effects of state taxes, 

non-U.S. income taxed at different rates, export sales benefits, and other special treat-

ment given certain items for income tax purposes. This disclosure is especially pertinent 

for firms having a substantial business presence in a foreign country. In the United 

Kingdom, for example, the normal corporate income tax rate is 28 percent. Because of 

the U.S. tax loss carryover rules, the effective tax rate can also differ from the statutory 

rate for a firm that has reported a net loss in a recent year.  Intel reports its effective tax 
rate for each of the past three years (see page 733). You can verify these calculations 
by dividing the “Provision for taxes” reported on the income statement by the “Income 
before taxes.” Try this with the income statement data reported on page 687. For 2008, 
this calculation should reconcile with the reported 31.1% effective tax rate.  
  An explanation is also made of the deferred taxes resulting from differences be-

tween the fiscal year in which an expense (or revenue) is reported for book purposes 

and the fiscal year in which it is reported for tax purposes. As already discussed, the 

Study

Suggestion

 Take three to five minutes to familiarize yourself with Intel’s “Notes to consolidated financial 

statements” on pages 691–742 in the appendix. Quickly flip through these pages now, reading 

the major headings and scanning the rest; tab these pages for easy reference as you study the 

material presented in this chapter. 
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principal factor in deferred taxes for most firms is the use of straight-line deprecia-

tion for book purposes and accelerated depreciation for tax purposes. However, many 

firms also report significant deferred tax amounts for a variety of other items (as 

discussed in Chapter 7). Intel reports a detailed table of deferred income tax assets 
and liabilities for the past two years (see page 696). 

   Employee benefits.   The cost of employee benefit plans included as an expense in 

the income statement will be disclosed. The significant actuarial assumptions made 

with respect to funding pension plans may be discussed, and certain estimated future 

pension liabilities may be disclosed. The key to understanding the funded status of a 

defined benefit pension plan is to compare the  projected benefit obligation  (the pres-

ent value of expected future payments to retirees) to the  fair market value of plan 
assets  that are currently held in the pension fund. With some adjustments, the differ-

ence between these two amounts represents the  prepaid pension cost  (an asset, if 

overfunded) or the  accrued pension cost  (a liability, if underfunded). In September 

2006 the FASB issued SFAS No. 158, “Employers’ Accounting for Defined Benefit 

Pension and Other Postretirement Plans,” which requires companies to recognize this 

asset or liability for the overfunded or underfunded status of their defined benefit 

plans in their financial statements. These amounts had previously been reported only 

as note disclosures. The impact of this standard for most companies has been to in-

crease both assets and liabilities but to decrease the reported stockholders’ equity. 

  An additional schedule is provided to show the components of net pension ex-
pense for each of the past three years if this amount is material. Several elements of 

pension expense will be reported, including the current service cost, prior service cost, 

interest cost of the projected benefit obligation, and the actual return on plan assets. 

The latter item is treated as a reduction of pension expense because future funding re-

quirements will decrease as income is earned on invested assets. Current and prior ser-

vice costs represent the actuarially determined cost to provide future pension benefits 

based on employees’ earnings and service in the current and prior years, respectively. 

Although the accounting for pension plans is complex, these key items are easy to 

identify in the schedules provided by most firms.  Intel provides a detailed discussion 
of its pension and postretirement benefit plans, including schedules that reconcile the 
changes during 2008 and 2007 in the projected benefit obligation, fair value of plan 
assets, and the funded status of its U.S. and non-U.S. pension plans and postretirement 
medical plans. Details concerning the “net periodic benefit cost” (pension expense) 
are also provided (see page 724) . 

   Goodwill and other acquistion-related intangibles.   If the balance sheet con-

tains the intangible asset goodwill, the method of recognizing its initial cost (arising 

from business acquisitions) will be described. Further details will be provided con-

cerning reductions in the cost of goodwill due to impairment losses and other similar 

adjustments. The cost of acquisition-related intangibles (other than goodwill) and 

the amortization methods used for these assets will also be disclosed. As discussed 

in Chapter 6, the accounting for goodwill is a sticky problem for accountants and is 

likely to generate further debate for many years to come. Intel  discloses its accounting 
policies concerning goodwill on page 696 and provides further discussion of goodwill 
and other identified intangible assets on pages 716–717.  

   Earnings per share of common stock.   An explanation of the calculation will 

be provided, perhaps including the details of the calculation of the weighted-average 

number of shares outstanding and the adjustments to net income for preferred stock 

dividends. The potential dilution of the earnings per share (EPS) figure resulting from 

mar27068_ch10_386-413.indd   393mar27068_ch10_386-413.indd   393 11/12/09   9:44:53 AM11/12/09   9:44:53 AM



394 Part 1 Financial Accounting

convertible bonds or convertible preferred stock if conversions had taken place during 

the year, and the potential dilution from stock option plans, will also be explained. 

Intel describes its EPS calculation process in a brief footnote on page 731. 

   Stock option and stock purchase plans.   Many firms have a stock option plan 
under which officers and key employees are given an option to buy a certain number of 

shares of stock  at some time in the future  but at a price equal to the market value of the 

stock when the option is granted. The stock option presumably provides an incentive 

to increase the profitability of the firm so that the stock price will rise. 

  In December 2004 the FASB issued SFAS No. 123R, “Share-Based Payment,” 

which requires employee stock options to be accounted for under the  fair value 
method and eliminates the intrinsic value method  that had been allowed for many 

years under a previous accounting standard. This standard requires the use of an op-

tion pricing model for estimating the fair value of stock options, which is amortized 

to expense over the service periods presumed to apply to the group of executives and 

other employees who received the options. Under the previous standard, no compen-

sation expense was generally recognized in conjunction with stock options, and thus 

net income was (arguably) overstated to the extent that any options granted during the 

year represented unrecorded compensation. The present standard is thought to more 

accurately reflect the economic substance of stock options outstanding. 

  During 2006 it was determined that some publicly owned corporations had en-

gaged in a practice of backdating stock option grants. For example, options granted 

on May 20 were dated as of March 10, when the market price of the stock was lower. 

This resulted in an immediate advantage to the grantee as long as the market price did 

not fall before the option was exercised because the difference between the respec-

tive market prices resulted in additional gain to the grantee. In addition, because the 

market price on the false grant date was lower than the market price on the actual 

grant date, the compensation expense recognized by the corporation and the amount 

received from the option holder were both less than they should have been. More than 

100 companies were involved in this scandal, and several chief executive officers and 

chief financial officers lost their jobs. The companies involved were required to restate 

previously reported earnings to reflect the additional compensation expense related to 

these backdating practices. In addition, in May 2007 the SEC announced that several 

of the companies involved had been fined. While not a scandal on the scope of the 

Enron Corporation or WorldCom, Inc., affairs, stock option backdating represents 

another breakdown in the ethical behavior of some managers. 

  When stock options are exercised, the owner has an immediate profit that is in 

effect additional compensation for a job well done. The effect on the issuer’s finan-

cial statements is the same as that of an ordinary common stock issuance (the cash, 

common stock, and additional paid-in capital accounts will each be increased) except 

that the issue price will be less than the prevailing fair market value at the date of 

exercise. 

  Under a  stock purchase plan , the employees can purchase shares of the company’s 

common stock at a slight discount from market value. The objective is to permit the 

employees to become part owners of the firm and thus to have more of an owner’s 

attitude about their jobs and the company. Stock purchase plans are also accounted 

for under the fair value method.  Intel has an equity incentive plan for employees 
and nonemployee directors, as well as an employee stock purchase plan. Details of 
the company’s share-based compensation, restricted stock unit awards, stock option 
 awards , and stock purchase plan are discussed on pages 726–730.  
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 From the employees’ point of view, stock option and stock purchase plans are 

usually good fringe benefits. From the investors’ point of view, the shares that are 

issuable under these plans represent potential dilution of equity. Thus the nature of 

these plans is described, and the potential dilution is disclosed.

    Details of Other Financial Statement Amounts 

 Many firms will include in the explanatory notes the details of amounts that are reported 

as a single item in the financial statements. For example, details may be provided for the 

amount of research and development expenses included in a broader operating expense 

category on the income statement, the “other income” category of the income statement, 

or the cost and accumulated depreciation of plant and equipment that are reported in 

total on the balance sheet. Long-term debt, frequently reported as a single amount on the 

balance sheet, is usually made up of several obligations. A descriptive listing of the obli-

gations, including a schedule of the principal payments required for each of the next five 

years, is a mandatory reporting requirement if the amounts involved are material. The 

extent of such detail to be reported is decided by the financial officers of the firm and is 

generally based on their judgment of the benefit of such detail to the broad user audience 

that will receive the financial statements. In some cases, disclosure requirements of the 

Securities and Exchange Commission and the desire to conform the stockholders’ report 

with the report required to be filed with the SEC (see Business in Practice—Reporting 

to the Securities and Exchange Commission) result in these details. 

   Other Disclosures 

  Accounting change.   An  accounting change  is a change in the application of an ac-

counting principle that has a material effect on the comparability of the current period 

financial statements with those of prior periods. The effects of recently adopted account-

ing changes must be disclosed. For example, if a firm changes its inventory cost-flow 

assumption from FIFO to LIFO, this fact and the dollar effects of the change on both 

the income statement and balance sheet must be disclosed. Likewise, a change in depre-

ciation methods, a change in the method of accounting for pension costs, or any other 

change having a significant effect on the financial statements must be disclosed. 

  Sometimes the accounting change is the result of a FASB pronouncement. The 

most common changes reported in the AICPA survey of the year 2007 annual reports 

of 600 corporations were of this variety and involved income tax uncertainties and 

defined benefit pension and postretirement plans.  2          

  Business combinations.   If the firm has been involved in a  business combination  
(a merger, acquisition, or disposition), the transaction(s) involved will be described 

and the effect on the financial statements will be explained. Recall that in the case of 

the disposition of part of the business, the income statement will segregate the impact 

on the current year’s results of discontinued operations. 

  Mergers and acquisitions are accounted for using  purchase accounting.  Under 

purchase accounting, the net assets acquired are recorded by the acquiring company 

at their  fair market value  at the date of acquisition. Any amount paid for the acquired 

net assets (or company) in excess of the fair market value of the net assets is recorded 

as goodwill—an intangible asset that is evaluated annually for possible impairment 

losses but is  not  amortized, as discussed in Chapter 6. 

LO 5

Understand the nature 

and content of various 

note disclosures.

  2  AICPA,  Accounting Trends and Techniques  (New York, 2008), Table 1–8. 
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   Contingencies and commitments.   It is not unusual for a firm to be involved 

in litigation, the results of which are not known when the financial statements are 

prepared. If the firm is denying liability in a lawsuit in which it is a defendant, it is 

appropriate to disclose the fact of the lawsuit to readers of the financial statements. 

Of course the concept of matching revenue and expense requires the recognition of 

any anticipated cost of verdicts that the company expects to have to pay. An expense 

or a loss and a related liability should be reported in the period affected. Even if the 

lawsuit is one that management and legal counsel believe will not result in any liability 

to the company, the fact of the potential loss and liability should be disclosed. The 

nature of the legal action, the potential damages, and a statement to the effect that the 

claims against the company are not likely to be sustained are included in the notes. 

 Intel’s “Contingencies” footnote briefly describes several lawsuits pending against 
the company, none of which (in the opinion of management and internal counsel) will 
have a material adverse effect on the company’s financial position or overall trends 
in results of operations (see pages 736–739).  

Business in 

Practice

 Reporting to the Securities and Exchange Commission 

 The Securities and Exchange Commission (SEC) was created by the Securities and Exchange 

Act of 1934 to administer the provisions of that act and the Securities Act of 1933. Subsequently 

Congress assigned to the SEC the authority and responsibility for administering other securities 

laws. Securities issued by corporations (principally stocks and bonds) that are offered for sale 

to more than a very few investors must be registered with the SEC. The basic objective of this 

registration is to provide to potential investors a full and fair disclosure of the securities being 

issued, the issuer’s business activities and financial position, and an explanation of the use to be 

made of the proceeds of the security issue. Registration does not result in a “seal of approval” 

or a guarantee against loss. It is up to investors to decide whether their objectives are likely to 

be achieved. Registration is required for additional issues of previously unregistered securities 

(for example, if the corporation wants to raise capital by selling additional shares of stock) and 

for issues of newly created securities (for example, bonds that will be offered to the public). A 

prospectus summarizing the complete registration statement must be provided to investors 

prior to or concurrently with their purchase of the security. A prospectus is provided by the 

company or the broker through whom the securities are being sold. 

  Registered securities can be traded publicly on a stock exchange or in the over-the-counter 

market. Firms that issue these securities are required to file an annual report with the SEC. This 

report is referred to as  Form 10-K.  The requirements of Form 10-K have had a significant impact on 

the scope of material included in the annual report to stockholders. Most companies include in their 

annual report to stockholders all of the financial statement information required in the Form 10-K, 

and some companies even send a copy of the Form 10-K, along with a separate brochure describ-

ing the company and its products∕services, to their shareholders as the annual report. 

  Form 10-K requires some information not usually found in the financial statements, includ-

ing data about executive compensation and ownership of voting stock by directors and officers. 

This information is also included in the  proxy statement  sent to stockholders along with the 

notice of the  annual meeting  and a description of the items expected to be acted upon by the 

stockholders at that meeting. Stockholders who do not expect to attend the annual meeting 

are invited to return a  proxy . Although the proxy gives another person (usually a director of the 

corporation) the right to vote the stockholder’s shares, the owner can indicate her or his prefer-

ence for how the shares are to be voted on the indicated issues. 

  The registration statement, prospectus, Form 10-K, and proxy statement are public docu-

ments, and copies can be obtained from the corporation or from the SEC. Try the Web site of a 

corporation in which you are interested, or access the Electronic Data Gathering, Analysis, and 

Retrieval (EDGAR) system on the SEC’s Web site at www.sec.gov/edgarhp.shtml. 

LO 6

Understand the 

role of the SEC and 

some of its reporting 

requirements.
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    In some cases a firm or one of its subsidiaries may act as a guarantor of the indebt-

edness of another entity. In such cases it is appropriate for the amount of the potential 

liability and a brief description of the circumstances to be disclosed in the notes. Under 

certain circumstances a liability may actually need to be recorded for such guarantees. 

It was the lack of this type of disclosure by Enron Corporation that caused a great deal 

of criticism of the company’s management and auditors after Enron’s bankruptcy. 

  If the firm has made commitments to purchase a significant amount of plant and 

equipment or has committed to pay significant amounts of rent on leased property 

for several years into the future, these commitments will be disclosed. This is done 

because the commitment is like a liability but is not recorded on the balance sheet 

because the actual purchase transaction has not yet occurred.  Intel’s “Commitments” 
footnote indicates that it had committed $2.9 billion for the construction or purchase 
of property, plant, and equipment at December 27, 2008. The company also discloses 
its “minimum rental commitments” under noncancelable operating leases for each 
year from 2009 to 2013 and a lump sum for amounts committed for 2014 and there-
after (see page 726).  
  A firm may have quite a few other kinds of  contingencies  and  commitments.  
Most will have a negative impact on the financial position of the firm or its results of 

operations if they materialize. The purpose of disclosing these items is to provide full 

disclosure to the user of the financial statements. 

   Events subsequent to the balance sheet date.   If, subsequent to the balance 

sheet date, a significant event occurs that has a material impact on the balance sheet or 

income statement, it is appropriate to provide an explanation of the probable impact of 

the subsequent event on future financial statements. Examples of such significant events 

include the issuance of a large amount of long-term debt, the restructuring of long-term 

debt, the issuance of a large amount of capital stock, the sale of a significant part of the 

company’s assets, and the agreement to enter into a business combination. 

   Impact of inflation.   It has been emphasized that the financial statements do not re-

flect the impact of inflation. The original cost concept and the objectivity principle result 

in assets being recorded at their historical cost to the entity, based on current dollars at 

the time the transactions are initially recorded. In 1979, because of the significant infla-

tion that the United States had experienced in the prior decade, the FASB required large 

companies to report certain inflation-adjusted data in the explanatory notes to the finan-

cial statements. This was done on a trial basis for a period of five years and was a contro-

versial and complex accounting standard to implement. In 1986 the FASB rescinded the 

requirement, and has since merely encouraged firms to report the effects of inflation. If 

the economy experiences high rates of inflation in the future, efforts to reflect the impact 

of inflation directly in the financial statements are likely to be renewed. 

   Segment information.   Most large corporations operate in several lines of busi-

ness and in several international geographic areas. In addition, some firms have major 

customers (frequently other large corporations or the U.S. government) that account 

for a significant part of the total business. A  business segment  is a group of the firm’s 

business activities that has a common denominator. The components of each business 

segment are identified and defined by management. Segments may reflect the com-

pany’s organizational structure, manufacturing processes, product line groups, or in-

dustries served. The required disclosure of segment, geographic, and major customer 

information is designed to permit the financial statement user to make judgments 

about the impact on the firm of factors that might influence specific lines of business, 

geographic areas, or specific major customers. 
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  As you have learned, a company presents only one set of financial statements, re-

gardless of how many industries or countries it serves. Segment data disaggregate one 

company into smaller components so that readers can have more useful information for 

decision making. Data shown for each segment include sales to unaffiliated customers, 

operating profit, capital expenditures, depreciation and amortization expense, and identi-

fiable assets. Note that from these data it is possible to make a DuPont model return-on-

investment calculation and to prepare for each segment a simple statement of cash flows 

showing cash flows from operating activities (net income plus depreciation expense) 

minus cash used for investing activities (capital expenditures). This simple statement of 

cash flows omits financing activities (such as long-term debt and dividend transactions), 

but it does highlight the principal cash flows related to each segment. Although these 

segment measures cannot be combined to equal the total company’s ROI or cash flows 

(because assets and expenses applicable to the corporation as a whole have not been 

arbitrarily allocated to segments), segment trends over time can be determined.  Intel 
reports its revenues and operating profit (or loss) information on two primary business 
segments: “Digital Enterprise Group” and “Mobility Group” (see pages 739–742).  
  Sales to unaffiliated customers, operating profits, and identifiable assets are also 

reported by geographic areas in which the firm operates. For example, the areas in the 

geographic breakdown used by Intel are the United States, Other Americas, Taiwan, 

China (including Hong Kong), Other Asia–Pacific, Europe, and Japan. ROI calcula-

tions can also be made based on geographic areas, but cash flow information cannot 

be approximated because the required geographic disclosures do not include capital 

expenditures or depreciation and amortization expense. 

  If a firm has a major customer that accounts for more than 10 percent of its con-

solidated sales, it is appropriate to disclose this fact to the financial statement user 

so that a judgment can be made about the influence of this customer on the firm’s 

continued profitability. However, the name of the major customer is not required to 

be disclosed.  Intel reports that in 2008, one customer accounted for 20% and another 
customer accounted for approximately 18% of net revenues.  

    Management’s Statement of Responsibility 

 Many firms include in the explanatory notes  management’s statement of responsibil-
ity , which explains that the responsibility for the financial statements lies with the man-

agement of the firm, not the external auditor & certified public accountants who express 

an opinion about the fairness with which the financial statements present the financial 

condition and results of operations of the company. The statement of responsibility usu-

ally refers to the internal audit function, the audit committee of the board of directors, 

the company’s code of conduct, and other policies and procedures designed to ensure 

that the company operates at a high level of ethical conduct. In addition to these vol-

untary disclosures, SOX requires management to include in its annual report an assess-

ment of the effectiveness of the company’s internal control over financial reporting. 

     Management’s Discussion and Analysis 
  For many years the Securities and Exchange Commission has required companies 

that must file a Form 10-K annual report with the commission to include in the report 

a discussion by management of the firm’s activities during the year and its financial 

condition and results of operations. This discussion is being included in more and 

more annual reports to stockholders. Management’s discussion and analysis should 

enhance disclosure to the public of information about the corporation. It is a part 

of the annual report that should be read by current and potential investors. In the 

LO 7
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Intel Corporation report in the appendix, the pages devoted to management’s discus-

sion and analysis of financial condition have been omitted from those selected for 

inclusion in this text (see pages 27–52 in the full version of Intel’s 2008 annual report, 

which can be downloaded from the company’s Web site). 

3. What does it mean to state that management’s discussion and analysis are es-

sential to understanding the fi rm’s activities and fi nancial statements? QWhat Does
It Mean?

Answer  on 
page  405

    Five-Year (or Longer) Summary of Financial Data 
  Most corporate annual reports will present a summary of financial data for at least the 

five most recent years. Many firms report these data for longer periods, and at least one 

firm reports these data for every year since it was organized. Included in the summary 

are key income statement data or even the entire income statement in condensed form. 

In addition to amounts, significant ratios such as earnings as a percentage of sales, aver-

age assets, and average owners’ equity may also be included. Earnings and dividends 

per share, the average number of shares outstanding each year, and other operating sta-

tistics may be reported. Year-end data from the balance sheet such as working capital; 

property, plant, and equipment (net of accumulated depreciation); long-term debt; and 

owners’ equity usually are reported. Book value per share of common stock (explained 

in Chapter 11) and the year-end market price of common stock frequently are reported. 

When stock dividends or stock splits have occurred, the per share data of prior years 

are adjusted retroactively so that the per share data are comparable. 

  As an illustration of the adjustment of per share data for stock dividends or stock 

splits, assume that Cruisers, Inc., reported basic earnings per share and cash dividends 

per share of $4.50 and $2.00, respectively, for fiscal 2009. Assume also that in 2010 

the firm had a 2-for-1 stock split. In the annual report for 2010, earnings and divi-

dends for 2009 should reflect the fact that because of the split there are now twice as 

many shares of common stock outstanding as there were when 2009 amounts were 

first reported. Therefore, in the 2010 annual report, 2009 basic earnings per share and 

dividends per share will be reported at $2.25 and $1.00, respectively. Assume further 

that in 2011 Cruisers had a 10% stock dividend that resulted in 110 shares outstanding 

for every 100 shares that were outstanding before the stock dividend. The 2011 an-

nual report will report 2009 basic earnings per share and dividends per share as $2.05 

($2.25/1.10) and $0.91 ($1.00/1.10), respectively. Diluted earnings per share data (if 

required to be reported) would also be adjusted.  

  The five-year (or longer) summary is not included in the scope of the independent 

auditors’ work, nor does their opinion relate to the summary. Likewise, the summary 

is not a part of the explanatory notes to the financial statements; it is a supplementary 

disclosure that may appear before or after the financial statements and notes. Intel’s 

annual report includes a five-year financial summary on page 685 in the appendix. 

4. What does it mean to review the trends in the fi ve-year (or longer) summary of 

fi nancial data? QWhat Does
It Mean?

Answer  on 
page  405

LO 9

 Understand what is 

included in the five-year 

(or longer) summary of 

financial information. 
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Exhibit 10-2

     Independent Auditors’ 

Report 

 The Board of Directors and Stockholders, Intel Corporation 

 We have audited the accompanying consolidated balance sheets of Intel Corpora-

tion as of December 27, 2008, and December 29, 2007, and the related consolidated 

statements of income, stockholders’ equity, and cash fl ows for each of the three years 

in the period ended December 27, 2008. Our audits also included the fi nancial state-

ment schedule listed in the Index at Part IV, Item 15. These fi nancial statements and 

schedule are the responsibility of the company’s management. Our responsibility is to 

express an opinion on these fi nancial statements and schedule based on our audits. 

 We conducted our audits in accordance with the standards of the Public Company 

Accounting Oversight Board (United States). Those standards require that we plan and 

perform the audit to obtain reasonable assurance about whether the fi nancial state-

ments are free of material misstatement. An audit includes examining, on a test basis, 

evidence supporting the amounts and disclosures in the fi nancial statements. An audit 

also includes assessing the accounting principles used and signifi cant estimates made 

by management, as well as evaluating the overall fi nancial statement presentation. We 

believe that our audits provide a reasonable basis for our opinion. 

 In our opinion, the consolidated fi nancial statements referred to above present fairly, in all 

material respects, the consolidated fi nancial position of Intel Corporation at December 27, 

2008, and December 29, 2007, and the consolidated results of its operations and its cash 

fl ows for each of the three years in the period ended December 27, 2008, in confor-

mity with U.S. generally accepted accounting principles. Also in our opinion, the related 

fi nancial statement schedule, when considered in relation to the basic fi nancial statements 

taken as a whole, presents fairly in all material respects the information set forth therein. 

 As discussed in Notes 2 and 23 to the consolidated fi nancial statements, Intel Corpora-

tion changed its method of accounting for sabbatical leave as of December 31, 2006, 

its accounting for uncertain tax positions as of December 31, 2006, and its method of 

accounting for its defi ned benefi t pension and other postretirement plans during 2006. 

 We also have audited, in accordance with the standards of the Public Company 

Accounting Oversight Board (United States), Intel Corporation’s internal control over 

fi nancial reporting as of December 27, 2008, based on criteria established in Internal 

Control—Integrated Framework issued by the Committee of Sponsoring Organizations 

of the Treadway Commission and our report dated February 17, 2009, expressed an 

unqualifi ed opinion thereon. 

 Ernst & Young LLP 

 San Jose, California 

 February 17, 2009 

      Independent Auditors’ Report 
  The independent auditors’ report is a brief (usually four paragraphs), often easily over-

looked report that relates to the financial statements and the accompanying explana-

tory notes. The SEC requires an audit of the financial statements of a publicly owned 

company. Many privately owned firms will have an audit of their financial statements 

to support their bank loan negotiations. 

  The independent auditors’ report for Intel Corporation (which is on page 743 of 

the annual report in the appendix) is reproduced in Exhibit 10-2. This report format, 

which has been standardized by the Auditing Standards Board of the AICPA (as 

amended by the Public Company Accounting Oversight Board), is almost universal. 

Note that Intel received an unqualified, or “clean,” audit opinion, meaning that its 

LO 10

 Understand the 

meaning and content 

of the independent 

auditors’ report. 
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financial statements were “present[ed] fairly, in all material respects . . . in conformity 

with accounting principles generally accepted in the United States.” This is by far the 

most commonly presented opinion in annual reports because most firms would prefer 

to make the necessary “auditor-suggested adjustments” to financial statement amounts 

and footnote disclosures than to receive a qualified audit opinion. 

  The report usually is addressed to the board of directors and stockholders of the 

corporation. The first paragraph, or introductory paragraph, identifies the financial 

statements that were audited and briefly describes the responsibilities of both manage-

ment and the auditors with respect to the financial statements. It is important to note 

here that management is responsible for the financial statements; the auditors’ task is 

to express an opinion about them. 

  The second paragraph is the scope paragraph, and it describes the nature and extent 

of the auditors’ work. Note that their concern is with obtaining reasonable assurance 

about whether the financial statements are free of material misstatements and that their 

work involves tests. Auditors give no guarantee that the financial statements are free from 

fraudulent transactions or from the effects of errors. Remember that the accuracy of the fi-

nancial statements is the responsibility of management, not of the auditors. However, the 

standards of the PCAOB do require extensive audit procedures as a means of obtaining 

reasonable assurance that the financial statements are free of material misstatements. 

  The third paragraph is the opinion paragraph, and in that sense it is the most 

important. The benchmark for fair presentation is accounting principles generally ac-

cepted in the United States. Again, note the reference to materiality. If during the audit 

the auditor determines that the financial statements taken as a whole do not “present 

fairly,” the auditor will require a change in the presentation or withdraw from the 

audit. The latter action is very rare. 

  The fourth paragraph, now required by the PCAOB, refers to the audit of the 

effectiveness of the company’s internal control over financial reporting and to the na-

ture of the opinion (unqualified, qualified, or adverse) expressed thereon. An internal 

control audit is now conducted in conjunction with the audit of financial statements, 

and an internal control audit opinion is presented on a separate page immediately fol-

lowing the financial statements audit opinion.  3         The internal control audit opinion for 

Intel’s 2008 annual report is shown on page 744 in the appendix. 

  The name of the auditing firm, sometimes presented as a facsimile signature, and 

the date of the report are shown. The date of the report is the date the audit work was 

completed, and a required audit procedure is to review transactions subsequent to the 

balance sheet date up to the date of the report. As discussed earlier in this chapter, 

unusual transactions that occur during this period must be disclosed in the financial 

statements or in the explanatory notes. 

  Occasionally the auditors’ report will include additional language and/or an explana-

tory paragraph that describes a situation that does not affect fair presentation but that should 

be disclosed to keep the financial statements from being misleading. Examples of circum-

stances requiring departures from the standard auditors’ report include the following:

1.    Basing the opinion in part on the work of another auditor.  

2.   Uncertainties about the outcome of a significant event that would have affected the 

presentation of the financial statements if the outcome could have been estimated.  

  3  Public Company Accounting Oversight Board (PCAOB),  Auditing Standard No. 2 , “An Audit of Internal 

Control over Financial Reporting Performed in Conjunction with an Audit of Financial Statements,” March 9, 

2004. [Effective pursuant to SEC Release No. 34-49884; File No. PCAOB-2004-03, June 17, 2004.] 
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3.   Substantial doubt about the entity’s ability to continue as a going concern.  

4.   A material change from a prior accounting period in the application of an 

accounting principle (such as discussed in the fourth paragraph provided in 

Exhibit 10-2, which had the effect of moving the usual fourth paragraph to the 

fifth paragraph position).    

      The auditor can issue a qualified opinion if the scope of the audit was restricted 

and essential audit work could not be performed or if there is a material departure 

from generally accepted accounting principles that affects only part of the financial 

statements. The reason for the qualification is explained in the report, and the opinion 

about fair presentation is restricted to the unaffected parts of the financial statements. 

Qualified opinions rarely occur in practice. 

  It is appropriate for the financial statement reader to review the independent audi-

tors’ report and determine the effect of any departure from the standard report. 

5. What does it mean to say that the auditors have given a clean opinion about the 

fi nancial statements?QWhat Does
It Mean?
Answer  on 
page  405

    Financial Statement Compilations 
  Accounting firms also perform services for client organizations whose debt and equity 

securities are not publicly traded (and whose financial statements are not required 

to be audited). Many small businesses use an outside accounting firm to prepare the 

necessary tax returns and to assemble financial information into conventional financial 

statements. The accounting firm may prepare financial statements to submit to banks 

and other major suppliers for purposes of obtaining commercial credit. Because the 

accounting firm is not engaged in an audit, it is necessary that a report be issued that 

clearly communicates to the user that the accounting firm is not providing any form 

Exhibit 10-3

Compilation Report
 The Board of Directors and Shareholders, 

Cruisers, Inc.: 

 We have compiled the accompanying balance sheet of Cruisers, Inc., as of December 31, 

2010, and the related statements of income and retained earnings and cash fl ows for 

the year then ended, in accordance with standards established by the American Insti-

tute of Certifi ed Public Accountants. 

 A compilation is limited to presenting in the form of fi nancial statements information 

that is the representation of management. We have not audited or reviewed the ac-

companying fi nancial statements and, accordingly, do not express an opinion or any 

other form of assurance on them. 

 Management has elected to omit substantially all of the disclosures required by gener-

ally accepted accounting principles. If the omitted disclosures were included in the 

fi nancial statements, they might infl uence the user’s conclusions about Cruisers, Inc.’s 

fi nancial condition, results of operations, cash fl ows, and changes in fi nancial posi-

tion. Accordingly, these fi nancial statements are not designed for those who are not 

informed about such matters. 

 (Accounting fi rm’s signature, address, and date) 
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of assurance about the fairness of the financial statements. Such a report, called a 

compilation report, is shown in Exhibit 10-3. 

  The user of the financial statements should be aware that the compilation means 

exactly what it says. If the firm’s need for capital is great and it borrows substantial 

amounts from its bank, it is not uncommon for the bank to reject a compilation and 

insist on financial statements that have been audited by an independent accountant. 

Having an audit will cause the firm’s accounting costs to rise significantly. 

    Summary 

 Corporate governance issues continue to command increased attention of legislators, 

regulators, investors, and the senior management teams of publicly traded companies. 

The Sarbanes–Oxley Act (SOX) of 2002 and the creation of the Public Company 

Accounting Oversight Board (PCAOB) have led to significant improvements in the 

development of a workable corporate financial reporting model. Further refinements 

to the reporting requirements now in place for U.S.-based companies are expected in 

the near future. 

  Explanatory notes to the financial statements are an integral part of the state-

ments. These notes, sometimes called the financial review, result from the applica-

tion of the full disclosure concept discussed in Chapter 2. The notes disclose details 

of amounts summarized for financial statement presentation, explain which permis-

sible alternative accounting practices have been used by the entity, and provide 

detailed disclosure of information needed for a full understanding of the financial 

statements. 

  Accounting policies disclosed include the depreciation method, inventory cost- 

flow assumption, and basis of consolidation. Accounting for the entity’s income taxes, 

employee benefits, and amortization of intangible assets is described. Details of the 

calculation of earnings per share of common stock are sometimes provided. There 

is a discussion of employee stock option and stock purchase plans. The materiality 

concept is applied to the extent of each of these disclosures. 

  If there have been changes in the accounting for a material item, the consistency 

concept requires disclosure of the effect of the change on the financial statements. 

Sometimes accounting or reporting changes are required by new FASB standards. 

  There is a full discussion of any business combinations in which the entity has 

been involved. 

  Significant contingencies and commitments, such as litigation or loan guarantees, 

as well as significant events that have occurred since the balance sheet date, are de-

scribed. This is a specific application of the full disclosure concept. 

  The impact of inflation on the historical cost amounts used in the financial state-

ments may be reported, although this information is not currently required to be 

shown. 

  Segment information summarizes some financial information for the principal 

activity areas of the firm. The intent of this disclosure is to permit judgment about the 

significance to the entity’s overall results of its activities in certain business segments 

and geographic areas. 

  The financial statements are the responsibility of management, not the auditors, 

and management’s statement of responsibility acknowledges this. This acknowledg-

ment usually includes a reference to the system of internal control. 
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404 Part 1 Financial Accounting

  Management’s discussion and analysis of the firm’s financial condition and 

results of operations provides an important and useful summary of the firm’s 

activities. 

  Although not usually a part of the explanatory notes to the financial statements, 

most annual reports include a summary of key financial data for a period of several 

years. This summary permits financial statement users to make trend evaluations 

easily. 

  The independent auditors’ report includes their opinion about the fair presenta-

tion of the financial statements in accordance with accounting principles generally 

accepted in the United States and calls attention to special situations. Auditors do 

not guarantee that the company will be profitable, nor do they give assurance that the 

financial statements are absolutely accurate.  

  The Securities and Exchange Commission is responsible for administering 

federal securities laws. One of its principal concerns is that investors have full dis-

closure about securities and the companies that issue them. The reporting require-

ments of the SEC have led to many of the disclosures contained in corporate annual 

reports.  

  Refer to the notes to the consolidated financial statements in the Intel Corporation 

annual report in the appendix and to the comparable parts of other annual reports that 

you may have. Observe the organization of this part of the financial statements and 

the comprehensive explanation of the material discussed. Read management’s discus-

sion and analysis of the firm’s financial condition and results of operations. Find the 

summary of key financial data for several years and evaluate the trends disclosed for 

sales, profits, total owners’ equity, and other items reported in the summary. The next 

chapter will describe and illustrate some of the ways of analyzing financial statement 

data to support the informed judgments and decisions made by users of financial 

statements. 

   Key Terms and Concepts 

   accounting change (p. 395)   A change in the application of an accounting principle. 

   accrued pension cost (p. 393)   A liability representing the estimated amount by which a 

company’s defined benefit pension plan is underfunded based on certain actuarial assumptions. 

Normally reported in the notes to the financial statements. 

   business combination (p. 395)   A merger between two or more firms, or the purchase of one firm 

by another. 

   business segment (p. 397)   A group of the firm’s similar business activities; most large firms have 

several segments. 

   commitment (p. 397)   A transaction that has been contractually agreed to but that has not yet 

occurred and is not reflected in the financial statements. 

   contingency (p. 397)   An event that has an uncertain but potentially significant effect on the 

financial statements. 

   corporate governance (p. 386)   The strategies, behaviors, and structures that support the 

fulfillment by the board of directors and management of an entity’s citizenship responsibilities 

and the achievement of its economic performance. 

   explanatory notes to the financial statements (p. 386)   An integral part of the financial statements 

that contains explanations of accounting policies and descriptions of financial statement details. 
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   financial review (p. 386)   Another name for the footnotes to the financial statements. 

   five-year (or longer) summary (p. 399)   A summary of key financial data included in an 

organization’s annual report; it is not a financial statement included in the scope of the 

independent auditor’s report. 

   management’s discussion and analysis (p. 391)   A narrative description of the firm’s activities 

for the year, including comments about its financial condition and results of operations. 

   management’s statement of responsibility (p. 398)   A discussion included in the explanatory notes 

to the financial statements describing management’s responsibility for the financial statements. 

   net pension expense (p. 393)   The estimated annual cost of providing pension-related benefits 

to current and former employees based on certain actuarial assumptions. Normally reported in a 

detailed schedule in the financial review section of an annual report. 

   prepaid pension cost (p. 393)   An asset representing the estimated amount by which a company’s 

defined benefit pension plan is overfunded based on certain actuarial assumptions. Normally 

reported in a detailed schedule in the financial review section of an annual report. 

   prospectus (p. 396)   A summary of the characteristics of a security being offered for sale, 

including a description of the business and financial position of the firm selling the security. 

   proxy (p. 396)   An authorization given by a stockholder to another person to vote the shares 

owned by the stockholder. 

   purchase accounting (p. 395)   The method of accounting for the purchase of another company 

that records as the cost of the investment the fair market value of the cash and/or securities paid, 

less the liabilities assumed in the transaction. 

   significant accounting policies (p. 392)   A brief summary or description of the specific 

accounting practices followed by the entity. 

   stock option plan (p. 394)   A plan for compensating key employees by providing an option to 

purchase a company’s stock at a future date at the market price of the stock when the option is 

issued (granted). 

1.        It means that as a result of the Sarbanes–Oxley Act (SOX) of 2002, the creation 

of the Public Company Accounting Oversight Board (PCAOB), and the strict 

implementation of Section 404 of SOX, corporate governance–related issues have 

become more highly regulated and controlled. These developments have resulted 

in an improved level of financial disclosure and transparency in annual reports, as 

well as improved systems of internal control.  

2.   It means that to understand the financial statements it is necessary to review the 

related notes to learn about the accounting policies that were followed, details of 

summary amounts reported in the financial statements, and unusual or significant 

transactions that affected the financial statements.   

3.   It means that this part of the annual report contains information that adds sub-

stance to the amounts reported in the financial statements.  

4.   It means that a picture of the firm’s recent financial history can be readily obtained 

by reviewing these data and using them in various calculations (such as ROI and 

ROE) if those results are not included in the summary.  

5.   It means that in the opinion of an independent third party, the financial statements 

(of a public company) present fairly in all material respects, in accordance with 

the standards of the Public Company Accounting Oversight Board (United States), 

the financial position, results of operations, and cash flows of the entity for the 

period. It does not mean that there have not been any fraudulent transactions, that 

AA N S W E R S  T O

What Does 
It Mean?
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the company has been given an absolute “clean bill of health,” or that investors 

are guaranteed that they will not suffer losses from investing in the company’s 

securities.   

   Self-Study Material  

 Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter. 

  Matching   Following are a number of the key terms and concepts introduced in 

the chapter, along with a list of corresponding definitions. Match the appropriate 

letter for the key term or concept to each definition provided (items 1–8). Note that 

not all key terms and concepts will be used. Answers are provided at the end of this 

chapter.  

 a.   Explanatory notes to financial 

statements  

 b.   Five-year summary  

 c.   Significant accounting policies  

 d.   Stock option plan  

 e.   Accounting change  

 f.   Business combination  

 g.   Proxy  

 h.   Prospectus  

 i.   Purchase accounting  

 j.   Corporate governance  

 k.   Contingencies and commitments  

 l.   Business segment  

 m.   Management’s statement of responsibility  

 1.      A plan for compensating key employees by providing the option of 

purchasing a company’s stock at a future date at the market price of the 

stock when the option is issued.  

 2.   A method of accounting for the purchase of another company that records 

as the cost of the investment the value of the cash and/or securities paid, 

less the liabilities assumed in the transaction.  

 3.   A group of the firm’s similar business activities.  

 4.   An integral part of the financial statements that contains explanations of 

accounting policies and descriptions of financial statement details.  

 5.   The strategies, behaviors, and structures that support the fulfillment 

by the board of directors and management of an entity’s citizenship 

responsibilities and the achievement of its economic performance.  

 6.   A switch between two alternative generally accepted accounting principles 

for recording certain transactions (switching from FIFO to LIFO, for 

example).  

 7.   An authorization given by a stockholder to another person to vote the 

shares owned by the stockholder.  

 8.   A summary of the characteristics of a security being offered for sale, 

including a description of the business and financial position of the firm 

selling the security.   
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   Multiple Choice   For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter. 

1.    The explanatory notes to the fi nancial statements contained in the “fi nancial 

review” section of the annual report include descriptions of all of the following 

except
 a.    accounting changes.  

 b.   employee productivity statistics.  

 c.   events subsequent to the balance sheet date.  

 d.   contingencies and commitments.  

 e.   segment information.     

2.   Required segment information disclosures do not include data concerning

 a.     major customers that account for more than 10% of the company’s 

consolidated sales.  

 b.   sales made to subsidiaries by each segment.  

 c.   identifi able assets of each segment.  

 d.   operating profi ts of each segment.  

 e.   capital expenditures of each segment.     

3.   Contingencies and commitments are disclosed as footnotes in the “fi nancial 

review” section of the annual report rather than being directly included in the 

fi nancial statements because

 a.    the obligation to make payments has not yet materialized.  

 b.    litigation losses and purchase commitments do not have to be paid within a 

year.  

 c.    reporting additional expenses and liabilities would have a negative effect on 

the income statement and balance sheet.  

 d.    investors prefer to see the details in the fi nancial review rather than in the 

fi nancial statements.  

 e.   these items relate only to specifi c segments of the fi rm’s operations.     

4.   “Signifi cant accounting policy” disclosures normally provide detailed 

information in relation to all of the following  except 
 a.    income taxes.  

 b.   employee benefi ts.  

 c.   stock option plans.  

 d.   depreciation methods.  

 e.   sales returns and allowances.     

5.   Earnings per share calculations are  not  adjusted to account for the

 a.    past service cost element of pension expense.  

 b.   weighted-average number of shares outstanding.  

 c.   preferred stock dividend requirements.  

 d.   dilutive effects of convertible bonds.  

 e.   dilutive effects of stock option plans.     
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6.   Which of these disclosures is unaudited and appears after the audit opinion in the 

annual report?

 a.    Segment information.  

 b.   Signifi cant accounting policies.  

 c.   Contingencies and commitments.  

 d.   Five-year summary of fi nancial data.  

 e.   Events subsequent to the balance sheet date.     

7.   Earnings per share for Carr Company were $4.80 in fi scal 2009. In 2010 a 20% 

stock dividend was issued, and in 2011 a 4-for-1 stock split was made. Earnings 

per share for 2009, to be reported in 2011, are

 a.    $1.00.  

 b.   $1.20.  

 c.   $1.44.  

 d.   $4.00.  

 e.   $4.80.     

8.   Adequacy of disclosure in the fi nancial statements and the explanatory notes is 

the primary responsibility of the

 a.    management of the company presenting the statements.  

 b.   public accounting fi rm auditing the statements.  

 c.   internal auditors of the company presenting the statements.  

 d.   attorneys of the company presenting the statements.  

 e.    fi nancial analysts using the statements to make investment decisions for their 

clients.        

  Exercises 

  Read and interpret corporate governance statement  Refer to the “Corporate 

Governance & Ethics” disclosures provided under the “Investor Relations” link on 

 Intel Corporation’s  Web site. Identify the principal topics covered in those disclo-

sures. Are there other topics that you believe would be appropriate to have included 

in those disclosures? Explain your answer.  

   Read and interpret corporate governance statement  Repeat the requirements 

of Exercise 10.1 for a company whose Web site you are familiar with, either as a result 

of completing Exercise 1.1 or otherwise.  

   Scan the financial review and read other annual report disclosures  Refer 

to the  Intel Corporation  annual report for 2008 in the appendix or to the most recent 

full annual report that you have downloaded from  Intel’s  Web site. Find and scan the 

financial review (notes to consolidated financial statements). Read the independent 

auditors’ report and management’s discussion and analysis of financial condition and 

results of operations.  

accounting

Exercise 10.1
 LO 1, 2 

Exercise 10.2
 LO 1, 2 

Exercise 10.3
 LO 2, 3 
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   Read and interpret management’s statement of responsibility  Find and 

read management’s statement of responsibility in the annual report that you obtained 

either as a result of completing Exercise 1.1 or otherwise. Identify the principal 

topics covered in that statement. Are there other topics that you believe would be 

appropriate to have included in the statement? Explain your answer.  

   Interpret auditors’ opinion  It is impossible for an auditor to “guarantee” that a 

company’s financial statements are free of all error because the cost to the company 

to achieve absolute accuracy (even if that were possible) and the cost of the auditor’s 

verification would be prohibitively expensive. How does the auditors’ opinion 

recognize this absence of absolute accuracy?  

   Interpret auditors’ opinion   To what extent is the auditors’ opinion an indicator 

of a company’s future financial success and future cash dividends to stockholders?  

   Effects of stock split and stock dividend on EPS  

  Required: 

a.     For the year ended December 31, 2009, Finco, Inc., reported earnings per share 

of $3.12. During 2010 the company had a 3-for-1 stock split. Calculate the 2009 

earnings per share that will be reported in Finco’s 2010 annual report for com-

parative purposes.  

b.    During 2011 Finco had a 2-for-1 stock split. Calculate the 2009 earnings per 

share that will be reported in Finco’s 2011 annual report for comparative 

purposes.  

c.    If Finco had issued a 10% stock dividend in 2010 and did not have a stock 

split, calculate the 2009 earnings per share that will be reported in Finco’s 2010 

annual report for comparative purposes. Round your answer to two decimal 

places.      

   Calculate EPS and effect of stock split on EPS  During the year ended December 

31, 2011, Gluco, Inc., split its stock on a 3-for-1 basis. In its annual report for 2010, the 

firm reported net income of $3,703,920 for 2010, with an average 268,400 shares of 

common stock outstanding for that year. There was no preferred stock. 

  Required: 

a.     What amount of net income for 2010 will be reported in Gluco’s 2011 annual 

report?  

b.    Calculate Gluco’s earnings per share for 2010 that would have been reported in 

the 2010 annual report.  

c.    Calculate Gluco’s earnings per share for 2010 that will be reported in the 2011 

annual report for comparative purposes.     

   Calculate EPS reported before stock split and stock dividend  During the 

fiscal year ended September 30, 2011, Worrell, Inc., had a 2-for-1 stock split and a 

5% stock dividend. In its annual report for 2011, the company reported earnings per 

share for the year ended September 30, 2010, on a restated basis, of $0.60. 

  Required: 
 Calculate the originally reported earnings per share for the year ended September 30, 2010.   

Exercise 10.4
 LO 7 

Exercise 10.5
 LO 10 

Exercise 10.6
 LO 10 

Exercise 10.7
 LO 9 

e celx
Exercise 10.8
 LO 9 

Exercise 10.9
 LO 9 
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410 Part 1 Financial Accounting

   Calculate EPS and dividends per share before stock split  For several years 

Orbon, Inc., has followed a policy of paying a cash dividend of $1.20 per share and 

having a 10% stock dividend. In the 2011 annual report, Orbon reported restated 

earnings per share for 2009 of $2.70. 

  Required: 

a.     Calculate the originally reported earnings per share for 2009. Round your 

answer to two decimal places.  

b.    Calculate the restated cash dividend per share for 2009 reported in the 2011 annu-

al report for comparative purposes. Round your answer to two decimal places.     

  Problems 

  Understanding footnote disclosures and financial summary data  This prob-

lem is based on the 2008 annual report of  Intel Corporation  in the appendix. Find in 

the Selected Financial Data (also known as the Five-Year Financial Summary), or 

calculate, the following data:

a.    Net revenues in 2005.  

b.   Cost of goods sold in 2004.  

c.   Difference between operating income and net income in 2006.  

d.   Year(s) in which net income decreased compared to the previous year.  

 Find the following data for 2008 in the Notes to the Consolidated Financial 

Statements: 

e.   Amount of interest income earned.  

f.   Number of shares of stock potentially issuable under stock options outstanding 

at December 27, 2008.  

g.   Total revenues from unaffiliated customers outside the United States.  

h.    Amount committed for the construction or purchase of property, plant, and 

equipment.  

i.   Fair value of available-for-sale investments classified as floating-rate notes.  

j.   Cost of goods sold for the third quarter of 2008.     

   Understanding footnote disclosures and financial summary data  This 

problem is based on the 2008 annual report of  Intel Corporation  in the appendix. Find 

in the Selected Financial Data (also known as the Five-Year Financial Summary), or 

calculate, the following data:

a.    Percentage of R&D relative to net revenues in 2008.  

b.    Amount by which property, plant, and equipment  decreased  during 2008 (from 

depreciation, asset sales, and similar transactions).  

c.    Year in which stockholders’ equity grew by the greatest amount over the previ-

ous year.  

d.   Change in total liabilities from 2004 to 2008.  

 Find the following data for 2008 in the Notes to the Consolidated Financial 

Statements: 

Exercise 10.10
 LO 9 

e celx

accounting

Problem 10.11
 LO 2, 4, 9 

Problem 10.12
 LO 2, 4, 9 
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e.   Amount of work-in-process inventory.  

f.   Total revenues from unaffiliated customers earned in Europe.  

g.   The company’s effective tax rate.  

h.    Adjusted cost and fair value of available-for-sale investments held in asset-

backed securities.  

i.   Amount of land and buildings, exclusive of construction in progress.  

j.   Market price range of common stock for the fourth quarter of 2008 (see 

page 745 in Intel’s 2008 annual report).     

   Find various accounting policy disclosures  Refer to the financial statement 

footnotes or financial review section of the annual report you have obtained either 

as a result of completing Exercise 1.1 or otherwise. Read the “significant accounting 

policies” footnote disclosures and answer the following questions:

  Required: 

a.     What are the principal components included in the firm’s receivables (or 

accounts and notes receivable, or trade receivables)?  

b.    What inventory valuation method(s) is (are) being used for financial report-

ing purposes? How much more would ending inventory have been if it were 

 reported on a total FIFO basis?  (Hint: This disclosure is sometimes referred 
to as the “LIFO Reserve.”)   

c.    Does the firm report a reconciliation of the statutory income tax rate with the 

effective tax rate? If so, what are these rates, and what principal temporary dif-

ferences caused them to differ?  

d.    Does the firm have an employee stock purchase plan, an employee stock owner-

ship plan (ESOP), or other restrictive stock plans? If so, describe the key charac-

teristics of these plans from the perspective of a common stockholder.  

f.    Have any significant subsequent events occurred since the balance sheet 

date? If so, describe the effects that these items will have on future financial 

statements.      

   Find various accounting policy disclosures  Refer to the financial statement 

footnotes or financial review section of the annual report you have obtained 

either as a result of completing Exercise 1.1 or otherwise. Read the “significant 

accounting policy” footnote disclosures and other disclosures as necessary to 

answer the following questions:

  Required: 

a.     Do the financial statements report information about consolidated subsidiaries? 

Does the firm have any nonconsolidated subsidiaries?  

b.    What are the principal components included in the firm’s cash (or cash and 

equivalents, or cash and short-term investments)?  

c.    What depreciation method(s) is (are) being used for financial reporting pur-

poses? How much total depreciation and amortization expense did the firm 

report?  

d.    Does the firm have any stock options outstanding? If so, how many option 

shares are exercisable at the end of the year?  

Problem 10.13
 LO 4 

Problem 10.14
 LO 4 
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412 Part 1 Financial Accounting

e.    Does the firm have any significant contingencies or commitments that have not 

been reported as liabilities on the balance sheet? If so, describe the potential 

effects of these items from the perspective of a common stockholder.      

  Case 

  Calculate ROI for geographic segments; analyze results —McDonald’s 
Corp McDonald’s conducts operations worldwide and is managed in three primary 

geographic segments: America, Europe, and Asia/Pacific, Middle East and Africa 

(APMEA). A hybrid geographic/corporate segment (“Other Countries and Corpo-

rate”) reports on the results of Canada and Latin America as well as any unallocated 

amounts. McDonald’s allocates resources to and evaluates the performance of its 

segments based on operating income. The asset totals disclosed by geography are 

directly managed by those regions and include accounts receivable, inventory, cer-

tain fixed assets, and certain other assets. Corporate assets primarily include cash 

and cash equivalents, investments, deferred tax assets, and other assets. Refer to 

the following geographic segment data (in millions) from the 2008 annual report of 

 McDonald’s Corp.:

U.S. Europe APMEA
Other Countries 

& Corporate
Total 

Company

Net revenues  . . . . . . . . . . . . . .  2008

  2007

  2006

$   8,078

7,906

7,464

$   9,923

8,926

7,638

$ 4,231

3,599

3,053

$ 1,290

2,356

2,740

$ 23,522

 22,787

20,895

Segment operating 

 income  . . . . . . . . . . . . . . . . . 2008

  2007

  2006

$   3,060

2,842

2,657

$   2,608

2,125

1,610

$    818

616

364

$    (43)

(1,704)

(198)

$   6,443

3,879

4,433

Depreciation and 

 amortization expense  . . . . . . 2008

  2007

  2006

$      401

403

391

$      506

473

436

$    193

178

172

$    107

113

110

$   1,207

1,214*

1,250*

Assets  . . . . . . . . . . . . . . . . . . . 2008

  2007

  2006

$ 10,357

10,032

9,477

$ 10,533

11,380

10,414

$ 4,075

4,145

3,728

$ 3,497

3,834

3,529

$ 28,462

29,391

28,974**

*Depreciation and amortization expenses associated with “Businesses held for sale” and “Discontinued operations” were not allocated to the business seg-

ments in 2007 and 2006; these amounts, which totaled $47 million in 2007 and $141 million in 2006, are included in the “Total Company” column only.

**Assets associated with “Businesses held for sale” and “Discontinued operations” were not allocated to the business segments in 2006; this amount, 

which totaled $1,826, is included in the “Total Company” column only.

  Required: 

a.     Based on a cursory review of the data, can you identify any significant trends 

in the consolidated totals? Are there any notable trends in the data for specific 

business segments?  

accounting

Case 10.15
LO 5
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b.    Using the DuPont model to show margin and turnover, calculate ROI for each 

of the three primary geographic segments for 2008. Round your percentage 

answers to one decimal place.  

c.    Looking only at the data presented here, which business segment appears to 

offer McDonald’s Corp. the greatest potential for high returns in the future?  

d.    Comment about the difficulties you may encounter when attempting to interpret 

the “Other Countries & Corporate” segment results.  

e.    Can you think of any ways in which McDonald’s could improve upon their clas-

sification of geographic segment data?   

     Answers to Self-Study Material 

   Matching: 1. d, 2. i, 3. l, 4. a, 5. j, 6. e, 7. g, 8. h 

   Multiple choice: 1. b, 2. b, 3. a, 4. e, 5. a, 6. d, 7. a, 8. a                              

mar27068_ch10_386-413.indd   413mar27068_ch10_386-413.indd   413 11/12/09   9:44:55 AM11/12/09   9:44:55 AM



11
The process of interpreting an entity’s financial statements can be facilitated by certain ratio 

 computations, and if one entity’s financial condition and results of operations are to be compared 

to those of another entity, ratio analysis of the financial statements is essential. In Chapter 3 you 

learned about some of the fundamental interpretations made from financial statement data. The 

importance of financial statement ratios and the significance of trends in the ratio results were 

explained. The calculation of return on investment (ROI) and the use of the DuPont model, which 

recognizes margin and turnover in the ROI calculation, were described. In addition, the calculation 

and significance of return on equity (ROE) and the liquidity measures of working capital, current 

ratio, and acid-test ratio were explained. It would be appropriate for you to review Chapter 3 if you 

don’t thoroughly understand these analytical tools. In Chapters 5 through 10 you learned about 

the business, accounting, and financial reporting aspects of almost all of the transactions that an  

entity may experience. The effects of these transactions on the financial statements were  described 

and explained. Your understanding of the accounting process and the alternative choices that 

 management must make for financial reporting purposes will permit you to make sense of an 

 entity’s  financial statements. This chapter builds on the material presented in Chapter 3 and 

 provides a comprehensive discussion of financial statement analysis concepts. The objective of this 

chapter is to expand your ability to read and interpret financial statements so that you can make 

decisions and  informed judgments about an entity’s financial condition and results of operations. 

1. What does it mean to use the trend of fi nancial statement ratios to compare the 

fi nancial position and results of operations of one fi rm with another fi rm?QWhat Does
It Mean?
Answer  on 
page  437

  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand 

 1.    How liquidity measures can be influenced by the inventory cost-flow assumption used.  

 2.   How suppliers and creditors use a customer’s payment practices to judge liquidity.  

  Financial 
Statement Analysis   
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 3.   The influence of alternative inventory cost-flow assumptions and depreciation methods on 

turnover ratios.  

 4.   How the number of days’ sales in accounts receivable and inventory are used to evaluate 

the effectiveness of the management of receivables and inventory.  

 5.   The significance of the price/earnings ratio in the evaluation of the market price of a 

 company’s common stock.  

 6.   How dividend yield and the dividend payout ratio are used by investors to evaluate a 

 company’s common stock.  

 7.   What financial leverage is and why it is significant to management, creditors, and owners.  

 8.   What book value per share of common stock is, how it is calculated, and why it is not a 

very meaningful amount for most companies.  

 9.   How common size financial statements can be used to evaluate a firm’s financial position 

and results of operations over a number of years.  

 10.   How operating statistics using physical, or nonfinancial, data can be used to help 

 management evaluate the results of the firm’s activities.      

  Financial Statement Analysis Ratios 
 The ratios used to facilitate the interpretation of an entity’s financial position and 

 results of operations can be grouped into four categories that have to do with

1.    Liquidity.  

2.   Activity.  

3.   Profitability.  

4.   Debt or financial leverage.    

  Liquidity Measures 

 The liquidity measures of working capital, current ratio, and acid-test ratio were 

discussed in Chapter 3. One point that deserves reemphasis is the  effect of the inven-
tory cost-flow assumption on working capital.  The balance sheet carrying value of 

inventories will depend on whether the weighted-average, FIFO, or LIFO assumption 

is used. In periods of rising prices, a firm using the FIFO cost-flow assumption will 

report a relatively higher asset value for inventories than a similar firm using the LIFO 

cost-flow assumption. Thus, even though the firms may be similar in all other respects, 

they will report different amounts of working capital, and they will have different cur-

rent ratios. Therefore, a direct comparison of the liquidity of the two firms by using 

these measures is not possible. To ease this reporting difficulty, many firms using the 

LIFO method will disclose a LIFO reserve amount in the explanatory footnotes sec-

tion of their annual reports. The LIFO reserve is the difference between the inventory 

valuation as reported under the LIFO basis and the amount that would have been 

reported under the FIFO basis. For example, the Eastman Kodak Company disclosed 

LO 1

 Understand how 

liquidity measures can 

be influenced by the 

inventory cost-flow 

assumption used. 
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a LIFO reserve of $291 million in its 2005 annual report, which would have increased 

the firm’s reported inventory by 26%. Not surprisingly, Kodak switched from LIFO 

to the weighted-average inventory method (which for them approximates FIFO) on 

January 1, 2006, and thus has been able to report substantially higher inventory values 

on subsequent balance sheets. Of course, the differences caused by the LIFO–FIFO 

selection are often less dramatic for firms operating in other industries, as suggested 

by the LIFO reserves disclosed in 2008 by General Motors (9% of reported inventory) 

and General Electric (only 5%). Intel Corporation’s inventories are reported on a basis 

that approximates FIFO (see page 695 in the appendix). 

  Even more significant to suppliers or potential suppliers/creditors of the firm than 

the aggregate working capital or liquidity ratios is the firm’s current and recent pay-

ment experience. Suppliers/creditors want to know whether or not the firm is paying its 

bills promptly. One indication of this is whether all cash discounts for prompt payment 

(e.g., for payment terms of 2/10, net 30) are being taken. Information about current 

and recent payment practices can be obtained by contacting other suppliers or credit 

bureaus and by reviewing Dun & Bradstreet reports (see Business in Practice—Credit 

Rating and Financial Analysis Services). 

2. What does it mean to assess the liquidity of an entity?QWhat Does
It Mean?
Answer  on 
page  437

   Activity Measures 

 The impact of efficient use of assets on the firm’s return on investment was explained 

in Chapter 3 in the discussion of the asset turnover component of the DuPont model 

(ROI � Margin � Turnover). Activity measures focus primarily on the relationship 

between asset levels and sales (i.e., turnover). Recall that the general model for calcu-

lating turnover is

 Turnover � Sales/Average assets  

 Recall also that average assets are used in the turnover calculation (rather than year-

end assets) because the amount invested is compared to sales, which are generated 

over a period of time. The average assets amount is ordinarily determined by using 

the balance sheet amounts reported at the beginning and end of the period; however, if 

appropriate and available, monthly or quarterly balance sheet data can be used in the 

calculation. Turnover is frequently calculated for

   Accounts receivable.  

  Inventories.  

  Plant and equipment.  

  Total operating assets.  

  Total assets.    

  Alternative inventory cost-flow assumptions and depreciation methods will affect the 

comparability of turnover between companies. For example, a company using LIFO 

and an accelerated depreciation method would report lower amounts for inventory 

LO 2

 Understand how 

suppliers and creditors 

use a customer’s 

payment practices to 

judge liquidity. 

LO 3

 Understand the 

influence of alternative 

inventory cost-flow 

assumptions and 

depreciation methods 

on turnover ratios. 
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and net book value of depreciable assets than would a company using FIFO and the 

straight-line method. Although the sales volume of the two companies may be identi-

cal, the company reporting lower asset values would show a higher asset turnover. Of 

more significance than intercompany or company–industry comparisons as of a given 

date is the trend of turnover for the company relative to the trend of turnover for other 

companies or the industry. Even if the company’s turnover data are not directly com-

parable to industry data because of accounting method choices, the patterns exhibited 

in the respective trends can be meaningfully compared. 

  When calculating inventory turnover, some analysts substitute the cost of goods 

sold amount for the sales amount in the calculation because inventories are reported 

at cost, not at selling prices. This approach eliminates distortions that could be caused 

by sales mix changes between product categories with different gross profit ratios or 

markup percentages. Even if sales are used in the numerator consistently, the inven-

tory turnover trend will not be significantly affected unless there are major relative 

markup differences and major sales mix changes. 

  Some analysts use the cost of plant and equipment rather than the net book value 

(cost minus accumulated depreciation) when calculating plant and equipment turnover. 

This removes the impact of different depreciation calculation methods and may make 

intercompany and industry turnover data more comparable. This may be an illusory 

improvement, however, because the assets of each firm are reported at original cost, 

not current value or replacement cost. If they were acquired over different periods of 

time, the cost data are not likely to be comparable. 

  Exhibit 11-1 illustrates some turnover calculations for Intel Corporation with data 

from the company’s 2008 annual report. Calculation results usually are not carried 

beyond one decimal place because aggregate financial statement data are being used, 

and the accuracy implied by additional decimal places is not warranted. 

Business in 

Practice

  Credit Rating and Financial Analysis Services 

  To help potential creditors and investors evaluate the financial condition and investment pros-

pects of companies, a credit rating and financial analysis industry has developed. Firms in this in-

dustry gather and report data about individual companies, industries, segments of the economy, 

and the economy as a whole. 

  Credit rating firms such as Dun & Bradstreet and credit bureaus collect data from compa-

nies and their creditors and sell credit history data to potential suppliers and others. These firms 

usually have a rating system and assign a credit risk value based on that system. A company 

being reported on can request to see the data in its file so that erroneous data can be eliminated 

or corrected. 

  The financial statements of larger firms whose stock or bonds have been issued to the 

public are analyzed and reported on by firms such as Standard & Poor’s Corporation or Moody’s 

Investors Service, Inc. A rating is assigned to bonds to reflect the rating firm’s assessment of 

the risk associated with the security. The ratings range from AAA to C, or no rating at all for a 

speculative bond. Summary financial statements, ratio calculation results, and bond ratings are 

published in manuals that are available in many libraries. In addition to rating bonds, these firms 

and many others (such as Value Line Publishing, Inc., and stock brokerage firms) evaluate the 

common and preferred stock issues of publicly owned companies. They report summary finan-

cial data and trends in key ratios, along with their opinions about the investment prospects for 

the stocks. A potential investor will likely use reports from one or more of these sources as well 

as the company’s annual report to support an investment decision.   
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Exhibit 11-1

 Intel Corporation, Asset 

Turnover Calculations 

Illustrated 

  Accounts receivable turnover for 2008 ($ millions): 
 Sales (net revenues) for 2008. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $ 37,586

Accounts receivable (net) 12/27/08 . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,712

Accounts receivable (net) 12/29/07 . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   2,576

 Accounts receivable turnover �   Sales  ___________________________   
Average accounts receivable 

  

  �   
$37,586

  __________________  
($2,576 � $1,712)/2 

  

  � 17.5 times   

  Inventory turnover for 2008 ($ millions): 
 Cost of goods sold for 2008  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $ 16,742

Inventories, 12/27/08. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   3,744

Inventories, 12/29/07. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   3,370

 Inventory turnover �   
Cost of goods sold

  __________________  
Average inventories 

  

  �   
$16,742

  __________________  
($3,370 � $3,744)/2

   

  � 4.7 times   

  Plant and equipment turnover for 2008 ($ millions): 
 Sales (net revenues) for 2008. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $ 37,586

Plant and equipment (net) at 12/27/08  . . . . . . . . . . . . . . . . . . . . . . . . . .   17,544

Plant and equipment (net) at 12/29/07  . . . . . . . . . . . . . . . . . . . . . . . . . .   16,918

 Plant and equipment turnover �   Sales  ___________________________   
Average plant and equipment 

  

  �   
$37,586

  ______________________   
($16,918 � $17,544)/2

   

  � 2.2 times   

   Two other activity measures that permit assessment of the efficiency of asset 

management are the  number of days’ sales in accounts receivable and the  number 
of days’ sales in inventory.  The sooner that accounts receivable can be collected, 

the sooner cash is available to use in the business or to permit temporary investment, 

and the less cash needs to be borrowed for prompt payment of liabilities. Likewise, 

the lower that inventories can be maintained relative to sales, the less inventory needs 

to be financed with debt or owners’ equity, and the greater the return on investment. 

However, the risk of having minimum inventories is that an unanticipated increase 

in demand or a delay in receiving raw materials or  finished product can result in an 

out-of-stock situation that may result in lost sales. Inventory management is a very 

important activity for many firms, and many quantitative and operational techniques 

have been developed to assist in this activity. The just-in-time (JIT) inventory manage-

ment system was pioneered by some Japanese firms and has been adopted by many 

firms in this country. The primary objective of a JIT system is to keep the investment 

in i nventories at a minimum by forecasting needs and having suppliers deliver com-

ponents as they are needed in the production process. 
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  Each of the number of days’ sales calculations involves calculating an average 

day’s sales (or cost of sales) and dividing that average into the year-end balance 

sheet amount. A 365-day year is usually assumed for the average day’s sales (or cost 

of sales) calculation. As in the calculation of inventory turnover, it is more appropri-

ate to use cost of sales data in the days’ sales in inventory calculation. Year-end asset 

values are used instead of average amounts because the focus here is on the number 

of days’ sales (or cost of sales) in the ending balance sheet amounts. The results of 

these calculations also can be referred to, for receivables, as the  average collection 
period for accounts receivable or the number of days’ sales outstanding , and for 

inventories, as the  average sales period for inventories . It must be stressed again 

that the inventory cost-flow assumption will influence the result of the inventory 

activity calculations. Exhibit 11-2 illustrates these calculations for Intel Corporation 

for 2008. 

LO 4

 Understand how the 

number of days’ sales 

in accounts receivable 

and inventory are 

used to evaluate 

the effectiveness of 

the management 

of receivables and 

inventory. 

Exhibit 11-2

 Intel Corporation, 

Number of Days’ Sales 

Calculations Illustrated 

  Number of days’ sales in accounts receivable for 2008 ($ millions): 
 Sales (net revenues) for 2008. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $37,586

Accounts receivable (net) at 12/27/08 . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,712

  Average day’s sales  �   Annual sales  ____________ 
365 

  

   �   
$37,586

 ________ 
365

   

   � $102.975 

 Days’ sales in accounts receivable �   Accounts receivable  ___________________  
Average day’s sales

   

   �   
$1,712

 __________ 
$102.975

   

   � $16.6 days 

 The result of this calculation also can be expressed as the average age of accounts 

receivable, the number of days’ sales outstanding, or the average collection period for 

accounts receivable.   

  Number of days’ sales in inventory for 2008 ($ millions):  
Cost of goods sold for 2008  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $16,742

Inventories at 12/27/08  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,744

 Average day’s cost of goods sold �   
Annual cost of goods sold

   _________________________  
365

   

   �   
$16,742

 ________ 
365

   

   � $45.868 

  Days’ sales in inventory  �   
Inventory

  _____________________________   
Average day’s cost of goods sold

   

   �   
$3,744

 ________ 
$45.868

   

   � 81.6 days 

 The result of this calculation also can be expressed as the average age of the 

 inventory or the average sales period for inventory.   
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   Again, in evaluating the firm’s operating efficiency, it is the trend of these cal-

culation results that is important. A single year’s days’ sales in receivables or inven-

tory is not very useful. Intel Corporation’s 16.6 days’ sales in accounts receivable 

would make sense if its credit terms are a combination of 2/10, net 30, and  net 30 

(without a discount), as is the case for many manufacturing firms. In addition, 

perhaps certain concessions are granted to major customers (e.g., original equip-

ment manufacturers) to enhance the market penetration of Intel’s microprocessors, 

chipsets, and motherboards. In any event, it is difficult to assess the job performance 

of Intel’s credit managers without knowing about the firm’s credit policies and the 

details of its accounts receivable balance by customer category. If the calculation 

were based on 260 business days in the year (52 weeks of five days each), the 

average age of the accounts receivable works out to 11.8 days, which is even more 

efficient. In fact, if the credit manager wanted to know how many days’ sales were 

in receivables at any time, the most accurate result could be determined by doing 

the following:

1.    Obtaining the daily sales amounts for the period ending with the date of the total 

accounts receivable.  

2.   Adding the daily sales amounts (working backward by day) until the sum equals 

the total accounts receivable.  

3.   Counting the number of days’ sales that had to be included to reach this total.    

  Because of the different operating characteristics of various industries, rules of 

thumb for activity measures are difficult to develop. In general, the higher the turnover 

or the fewer the number of days’ sales in accounts receivable and inventory, the greater 

the efficiency. Again, it should be emphasized that the answer from any financial 

statement analysis calculation is not important by itself; the  trend  of the result over 

time is most meaningful. An increase in the age of accounts receivable, an increase in 

inventory relative to sales, or a reduction in plant and equipment turnover are all early 

warning signs that the liquidity and profitability of a firm may be weakening. 

3. What does it mean to assess the activity measures of an entity?

4. What does it mean to state that total asset turnover has improved?QWhat Does
It Mean?
Answers  on 
page  437

   Profitability Measures 

 Two of the most significant measures of profitability, return on investment and re-
turn on equity, were explained and illustrated in Chapter 3. Each of these measures 

relates net income, or an income statement subtotal (e.g., operating income), to an 

element of the balance sheet. Operating income, which excludes other income and 

expense (principally interest expense) and income taxes, is frequently used in the 

ROI calculation because it is a more direct measure of the results of management’s 

activities than is net income. Interest expense is a function of the board of direc-

tors’ decisions about capital structure (the relationship between debt and owners’ 

equity); income taxes are a function of the tax laws. Thus, ROI based on operating 

income becomes an evaluation of the operating activities of the firm. The balance 

sheet elements for these calculations are average total assets (or average operating 

assets) for ROI, and average common stockholders’ equity for ROE. You know 
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enough about accounting principles and how financial statement data are developed 

to have some healthy skepticism about the relationship of these rates of return to 

what a “true” rate of return based on real economic profit related to fair market 

values would be. 

   Of course, the problem is that there is no agreement among managers, accoun-

tants, or financial analysts about what constitutes real economic profit or how to 

objectively determine fair market values of the balance sheet data. In addition, the 

unique characteristics of individual companies and industries make the development 

of benchmark or target profitability ratios difficult if not impossible. Although many 

valid exceptions exist, a very broad rule of thumb useful for putting ROI in per-

spective is that average ROI based on net income for most U.S. merchandising and 

manufacturing companies is normally between 7 and 10 percent. Average ROI based 

on operating income (earnings before interest and taxes) for the same set of firms is 

between 10 and 15 percent. Average margin based on net income ranges from about 

7 to 10 percent. Using operating income, average margin ranges from 10 to 15 percent. 

Asset turnover is usually about 1.0 to 1.5. A rule of thumb useful for putting ROE 

in perspective is that average ROE, for most U.S. merchandising and manufacturing 

companies, is normally between 12 and 20 percent during times of relative prosper-

ity. Of course, during recessionary times, these averages decline significantly, making 

such generalizations even more problematic. Do not draw firm conclusions based on 

these rules of thumb. Profitability evaluations are likely to be more valid when they 

are based on the trend of one company’s ROI and ROE relative to the trend of industry 

and competitors’ rates of return. 

5. What does it mean when ROI has decreased even though net income has 

increased?

6. What does it mean to use the DuPont model to help explain a decrease in ROI? QWhat Does
It Mean?

Answers  on 
page  437

  The  price/earnings ratio , or simply the P/E ratio, is calculated by dividing the 

market price of a share of common stock by the earnings per share of common stock 

(discussed in detail in Chapter 9). The P/E ratio is used extensively by investors to 

evaluate the market price of a company’s common stock relative to that of other com-

panies and relative to the market as a whole.  Earnings multiple  is another term for the 

price/earnings ratio. This term merely reflects the fact that the market price of stock is 

equal to the earnings per share multiplied by the P/E ratio. Diluted earnings per share 

 As a rule of thumb, do not place much reliance on rules of thumb! Do not try to memorize them. 

Instead you should understand that ratio comparisons are often difficult to make. Firms within 

a given industry may vary considerably over time in terms of their relative scale of operations, 

life cycle stage of development, market segmentation strategies, cost and capital structures, 

selected accounting methods, or a number of other economic factors; cross-industry ratio 

comparisons are even more problematic. Thus the rules of thumb provided in this chapter are 

intended merely to serve as points of reference; they are not based on empirical evidence unless 

otherwise indicated. 

Study

Suggestion
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is normally used in the P/E calculation, as illustrated by the following example using 

data for Intel Corporation, as of December 27, 2008:

 Price/earnings ratio (or earnings multiple) �   
Market price of common stock  1   

   _____________________________________    
Diluted earnings per share of common stock  2  

  

   � $14.18/$0.92 

  � 15.4  

 Intel’s P/E ratio of 15.4 for 2008 is well within a range that would be regarded as 

normal for a firm supported by strong investor confidence. 

  To understand the significance of the P/E ratio, think about the reason an individual 

invests in the common stock of a company. The obvious objective is to “make money” 

(i.e., to achieve the investor’s desired return on the investment). It is anticipated that 

return on investment will be realized in two ways: (1) The firm will pay cash dividends 

and (2) the market price of the firm’s stock will increase. The change in market value 

is usually called a  capital gain  or  loss . A number of factors can cause the market price 

to change. One of the most significant of these is the prospect for future cash dividends. 

Both present and future cash dividends are a function of earnings. So in a very real 

sense, the market price of a company’s common stock reflects investors’ expectations 

about the firm’s future earnings. The greater the probability of increased earnings, the 

more investors are willing to pay for a claim to those earnings. Relating market price 

and earnings per share in a ratio is a way to express investors’ expectations without 

confusing the issue by focusing on just market price per share. To illustrate, assume the 

following market price per share of common stock for each of two companies:

Company A Company B

Market price per share $45.00 $63.00

 Based on market price alone, the tempting conclusion is that the stock of Company B 

is more expensive than the stock of Company A. However, when earnings per share 

are considered, the table looks like this:

Company A Company B

Market price per share

Diluted earnings per share

$45.00

  1.80

$63.00

  3.50

 The price/earnings ratio can now be calculated by dividing the market price per share 

by the earnings per share:

Company A Company B

Market price per share

Diluted earnings per share
  
$45.00

 _______ 
1.80

   � 25   
$63.00

 _______ 
3.50

   � 18

 Company A’s stock is more expensive because investors are willing to pay 25 times 

earnings for it, but they will pay only 18 times earnings for the stock of Company B. 

In essence, investors are showing that they expect greater future earnings growth and 

dividend payments from Company A than from Company B; therefore, they are will-

ing to pay relatively more for a given amount of current earnings. 

LO 5

 Understand the 

significance of the price/

earnings ratio in the 

evaluation of the market 

price of a company’s 

common stock. 

  1  Intel’s actual year-end closing price of $20.25 can be confirmed by visiting www.intel.com and then 

clicking on Investor Relations; Stock Data; Historical Price Lookup. Note that December 26, 2008, was the last 

trading day before the end of Intel’s fiscal year. 
  2  Bottom of consolidated statements of income on page 687 of 2008 annual report in the appendix. 
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  The price/earnings ratio, or earnings multiple, is one of the most important 

measures used by investors to evaluate the market price of a firm’s common stock. 

This is one reason that earnings per share is reported prominently on the face of the 

income statement. As explained in Chapter 9, the effect of extraordinary items and 

potential dilution of EPS from any convertible long-term debt and/or convertible 

preferred stock and stock options is also disclosed separately on the income state-

ment. It is usually the diluted earnings per share amount that is used to calculate 

the P/E ratio associated with a company’s stock. Because of its significance, the 

P/E ratio is disclosed in the stock listing tables of The Wall Street Journal and other 

periodicals. Although the preceding illustration of the P/E ratio calculation was 

based on earnings for the past year, analysts sometimes use expected future earnings 

per share and the current market price in the calculation to evaluate the prospects for 

changes in the stock’s market price. Another approach to forecast market price is to 

use expected future earnings per share and the current (or expected future) earnings 

multiple. It should be noted, however, that the P/E ratio applies only to common 

stock. A rule of thumb for putting the price/earnings ratio in perspective is that for 

the common stock of most merchandising and manufacturing companies, average 

P/E ratios have historically ranged from 12 to 18. Since the preferred stock dividend 

does not fluctuate as earnings change, it would not be meaningful to calculate a 

preferred stock P/E ratio. 

  The interpretation of P/E ratios for individual firms is fairly straightforward. An 

above-average P/E ratio indicates that the common stock price is high relative to the 

firm’s current earnings, probably because investors anticipate relatively favorable 

future developments, such as increased earnings per share or higher dividends per 

share. Low P/E ratios usually indicate poor earnings expectations. Keep in mind, 

however, that P/E ratios are significantly influenced by the company’s reported earn-

ings. For example, assume that Cruisers, Inc., reported earnings per share of $2.42 

in 2010 and $5.56 in 2011. Assume also that the year-end market price per share 

of common stock was $40 in 2010 and $60 in 2011. Thus, the P/E ratio for Cruis-

ers, Inc., would have fallen from 16.5 ($40/$2.42) to 10.8 ($60/$5.56) even though 

net income doubled (from $764,000 in 2010 to $1,527,000 in 2011 as illustrated in 

Exhibit 9-7) and the market price per share of common stock increased by 50 per-

cent, in just one year! In this type of situation, the relatively low P/E ratio at the 

end of 2011 probably would reflect investors’ recognition that 2011 earnings were 

exceptionally high relative to the company’s recent experience. Although the market 

price per share has increased significantly, it has not adjusted as quickly as earnings 

have grown. What this demonstrates is that the P/E ratio should not be the sole, or 

even principal, consideration in an investment decision. Financial analysts might 

consider a low P/E ratio for a well-established company to be an indicator that the 

company’s stock merits further analysis. 

7. What does it mean when the price/earnings ratio of a fi rm’s common stock is 

signifi cantly higher than the P/E ratio for the overall stock market? QWhat Does
It Mean?

Answer  on 
page  437

      Another ratio used by both common stock investors and preferred stock investors 

is the dividend yield. This is calculated by dividing the annual dividend by the current 
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market price of the stock. This calculation is illustrated here, again using Cruisers, 

Inc., per share data for the year ended August 31, 2011 (as shown in Chapter 9):

 Dividend yield �   
Annual dividend per sahre

   __________________________   
Market price per share of stock  3    

  

  Dividend yield on 

Common stock �   
$1.98

 ______ 
$60.00

   � 3.3% 

 Preferred stock �   
$3.50

 ______ 
$56.00

   � 6.25%  

   The dividend yield would be compared to the yield available on alternative investments 

to help the investor evaluate the extent to which her investment objectives were being 

met. In many cases, investors will accept a low current dividend yield from a common 

stock if they believe that the firm is reinvesting the earnings retained for use in the 

business at a relatively high ROI because investors anticipate that future earnings will 

permit higher future dividends. In the case of preferred stock, investors will compare 

the yield to that available on other fixed-income investments with comparable risk to 

determine whether or not to continue holding the preferred stock as an investment. You 

may have noticed that the dividend yield on Cruisers, Inc.’s preferred stock is lower 

than the 7 percent stated dividend rate on its $50 par value preferred stock (refer to 

the EPS illustration on page 353 in Chapter 9). Since preferred dividends are linked to 

the par value per share, the dividend yield for preferred shareholders decreases as the 

market price per share increases. The average dividend yield on common stocks has 

historically been in the range of 3 percent to 6 percent; for preferred stocks, the yield 

is usually somewhat greater, in the range of 5 percent to 8 percent. 

8. What does it mean when the dividend yield on a fi rm’s common stock is less 

than the average dividend yield for all common stocks?QWhat Does
It Mean?
Answer  on 
page  438

      Another ratio involving the dividend on common stock is the dividend payout 
ratio. This ratio, computed by dividing the dividend per share of common stock by the 

earnings per share of common stock (usually diluted earnings per share), reflects the 

dividend policy of the company. Most firms have a policy of paying dividends that are 

a relatively constant proportion of earnings (e.g., 40 to 50 percent, or 10 to 15 percent). 

Knowing the dividend payout ratio permits the investor to project dividends from an 

assessment of the firm’s earnings prospects. Cruisers, Inc.’s dividend payout ratio for 

fiscal 2011 would be computed as follows (data from Chapter 9):

 Dividend payout ratio �   
Annual dividend per share

   ______________________  
Earnings per share

   

  �   
$1.98

 _____ 
$5.56

   

 � 35.6%  

LO 6

 Understand how 

dividend yield and the 

dividend payout ratio 

are used by investors to 

evaluate a company’s 

common stock. 

  3  Arbitrarily selected for illustration purposes in this example. 
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  Most firms try to avoid having significant fluctuations in the amount of the cash 

dividend per share because investors prefer to be relatively assured of the dividend 

amount. Therefore, very few firms use the payout ratio as the sole, or even the prin-

cipal, determinant of the dividend amount. To help communicate its dividend policy 

to the stockholders, a firm refers to its dividends in two ways:  Regular dividends  

are the stable, or gradually changing, periodic (i.e., quarterly, semiannual, or annual) 

dividends;  extra dividends  are additional dividends that may be declared and paid 

after an especially profitable year. The significance of the extra dividend is that it 

 indicates to stockholders that they should not expect to receive the larger amount every 

year. The most dramatic example of this practice was Microsoft’s payment of a one-

time dividend of $3 per share toward the end of 2004, which represented a whopping 

$32.6 billion extra dividend! 

  As a rule of thumb, the dividend payout ratio for most merchandising and manu-

facturing companies is usually in the range of 30 percent to 50 percent. Keep in mind, 

however, that this range can vary significantly—especially when a firm has a low (or 

even negative) earnings year but wishes to maintain its dividend per share amount. 

  From the preferred stockholders’ point of view, the ratio of net income to the 

total preferred stock dividend requirement indicates the margin of safety of the 

preferred dividend. If net income is less than three or four times the preferred divi-

dend requirement and has been falling over time, the preferred stockholders would 

become concerned about the firm’s ability to generate enough earnings and cash to 

be able to pay the preferred dividend. This  preferred dividend coverage ratio  for 

Cruisers, Inc., for fiscal 2011 (data from Chapter 9) was a somewhat healthy 5.5, 

calculated as follows:

 Preferred dividend coverage ratio �   Net income  __________________________   
Preferred dividend requirement

   

  �   
$1,527,000

 __________ 
$280,000

   

 � 5.5 times   

  Financial Leverage Measures 

 Financial leverage (frequently called just leverage) refers to the use of debt (and, in 

the broadest context of the term, preferred stock) to finance the assets of the entity. 

Leverage adds risk to the operation of the firm because if the firm does not generate 

enough cash to pay principal and interest payments, creditors may force the firm into 

bankruptcy. However, because the cost of debt (i.e., interest) is a fixed charge regard-

less of the amount of earnings, leverage also magnifies the return to the owners (ROE) 

relative to the return on assets (ROI). The magnification effect of financial leverage is 

illustrated in Exhibit 11-3 on pages 426–427; please study the exhibit before reading 

the following discussion. 

  As Exhibit 11-3 illustrates, borrowing money at an interest rate that is less than 

the rate of return that can be earned on that money increases (or magnifies) the return 

on owners’ equity. This makes common financial sense; who wouldn’t borrow money 

at a 9 percent interest cost if the money could be invested to earn substantially more 

than 9 percent (20 percent in this illustration)? Of course, if the return on investment 

were less than the cost of borrowing, the result would be a reduction of owners’ equity 

(a loss) at best, and bankruptcy at worst. This is the risk of leverage—the magnifica-

tion works both ways! Highly leveraged firms or individuals (that is, those with lots of 

debt relative to owners’ equity) are exposed to the risk of losses or bankruptcy if the 

LO 7

 Understand what 

financial leverage is and 

why it is significant to 

management, creditors, 

and owners.
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return on investment falls below the cost of borrowing. This does happen in economic 

recessions and industry business cycles. Accordingly, most nonfinancial firms try to 

limit the debt in their capital structure to no more than 50 percent of total capital (debt 

plus owners’ equity). 

  The effect of leverage can be seen in the graphs of Exhibit 3-2 (see p. 85), on 

which are plotted ROI and ROE for  Intel Corporation , for the period 2004–2008. No-

tice that ROE is significantly higher than ROI for each year presented. By looking at 

the vertical difference between the ROI and ROE graphs in Exhibit 3-2 (keeping the 

scale in mind), you can see that  Intel’s  use of leverage has been fairly consistent over 

the period presented. 

  Debt and preferred stock provide leverage because the interest cost (or dividend 

rate) is fixed. When debt is issued, the interest rate is set and remains unchanged for 

the life of the debt issue. If the interest rate on the debt were to fluctuate as a function 

of the firm’s ROI, or as a result of inflation or deflation in the economy, the magnifica-

tion of ROE would be diminished or eliminated. 

  Another feature of debt illustrated in Exhibit 11-3 is the deductibility of inter-

est as an expense in determining income subject to income taxes. The after-tax cost 

of debt is its interest rate multiplied by the complement of the firm’s tax rate. In 

this example, the assumed tax rate is 40 percent, so the after-tax cost of the debt is 

I. Without financial leverage:
Assume the following balance sheet and income statement:

Balance Sheet Income Statement

Assets  . . . . . . . . . . . . . . . . . .  $10,000

Liabilities. . . . . . . . . . . . . . . . .  $         0

Owners’ equity . . . . . . . . . . . .    10,000

Total L � OE. . . . . . . . . . . . . .  $10,000 

Earnings before interest 

 and taxes. . . . . . . . . . . . . . .  $2,000 

Interest  . . . . . . . . . . . . . . . . . .           0 

Earnings before taxes  . . . . . . .  $2,000 

Income taxes (40%). . . . . . . . .       800

Net income  . . . . . . . . . . . . . . .  $1,200

Return on investment (assets) 
�

 Earnings before interest

  before interest and taxes         and taxes/Total assets

 � $2,000/$10,000

 � 20%

Return on equity, after taxes � Net income/Owners’ equity

 � $1,200/$10,000

 � 12%

Return on investment measures the efficiency with which management has used the 

operating assets to generate operating income. Note that the return on investment 

calculation is based on earnings before interest and taxes (operating income) and total 

assets, rather than net income and total assets. Earnings before interest and taxes 

(operating income) are used because the interest expense reflects a financing deci-

sion, not an operating result, and income taxes are beyond the control of operating 

management. Thus, ROI becomes an evaluation of the operating activities of the firm. 

Return on equity measures the rate of return that net income provides to the owners. 

ROI and ROE differ for the firm without financial leverage only because income taxes 

have been excluded from ROI but have been included in ROE.

Exhibit 11-3

Financial Leverage

(continued)
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9% � (1 � 40%) � 5.4%. Since preferred stock dividends are not deductible as an 

expense, financial managers prefer to use debt, rather than preferred stock, as the 

source of fixed-cost capital. 

  Two  financial leverage measures , the debt ratio and the debt/equity ratio, are 

used to indicate the extent to which a firm is using financial leverage. Each ratio ex-

presses the relationship between debt and equity in a slightly different manner. The 

 debt ratio  is the ratio of total liabilities to the total of liabilities and owners’ equity. 

The debt/equity ratio is the ratio of total liabilities to total owners’ equity. Thus, a 

debt ratio of 50 percent would be the same as a debt/equity ratio of 1 (or 1:1). To illus-

trate these ratios, assume the following  capital structure  (i.e., right side of the balance 

sheet) for a firm: 

Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 40,000

Owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    60,000

Total L � OE. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $100,000

 Debt ratio �   Total liabilities  ____________________________   
Total liabilities and owners’ equity 

  

  �   
$40,000

 ________ 
$100,000

   

 � 40%  

II. With financial leverage:
Assume the following balance sheet and income statement:

Balance Sheet Income Statement

Assets  . . . . . . . . . . . . . . . . . .  $10,000

Liabilities (9% interest). . . . . . .  $  4,000

Owners’ equity . . . . . . . . . . . .    6,000

Total L � OE. . . . . . . . . . . . . .  $10,000 

Earnings before interest 

 and taxes. . . . . . . . . . . . . . .  $2,000 

Interest  . . . . . . . . . . . . . . . . . .       360 

Earnings before taxes  . . . . . . .  $1,640 

Income taxes (40%). . . . . . . . .       656

Net income  . . . . . . . . . . . . . . .  $   984

Return on investment (assets) 
�

 Earnings before interest

  before interest and taxes         and taxes/Total assets

 � $2,000/$10,000

 � 20%

Return on equity, after taxes � Net income/Owners’ equity

 � $984/$6,000

 � 16.4%

The use of financial leverage has not affected ROI; financial leverage refers to how 

the assets are financed, not how efficiently the assets are used to generate operating 

income.

The use of financial leverage has caused the ROE to increase from 12% to 16.4% 

because ROI (20%) exceeds the cost of the debt (9%) used to finance a portion of 

the assets.

Exhibit 11-3

(concluded)
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      Debt/equity ratio �   Total liabilities  _________________  
Total owners’ equity

   

  �   
$40,000

 _______ 
$60,000

   

  � 66.7% 

  As already indicated, most nonfinancial firms usually will have a debt ratio below 

50 percent—a debt/equity ratio of less than 1—because of the risk associated with 

having a greater proportion of debt in the capital structure. However, many firms have 

been forced into unusually high financial leverage positions in recent years in order to 

survive competitive pressures (see Business in Practice—The Leveraged Buyout). 

  Since the deferred income tax liability and most of an entity’s current liabilities 

are not interest-bearing, many financial analysts exclude these items from the numera-

tor of the debt ratio and the debt/equity ratio. This allows analysts to get a better sense 

of what proportion of the entity’s capital structure is financed by long-term, interest-

bearing debt. Other liabilities that do not add risk to the entity’s operations may also 

be excluded from these calculations. 

  Holders of a company’s long-term debt will frequently want to know the  times 
interest earned ratio  for the firm. This measure is similar to the preferred dividend 

coverage ratio previously explained; it shows the relationship of earnings before interest 

and taxes (operating income) to interest expense. The greater the ratio, the more con-

fident the debtholders can be about the firm’s prospects for continuing to have enough 

earnings to cover interest expense, even if the firm experiences a decline in the demand 

Business in 

Practice

  The Leveraged Buyout 

 In 2006 through mid-2008 the activities of hedge funds and private equity firms marked a period of 

relatively high corporate ownership rearrangement activity featuring friendly and unfriendly merg-

ers and acquisitions, as well as leveraged buyouts. In a merger or acquisition one firm acquires 

another, either by issuing stock of the surviving company to the stockholders of the firm being 

acquired (usually on a merger) or by buying the stock of the company being acquired by paying 

cash (and sometimes other securities) to the stockholders of the other firm. This is referred to as a 

 takeover . Changes in top management and operations of the acquired company frequently result. 

A leveraged buyout is a transaction in which the present top management of a publicly held firm 

buys the stock of the nonmanagement stockholders, and the firm becomes “privately owned” 

(i.e., its shares are no longer traded in the public market). Neither management nor the operations 

of the firm change significantly. Some firms that have been takeover targets have “gone private” 

through a leveraged buyout in order to avoid being acquired by another firm. 

  The leveraged buyout transaction gets its label from the fact that the company goes heavily 

into debt in order to obtain the funds needed to buy the shares of the public stockholders. In 

many cases the debt ratio will be substantially higher than is usually considered prudent, but 

investors are willing to invest in the firm’s bonds because of their confidence in management’s 

proven ability to operate the firm profitably. 

  The debt issued in a leveraged buyout is usually considered speculative or high risk (the term 

 junk bond  has been applied to much of it). Investors are often concerned about the impact of a 

major economic recession on the ability of these firms to meet their interest and principal payment 

requirements. During the recession of the early 1990s, many firms were forced into bankruptcy 

or mergers with other firms, and some of the firms that survived were forced to sell off many of 

their assets. Other financially healthier firms took advantage of rising stock market values to re-

align their capital structure by selling stock (going public again) and using the proceeds to reduce 

high-cost long-term debt. This cycle is likely to be repeated in mid-2009 and 2010 as the world’s 

economy slowly begins to recover from the global economic crisis that hit hard in late 2008.  
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for its products or services. Using data from Cruisers, Inc.’s, income statement for fiscal 

2011, as shown in Exhibit 9-7, the calculation of times interest earned is:

Earnings before income taxes. . . . . . . . . . . . . . . . . . . . . $2,777 million

Add back interest expense . . . . . . . . . . . . . . . . . . . . . . .   3,378 million

Earnings before interest and taxes  . . . . . . . . . . . . . . . . . $6,155 million

 

 Times interest earned �   
Earnings before interest and taxes

   ____________________________  
Interest expense

   

 �   
$6,155

 ______ 
$3,378

   

 � 1.8 times 

 The debtholders of Cruisers, Inc., would be concerned about the company’s ability 

to continue to earn enough to cover its interest expense. As a general rule of thumb, 

a times interest earned ratio of 5 or higher is considered by creditors to indicate a 

relatively low risk that a firm will not be able to pay interest in the future.  Intel’s  

times interest earned for 2008 was an astonishing 960.8 because the company had 

only $8 million of interest expense for the year! This can be verified by reference to 

the income statement on page 687 and the table provided in the note disclosures for 

“Interest and other, net” on page 714 in the appendix. 

 9.  What does it mean to state that a fi rm is highly leveraged?

10.   What does it mean that the more fi nancial leverage a fi rm has, the greater the 

risk to owners and creditors? QWhat Does
It Mean?

Answers  on 
page  438

  Other Analytical Techniques 
   Book Value per Share of Common Stock 

 The  book value per share of common stock  is a frequently cited ratio in the financial 

press that can be easily misunderstood by investors who do not carefully interpret its 

meaning. Book value per share is calculated by dividing the total common stockhold-

ers’ equity by the number of shares of common stock outstanding. If there is preferred 

stock in the capital structure of the firm, the liquidating value of the preferred stock is 

subtracted from total owners’ equity to get the common stockholders’ equity.  Net asset 
value per share of common stock  is another name for this measure. 

  The following illustration using data as of December 27, 2008, for  Intel Corpora-

tion , illustrates the calculation (in millions of dollars):

   
Book value per share

  __________________  
of common stock  4

      �   
Common stockholders’ equity

   _______________________________________    
Number of shares of common stock outstanding

   

  �   
$39,088 million

  _____________  
5,562 million

   

  � $7.03  

LO 8

 Understand what 

book value per share 

of common stock is, 

how it is calculated, 

and why it is not a very 

meaningful amount for 

most companies. 

  4  Both figures shown here are from the stockholders’ equity section of the consolidated balance sheets, 

page 688 of  Intel’s  2008 annual report in the appendix. 
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 Because total common stockholders’ equity reflects the application of generally 

accepted accounting principles and the specific accounting policies that have been 

selected, book value per share is not a number that can be meaningfully compared 

to the market value per share of stock for most companies, especially if the market 

value is greater than the book value (which is usually the case). For Intel, the 2008 

year-end market price per share was $14.18, which was obviously unrelated to its 

$7.03 book value per share. Although book value per share is not a very useful mea-

sure most of the time, you should be aware of how it is calculated and understand 

its limitations. 

11.  What does it mean to state that a company’s book value per share of common 

stock is less than its market value per share of common stock?QWhat Does
It Mean?
Answer  on 
page  438

   Common Size Financial Statements 

 When comparing and evaluating the operating results of a company over a number of 

years, many analysts like to express the balance sheet and income statement in a per-

centage format. This type of presentation is referred to as a  common size statement . 
To prepare a common size balance sheet, each asset is expressed as a percentage of 

total assets, and each liability and owners’ equity amount is expressed as a percent-

age of that total. For the income statement, the sales amount is set at 100 percent, and 

each item on the income statement is expressed as a percentage of sales. This type of 

percentage analysis makes spotting trends in the composition of balance sheet and in-

come statement items much easier than looking at dollar amounts. For example, inven-

tories that represent an increasing percentage of total assets may indicate a weakness 

in inventory control procedures. An increase in the ratio of cost of goods sold to sales 

(which would be a decrease in the gross profit ratio) would indicate that management 

is either unable or unwilling to increase selling prices in response to cost increases, 

thus causing downward pressure on operating income. Of course, a well-designed 

graphical display of key balance sheet and income statement percentage data can also 

greatly help a reader interpret the data. 

  Exhibit 11-4 presents common size income statements for  Intel Corporation  

for each of the years 2004 through 2008. When analyzing common size financial 

statement data, you should look first at the “big picture” items and make quick 

comparisons from year to year. By glancing at the trends for operating income, in-

come before taxes, and net income, you will see that the common size data support 

our previously stated conclusion that 2006 and 2008 were disappointing earnings 

years for Intel. Check this out by scanning across each of the lines shown in bold in 

Exhibit 11-4. A line-by-line analysis of a company’s common size data often will 

reveal additional information in support of a reader’s basic interpretation of major 

trends. The actual dollar amounts associated with each of the common size percent-

age representations should also be considered. A wise investor or financial analyst 

will make appropriate use of all available information and refrain from drawing 

quick conclusions.   

  As mentioned at the beginning of this section, common size balance sheets can 

also be prepared using total assets as 100 percent. For any given year, each of the in-

dividual asset, liability, and owners’ equity captions would be compared to total assets 

LO 9

 Understand how 

common size financial 

statements can be used 

to evaluate a firm’s 

financial position and 

results of operations 

over a number of years. 
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INTEL CORPORATION 
Common Size Income Statements 

For the Five Years Ended December 27, 2008

  2008 2007 2006 2005 2004

Net revenues. . . . . . . . . . . . . . .  100.0% 100.0% 100.0% 100.0% 100.0%

Cost of sales  . . . . . . . . . . . . . . .  44.6 48.1  48.5 40.6 42.3

Research and development  . . . .  15.2 15.0 16.6 13.3 14.0

Marketing, general, and 

 administrative  . . . . . . . . . . . . .  14.5 14.1 17.2 14.7 13.6

Miscellaneous other expenses  . .      1.9     1.4     1.7     0.3     0.5

Operating costs and expenses . .    76.2%   78.6%   84.0%   68.9%   70.4%

Operating income. . . . . . . . . . .  23.8 21.4 16.0 31.1 29.6

Gains (losses) on equity 

 securities, net  . . . . . . . . . . . . .  (4.6) 0.4 0.6 (0.1) 0.0

Interest and other, net. . . . . . . . .      1.3     2.1     3.4     1.5     0.9

Income before taxes. . . . . . . . .  20.5 23.9 20.0 32.5 30.5
Provision for taxes  . . . . . . . . . . .      6.4     5.7     5.7   10.2     8.5

Net income  . . . . . . . . . . . . . . . .    14.1%   18.2%   14.3%   22.3%   22.0%

Exhibit 11-4

Common Size Income 

Statements

to determine its relative percentage. This process, illustrated in Exhibit 11-4 with 

Intel’s income statement data, is often referred to as  vertical  common size analysis 

because each financial statement is examined from top to bottom on an annual basis. 

It is likewise possible, and often useful, to prepare  horizontal  common size financial 

statements. With horizontal analysis, several years’ financial data are stated in terms 

of a base year. The amount reported for  each  item on the income statement or balance 

sheet in the base year is equal to 100%, and the amounts reported for all other years 

are stated as a percentage of this base. To illustrate, consider the sales and earnings 

results that Intel has reported in recent years: 

2008 2007 2006 2005 2004

Net revenues (millions). . . . . . . . . . . . . . . . .

Net income (millions) . . . . . . . . . . . . . . . . . .

$37,586

5,292

$38,334

6,976

$35,382

5,044

$38,826

8,664

$34,209

7,516

 In Intel’s case, the net revenues trend shows more stability than the net income 

trend, which is to be expected. Unfortunately, these raw data do not answer all of 

the questions you may have. For example, how rapidly have sales been increasing, 

and has net income kept pace with sales? Horizontal analysis answers these ques-

tions directly: 

2008 2007 2006 2005 2004

Net revenues (i.e., sales) . . . . . . . . . . . . . . .

Net income (i.e., earnings). . . . . . . . . . . . . .

110%

70%

112%

93%

103%

67%

113%

115%

100%

100%

 Note that with 2004 selected as the base year, the net income trend appears to be rather 

unfavorable (with the obvious exception of 2005). However, as pointed out in the 

Study Suggestion, the base year plays an important role in horizontal analysis.   
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  Other Operating Statistics 

 Physical measures of activity, rather than the financial measures included in the finan-

cial statements, are frequently useful. For example, reporting sales in units provides a 

perspective that may be hidden by price changes when only sales dollars are reported. 

Likewise, reporting the total number of employees (or employees by division or de-

partment) may be more useful for some purposes than reporting payroll costs. 

  Many analysts combine physical and financial measures to develop useful statis-

tics to show trends or make comparisons between firms. For example, both sales dol-

lars per employee and operating income per employee indicate a type of productivity 

measure. Plant operating expenses per square foot of plant space or gross profit per 

square foot of selling space might also be useful indicators of efficiency. There is no 

“cookbook” of quantitative measures for management to follow; the challenge is to 

understand the firm’s objectives and procedures, and then to develop measurement and 

reporting techniques to help people accomplish their goals. 

12. What does it mean to prepare common size fi nancial statements?

13. What does it mean to use more than fi nancial ratios to evaluate a company’s 

position and/or performance?QWhat Does
It Mean?
Answers  on 
page  438

       Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter.  

  Summary 

 Financial statement analysis using ratio measurements and trend analysis assists the user 

of financial statements in making informed judgments and decisions about an entity’s 

financial condition and results of operations. Keep in mind, however, that an analysis of 

an entity’s financial data should be tempered by the fact that all of the data reviewed are 

historical. As a result, the analyst is making decisions about future events based primar-

ily on past events. Without diminishing the value of financial ratio computations, it must 

be recognized that they do little to foretell the future. Therefore, the analyst must give 

due consideration to many other factors before making a decision about the entity. 

LO 10

 Understand how 

operating statistics 

using physical, or 

nonfinancial, data 

can be used to help 

management evaluate 

the results of the firm’s 

activities. 

Study

Suggestion

   To better understand the critical importance of the  base year  selected for growth calculations, 

calculate Intel’s 2008 net revenue growth and net income growth using 2002 (rather than 2004) 

as the base year. (Intel’s net revenues were $26,764 million in 2002, resulting in a reported net 

income of $3,117 million.) Note that the results of these calculations will reflect more substantial 

growth in net revenues and positive net income growth (i.e., more than 100 percent) relative to 

the negative net income growth shown for 2008 when using 2004 as the base year. 
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  Creditors especially are interested in the entity’s liquidity. Working capital and the 

calculation of the current ratio and acid-test ratio were also discussed in Chapter 3. 

  Because alternative accounting methods affect financial statement data differ-

ently, it is important that readers know which alternatives (e.g., FIFO versus LIFO for 

inventory) have been used in the financial statements being analyzed. 

  Activity measures reflect the efficiency with which assets have been used to 

generate sales revenue. Most activity ratios focus on turnover. Activity also can be ex-

pressed in terms of the number of days of activity (e.g., sales) in the year-end balance 

(e.g., accounts receivable). 

  Rate of return calculations in general, and the return on investment (ROI) and 

return on equity (ROE) measures in particular, are essential in evaluating profitability. 

These measures were discussed in detail in Chapter 3. 

  The trend of a ratio over time contains much more information than a single ratio 

at one point in time. Trend comparisons between the entity and broad industry aver-

ages are also useful. 

  In addition to ROI and ROE based on total data, certain per share ratios are also 

important. The price/earnings ratio, dividend yield, dividend payout ratio, and pre-

ferred dividend coverage ratios are examples. 

  Leverage ratios focus on the financial leverage of the firm. Financial leverage 

magnifies ROE relative to ROI and adds risk to the securities issued by the firm. 

  Book value per share of common stock is frequently reported, but because it is 

based on the financial statement value of the firm’s assets instead of their market 

value, book value is not very useful in most circumstances. 

  An effective way to compare the financial condition and results of operations of 

different size firms is to express balance sheet data as percentages of total assets and 

income statement data as percentages of sales. This process results in  vertical  common 

size financial statements. It is also useful to prepare  horizontal  common size financial 

statements that show trends in individual items over several years in comparison to a 

base year. 

  Investors, managers, employees, and others are frequently interested in other 

operating statistics that use data not contained in the financial statements. More than 

financial data are needed to develop a complete picture about a company. 

  Financial statement analysis ratios are summarized here by category of ratio:

 I.    Profitability measures
 A.    Return on investment (ROI)

  1.    General model 

 ROI �   Return _________ 
Investment

   

     Return is frequently net income, and investment is frequently average 

total assets. This ratio gives the rate of return that has been earned on 

the assets invested and is the key measure of profitability.  

  2.   DuPont model 

  ROI � Margin � Turnover 

 �   Net income __________ 
Sales

   �   Sales _________________  
Average total assets 

  

     Margin expresses the net income resulting from each dollar of sales. 

Turnover shows the efficiency with which assets are used to generate 

sales.  
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  3.    Variations of the general model use operating income, income before 

taxes, or some other intermediate income statement amount in the 

numerator and average operating assets in the denominator to focus on 

the rate of return from operations before taxes.     

 B.   Return on equity (ROE) 

  1.   General model 

 ROE �   Net income  ________________________   
Average total owners’ equity

   

     This ratio gives the rate of return on that portion of the assets provided 

by the owners of the entity.  

  2.    A variation of the general model occurs when there is preferred stock. 

Net income is reduced by the amount of the preferred stock dividend 

requirement, and only common stockholders’ equity is used in the 

denominator. This distinction is made because the ownership rights of 

the preferred and common stockholders differ.     

 C.   Price/earnings ratio (P/E ratio) 

 
Price/earnings ratio 

(or earnings multiple)
 �   

Market price per share
  ___________________  

Earnings per share 
  

    This ratio expresses the relative expensiveness of a share of a firm’s 

 common stock because it shows how much investors are willing to pay for 

the stock relative to earnings. Generally speaking, the greater a firm’s ROI 

and rate of earnings growth, the higher the P/E ratio of its common stock 

will be. Most of the time the  diluted  earnings per share amount is used in 

this calculation.  

 D.   Dividend yield 

 Dividend yield �   
Annual dividend per share

   __________________________   
Market price per share of stock

   

    The dividend yield expresses part of the stockholder’s ROI: the rate of return 

represented by the annual cash dividend. The other part of the stockholder’s 

total ROI comes from the change in the market value of the stock during the 

year; this is usually called the  capital gain  or  loss .  

 E.   Dividend payout ratio 

 Dividend payout ratio �   
Annual dividend per share

   ______________________  
Earnings per share

   

    The dividend payout ratio expresses the proportion of earnings paid as 

dividends to common stockholders. It can be used to estimate dividends of 

future years if earnings can be estimated. The diluted earnings per share 

amount is usually used in this calculation.  

 F.   Preferred dividend coverage ratio 

 
Preferred dividend

coverage ratio
 �   Net income  __________________________   

Preferred dividend requirement 
  

    The preferred dividend coverage ratio expresses the ability of the firm to 

meet its preferred stock dividend requirement. The higher this  coverage 

ratio, the lower the probability that dividends on common stock will be 

discontinued because of low earnings and failure to pay dividends on 

 preferred stock.     
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 II.   Liquidity measures
 A.     Working capital 

 Working capital � Current assets � Current liabilities 

    The arithmetic relationship between current assets and current liabilities is 

a measure of the firm’s ability to meet its obligations as they come due.  

 B.     Current ratio 

 Current ratio �   Current assets  _______________  
Current liabilities 

  

    This ratio permits an evaluation of liquidity that is more comparable over 

time and between firms than the amount of working capital.  

 C.   Acid-test ratio 

 Cash (including temporary cash

 Acid-test ratio �   
investments) � Accounts receivable

   ______________________________   
Current liabilities

   

    By excluding inventories and other nonliquid current assets, this ratio gives 

a conservative assessment of the firm’s bill-paying ability.     

III.     Activity measures 

  A.   Turnover 

  1. Total asset turnover

  Total asset turnover �   Sales _________________  
Average total assets 

  

    Turnover shows the efficiency with which assets are used to generate 

sales. Refer also to the DuPont model under profitability measures.  

  2.    Variations include turnover calculations for accounts receivable, plant 

and equipment, and total operating assets. Each variation uses sales in 

the numerator and the appropriate average amount in the denominator.  

  3.   Inventory turnover 

 Inventory turnover �   
Cost of goods sold

  _________________  
Average inventories 

  

     Inventory turnover focuses on the efficiency of the firm’s inventory 

management practices. Cost of goods sold is used in the numerator 

because inventories are carried at cost, not selling price.     

 B.   Number of days’ sales in 

  1.   Accounts receivable 

 Number of days’  sales in 
accounts receivable

 �   Accounts receivable  _________________  
Average day’s sales 

  

 Average day’s sales �   Annual sales  ___________ 
365 

  

     This measure shows the average age of the accounts receivable and 

reflects the efficiency of the firm’s collection policies relative to its 

credit terms.  
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  2.   Inventory 

 
Number of days’ 
sales in inventory

 �   
Inventory

  ___________________________   
Average day’s cost of goods sold 

  

 
Average day’s cost 

of goods sold  �   
Annual cost of goods sold

   ______________________  
365 

  

     This measure shows the number of days’ sales that could be made from 

the inventory on hand. The trend of this measure reflects management’s 

ability to control inventories relative to sales.     

IV.   Financial leverage measures
 A.    Debt ratio 

 Debt ratio �   Total liabilities  _____________________________   
Total liabilities and owners’ equity 

    

   B. Debt/equity ratio 

 Debt/equity ratio �   Total liabilities  _________________  
Total owners’ equity 

  

    Each of these measures shows the proportion of debt in the capital structure. 

Note that a debt ratio of 50 percent is the same as a debt/equity ratio of 100 

percent. These ratios reflect the risk caused by the interest and principal 

requirements of debt. Variations of these models involve the definition of 

total liabilities. Current liabilities and deferred taxes are excluded by some 

analysts because they are not interest-bearing and do not add as much risk 

as does long-term debt.   

 C.   Times interest earned 

 Times interest earned �   
Earnings before interest and taxes

   ____________________________  
Interest expense 

  

    This is a measure of the firm’s ability to earn enough to cover its annual 

 interest requirement.            

  Key Terms and Concepts 

    book value per share of common stock   (p. 429)  The quotient of total common stockholders’ 

equity divided by the number of shares of common stock outstanding. Sometimes called net 
asset value per share of common stock. Not a very useful measure most of the time.   

   common size statement   (p. 430)  A financial statement in which amounts are expressed in 

percentage terms. In a vertical common size balance sheet, total assets are 100%, and all other 

amounts are expressed as a percentage of total assets each year; for an income statement, sales 

are 100% each year. Horizontal common size financial statements are side-by-side comparisons 

of two or more years’ data in relation to the selected base year data.   

   debt ratio   (p. 427)  The ratio of total liabilities to the sum of total liabilities and total owners’ 

equity. Sometimes long-term debt is the only liability used in the calculation.  

   debt/equity ratio   (p. 427)  The ratio of total liabilities to total owners’ equity. Sometimes only 

long-term debt is used for the numerator of the ratio.  

   dividend payout ratio   (p. 424)  The ratio of the annual dividend per share of common stock to 

the earnings per share.  

   dividend yield   (p. 423)  The ratio of the annual dividend per share of common stock to the market 

price per share.  
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   earnings multiple   (p. 421)  Another term for the price/earnings ratio; an indicator of the relative 

expensiveness of a firm’s common stock.  

   effect of the inventory cost-flow assumption on working capital   (p. 415)  When the cost of 

items being purchased for inventory is changing, the inventory cost-flow assumption used (e.g., 

FIFO or LIFO) influences the inventory account balance, total current assets, and working 

capital.  

   extra dividend   (p. 425)  A dividend that is not likely to be incorporated as part of the regular 

dividend in the future.  

   financial leverage measures   (p. 427)  The debt ratio and debt/equity ratio that indicate the extent 

to which financial leverage is being used.  

   number of days’ sales in accounts receivable   (p. 418)  An indicator of the efficiency with which 

accounts receivable are collected.  

   number of days’ sales in inventory   (p. 418)  An indicator of the efficiency with which 

inventories are managed.  

   preferred dividend coverage ratio   (p. 425)  The ratio of net income to the annual preferred stock 

dividend requirement.  

   price/earnings ratio   (p. 421)  An indicator of the relative expensiveness of a firm’s common 

stock.  

   regular dividend   (p. 425)  A dividend that is likely to be declared on a repetitive, periodic (i.e., 

quarterly, semiannual, or annual) basis.  

   times interest earned ratio   (p. 428)  The ratio of earnings before interest and taxes to interest 

expense. An indicator of the risk associated with financial leverage.    

 

 1.     It means that comparing the results of a particular ratio over a period of time 

permits a more valid comparison of the direction of relative performance than 

a comparison of that ratio at a single point in time. However, it is necessary to 

understand how alternative accounting practices have affected the financial state-

ment amounts reported for each firm.  

 2.   It means that working capital, the current ratio, and the acid-test ratio are calcu-

lated and interpreted to determine whether the entity is likely to be able to pay its 

obligations when they come due.  

 3.   It means that to determine how efficiently the firm’s assets are being used and/or 

managed, various turnover ratios are calculated and evaluated.  

 4.   It means that the ratio of sales for the period to average total assets used during 

the period has risen, indicating that assets were used more efficiently relative to 

sales generated. Perhaps this was accomplished by producing more product with 

the same amount of plant and equipment and/or by reducing inventories.   

 5.   It means that the firm is less profitable in the sense of earnings related to assets 

used to generate earnings.  

 6.   It means to break ROI into its margin and turnover components to help determine 

whether the decrease in ROI is due to reduced profitability or less efficient use of 

assets, or both.  

 7.   It means that investors are willing to pay more, in relative terms, for a share of the 

firm’s common stock than for a share of common stock of most other firms. This 

may be caused by investor expectations for much higher growth in profitability in 

the immediate future for the firm relative to expectations for other firms.  

AA N S W E R S  T O

What Does 
It Mean?
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 8.   It means that the firm is retaining and reinvesting proportionately more of its earn-

ings than other companies. This may be because the firm anticipates needing more 

capital for expansion and the board of directors prefers to retain earnings for that 

use rather than raise capital by selling more stock or issuing debt.  

 9.   It means that the firm has a relatively high proportion of debt to equity in its capi-

tal structure.  

10.   It means that if the firm cannot earn a greater rate of return than the interest rate 

being paid on borrowed funds, its chances of not being able to meet its obligations 

and of going bankrupt are greater than if it had less financial leverage.  

11.   It doesn’t mean much at all because book value is based on balance sheet values, 

which are not market values or replacement values.  

12.   It means that instead of using currency amounts in the statements, elements of the 

financial statements are expressed as a percentage of total assets (for the balance 

sheet) or as a percentage of total revenues (for the income statement). This is an 

easy and effective way of making comparisons over time for a single company 

and of comparing one company with another—as long as consideration is given 

to the effects of different accounting practices that may have been used.  

13.   It means that other statistics, such as rate of employee turnover, market share, 

and/or sales per employee, are frequently relevant and useful to the evaluator.    

  Self-Study Material 

 Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter. 

  Matching    Following are a number of the key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter for 

the key term or concept to each definition provided (items 1–10). Note that not all key 

terms and concepts will be used. Answers are provided at the end of this chapter.  

 a.    Return on investment (ROI)  

 b.   DuPont model  

 c.   Margin  

 d.   Turnover  

 e.   Return on equity (ROE)  

 f.   Working capital  

 g.   Current ratio  

 h.   Acid-test ratio  

 i.   Debt ratio  

 j.   Leverage ratios  

 k.   Times interest earned ratio  

 l.   Common size statement  

 m.   Number of days’ sales in accounts 

     receivable  

 n.   Earnings per share  

 o.   Price/earnings (P/E) ratio  

 p.   Earnings multiple  

 q.   Dividend yield  

 r.   Dividend payout ratio  

 s.   Regular dividend  

 t.   Extra dividend  

 u.   Preferred dividend coverage ratio  

 v.   Debt/equity ratio  

 w.   Book value per share   

  1.   The ratio of earnings before interest and taxes to interest expense.  

 2.   An indicator of the relative expensiveness of a firm’s common stock.  

 3.   The ratio of net income to the annual preferred stock dividend requirement.  
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 4.   An indicator of the efficiency with which accounts receivable are collected.  

 5.   The ratio of the annual dividend per share to the market price per share of 

the stock.  

 6.   The quotient of total common stockholders’ equity divided by the number 

of shares of common stock outstanding.  

 7.   A dividend that is not likely to be incorporated as part of the regular 

dividend in the future.  

 8.   A financial statement in which amounts are expressed in percentage terms.  

 9.   The ratio of total liabilities to total owners’ equity.  

 10.   The percentage of net income to net sales.    

  Multiple Choice    For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter. 

 1.    Activity measures are designed to quantify the impact of a firm’s ability to 

efficiently utilize its assets. Turnover ratios are the most common activity 

 measures and are generally calculated for each of the following assets except
 a.    Accounts Receivable.  

 b.   Inventory.  

 c.   Cash.  

 d.   Plant and Equipment.     

 2.   Which basis of ratio evaluation would you expect to produce the most 

 meaningful comparisons?

 a.    Within-company comparisons as of a given date.  

 b.   Company-to-industry comparisons as of a given date.  

 c.   Within-company trends over a period of time.  

 d.   Company-to-industry comparisons over a period of time.     

 3.   Many financial analysts substitute one amount for another in making ratio analy-

sis comparisons in order to better achieve intercompany or company-to-industry 

data comparability. Which of the substitutions described here would not achieve 

better data comparability (for the ratio indicated) under any situation?

 a.    Cost of goods sold for sales—in the numerator of the inventory turnover ratio.  

 b.   Cost of plant and equipment for net book value—in the numerator of the 

plant and equipment turnover ratio.  

 c.   Expected future earnings per share for current earnings per share—in the 

denominator of the price/earnings ratio.  

 d.   Average net assets for average total assets—in the denominator of the return 

on investment ratio.     

 4.   If the trend of the current ratio is increasing while the trend of the acid-test 

ratio is decreasing over a period of time, this could be a warning that the 

firm is

 a.    carrying excess inventories.  

 b.   depleting its inventories.  

 c.   having trouble collecting its receivables.  

 d.   purchasing too much property, plant, and equipment.     
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 5.   If current assets exceed current liabilities, payments of accounts payable will

 a.    decrease the current ratio.  

 b.   increase the current ratio.  

 c.   decrease working capital.  

 d.   increase working capital.   

  Use the following information for Questions 6–8.  
   Information concerning O’Sadnick, Inc., on December 31, 2010, is as follows: 

Book value per share  . . . . . . . . . . . . .  $24.00

Dividends per share  . . . . . . . . . . . . . .  1.00

Earnings per share  . . . . . . . . . . . . . . .  4.00

Par value per share . . . . . . . . . . . . . . .  2.00

Market price per share  . . . . . . . . . . . .  16.00

 6.   What is O’Sadnick, Inc.’s price/earnings ratio for 2010?

  a.   0.25   c.   4.0  

 b.   1.5   d.   8.0     

 7.   What is O’Sadnick, Inc.’s dividend payout ratio for 2010?

 a.    4.16%   c.   25%  

 b.   6.25%   d.   50%     

 8.   What is O’Sadnick Inc.’s dividend yield for 2010?

 a.    4.16%   c.   25%  

 b.   6.25%   d.   50%   

   Use the following information for Questions 9–10.  
   Porter Co. reported the following on its December 31, 2010, balance sheet: 

Liabilities and Owners’ Equity:
Accounts payable . . . . . . . . . . . . . . . . . . . .  $   3,000

Notes payable. . . . . . . . . . . . . . . . . . . . . . .  22,000

Bonds payable  . . . . . . . . . . . . . . . . . . . . . .  45,000

Common stock . . . . . . . . . . . . . . . . . . . . . .  110,000

Preferred stock . . . . . . . . . . . . . . . . . . . . . .  20,000

Additional paid-in capital . . . . . . . . . . . . . . .  70,000

Retained earnings . . . . . . . . . . . . . . . . . . . .  32,000

Treasury stock. . . . . . . . . . . . . . . . . . . . . . .  12,000

 9.   The debt/equity ratio for Porter Co. in 2010 (rounded) is

 a.    20.5%   c.   28.7%  

 b.   24.1%   d.   31.8%     

 10.   The debt ratio for Porter Co. in 2010 (rounded) is

 a.    20.5%   c.   28.7%  

 b.   24.1%   d.   31.8%          
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  Exercises 

  (Note: Where no specific learning objective is identified, the requirements involve 
calculating and using several ratios, including those discussed in Chapter 3.)    

  Identify information used in an investment decision   Look forward to the 

day when you will have accumulated $5,000, and assume that you have decided 

to invest that hard-earned money in the common stock of a publicly owned 

corporation. What data about that company will you be most interested in, and how 

will you arrange those data so they are most meaningful to you? What information 

about the company will you want on a weekly basis, on a quarterly basis, and on an 

annual basis? How will you decide whether to sell, hold, or buy some more of the 

firm’s stock?  

   Obtain an annual report and discuss information sources   If your library 

has a common stock investment advisory service such as Moody’s Handbook of 
Common Stocks or online access to an investment advisory service such as Value Line 

Research Center: Historical Reports, use one of those sources to locate a report about 

a company you have heard about or in which you have an interest. Alternatively, visit 

a brokerage firm office and ask for a report from one of the above sources or a report 

prepared by the brokerage firm’s research division. Review the report and notice the 

analytical data that it contains. What other data besides those in the report would you 

like to obtain? Why do you want these other data? How would you get them?   

  Effect of transactions on various financial ratios   Indicate the effect that 

each transaction/event listed here will have on the financial ratio listed opposite it, 

and provide an explanation for your answer. Use � for increase, � for decrease, and 

(NE) for no effect. Assume that current assets exceed current liabilities in all cases, 

both before and after the transaction/event. 

Transaction/Event Financial Ratio

 a. Split the common stock 2 for 1.

 b. Collected accounts receivable.

 c. Issued common stock for cash.

 d. Sold treasury stock.

 e. Accrued interest on a note receivable.

 f. Sold inventory on account.

 g. Wrote off an uncollectible account.

 h. Declared a cash dividend.

 i. Incurred operating expenses.

 j. Sold equipment at a loss.

Book value per share of common stock

Number of days’ sales in accounts receivable

Total asset turnover

Return on equity

Current ratio

Acid-test ratio

Accounts receivable turnover

Dividend yield

Margin

Earnings per share

   Effect of transactions on various financial ratios   Indicate the effect that 

each transaction/event listed here will have on the financial ratio listed opposite it, 

and provide an explanation for your answer. Use � for increase, � for decrease, and 

accounting

Exercise 11.1

Exercise 11.2

Exercise 11.3

Exercise 11.4
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(NE) for no effect. Assume that current assets exceed current liabilities in all cases, 

both before and after the transaction/event. 

Transaction/Event Financial Ratio

 a. Purchased inventory on account.

 b.  Sold inventory for cash, at a profi t.

 c.  Issued a 10% stock dividend.

 d.  Issued common stock for cash.

 e.  Sold land at a gain.

 f.  Purchased treasury stock for cash.

 g.  Accrued interest on a note payable.

 h.  Accrued wages that have been earned 

by employees.

 i.  Purchased equipment for cash.

 j.   Issued bonds at an interest rate that is 

less than the company’s ROI.

Number of days’ sales in inventory

Inventory turnover

Earnings per share

Debt ratio

Return on investment

Debt/equity ratio

Times interest earned

Current ratio

Plant and equipment turnover

Return on equity

  Problems 

    Prepare a common size balance sheet, 2007  Refer to the consolidated bal-

ance sheets on page 688 of the Intel Corporation annual report in the appendix. 

  Required: 
 Prepare a common size balance sheet at December 29, 2007, using the following 

captions:

    Total current assets  

   Property, plant, and equipment (net)  

   Marketable equity securities and other long-term investments  

   Goodwill and other long-term assets  

   Total assets  

   Total current liabilities  

   Total long-term liabilities (including deferred tax liabilities)  

   Total stockholders’ equity  

   Total liabilities and stockholders’ equity      

   Prepare a common size balance sheet, 2008   Solve the requirements of 

Problem 11.5 for the year ended December 27, 2008.  

   Review problem—understanding liquidity measures   Assume that the current 

ratio for Arch Company is 2.0, its acid-test ratio is 1.5, and its working capital is 

$300,000. Answer each of the following questions  independently , always referring to 

the original information. 

a.    How much does the firm have in current liabilities?  

b.   If the only current assets shown on the balance sheet for Arch Company are 

Cash, Accounts Receivable, and Merchandise Inventory, how much does the 

firm have in Merchandise Inventory?  

accounting

Problem 11.5
LO 9

Problem 11.6
LO 9

Problem 11.7
LO 1
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c.   If the firm collects an account receivable of $100,000, what will its new current 

ratio and working capital be?  

d.   If the firm pays an account payable of $100,000, what will its new current ratio 

and working capital be?  

e.   If the firm sells inventory that was purchased for $50,000 at a cash price of 

$60,000, what will its new acid-test ratio be?    

   Effect of transactions on liquidity measures   Selected balance sheet accounts 

for Tibbetts Company on September 30, 2010, are as follows:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 32,000

Marketable securities. . . . . . . . . . . . . . . . . . . . . . . . . .  58,000

Accounts receivable, net  . . . . . . . . . . . . . . . . . . . . . . .  86,000

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  90,000

Prepaid expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . .    14,000

Total current assets  . . . . . . . . . . . . . . . . . . . . . . . .  $280,000

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 98,000

Other accrued liabilities  . . . . . . . . . . . . . . . . . . . . . . . .  22,000

Short-term debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    40,000

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . .  $160,000

  Required: 
a.    Calculate the working capital, current ratio, and acid-test ratio for Tibbetts 

Company as of September 30, 2010.  

b.   Summarized here are the transactions/events that took place during the fiscal 

year ended September 30, 2011. Indicate the effect of each item on Tibbetts 

Company’s working capital, current ratio, and acid-test ratio. Use � for 

increase, − for decrease, and (NE) for no effect.  (Hint: It may be helpful to use 
the horizontal model or to record the journal entry(ies) for each item before 
considering the effects on liquidity measures.)    

Example
Working 
Capital

Current 
Ratio

Acid-Test 
Ratio

  Paid accounts payable, $195,000.

 1. Credit sales for the year amounted to $240,000.

The cost of goods sold was $156,000.

 2. Collected accounts receivable, $252,000.

 3. Purchased inventory on account, $168,000.

 4. Issued 250 shares of common stock for $36 per 

share.

 5. Wrote off $7,000 of uncollectible accounts using the 

allowance for bad debts.

 6. Declared and paid a cash dividend, $20,000.

 7. Sold marketable securities costing $26,000 for 

$31,000 in cash.

 8. Recorded insurance expense for the year, $12,000.

The premium for the policy was paid in June 2010.

 9. Borrowed cash on a short-term bank loan, $10,000.

 10. Repaid principal of $40,000 and interest of $3,000 on 

a long-term bank loan.

NE � �

Problem 11.8
LO 1

mar27068_ch11_414-449.indd   443mar27068_ch11_414-449.indd   443 11/12/09   9:47:04 AM11/12/09   9:47:04 AM



444 Part 1 Financial Accounting

   Ratio analysis—comprehensive problem   Presented here are summarized data 

from the balance sheets and income statements of Wiper, Inc.:

WIPER, INC.
Condensed Balance Sheets 

December 31, 2011, 2010, 2009 
(in millions)

 2011 2010 2009

Current assets . . . . . . . . . . . . . . . . . . . .  $   677 $   891 $   736

Other assets  . . . . . . . . . . . . . . . . . . . . .    2,413   1,920   1,719

  $3,090 $2,811 $2,455

Current liabilities  . . . . . . . . . . . . . . . . . .  $   562 $   803 $   710

Long-term liabilities  . . . . . . . . . . . . . . . .  1,521 982 827

Owners’ equity  . . . . . . . . . . . . . . . . . . .    1,007   1,026      918

  $3,090 $2,811 $2,455

WIPER, INC.
Selected Income Statement and Other Data 

For the Years Ended December 31, 2011 and 2010 
(in millions)

  2011 2010

Income statement data:

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $3,050 $2,913

Operating income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  296 310

Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  84 65

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  192 187

Other data:

Average number of common shares outstanding . . . . . . . . .  41.3 46.7

Total dividends paid  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  50.0 $  52.3

  Required: 
a.    Calculate return on investment, based on net income and average total assets, for 

2011 and 2010. Show both margin and turnover in your calculation.   

b.   Calculate return on equity for 2011 and 2010.  

c.   Calculate working capital and the current ratio for each of the past three 

years.  

d.   Calculate earnings per share for 2011 and 2010.  

e.   If Wiper’s stock had a price/earnings ratio of 13 at the end of 2011, what was 

the market price of the stock?  

f.   Calculate the cash dividend per share for 2011 and the dividend yield based on 

the market price calculated in part e.  

Problem 11.9
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g.   Calculate the dividend payout ratio for 2011.  

h.   Assume that accounts receivable at December 31, 2011, totaled $309 million. 

Calculate the number of days’ sales in receivables at that date.   

i.   Calculate Wiper’s debt ratio and debt/equity ratio at December 31, 2011 and 

2010.  

j.   Calculate the times interest earned factor for 2011 and 2010.  

k.   Review the results of these calculations, evaluate the profitability and liquidity 

of this company, and state your opinion about its suitability as an investment for 

a young, single professional with funds to invest in common stock.     

   Ratio analysis—comprehensive problem, 2008 data   This problem is based 

on the 2008 annual report of Intel Corporation in the appendix. 

  Required: 
a.    Compute the following profitability measures for the year ended December 27, 

2008:

 1.    Return on investment, based on net income (perform a DuPont analysis).  

 2.   Return on equity, based on net income.  

 3.   Price/earnings ratio. Use $14.18 as the year-end market price.  

 4.   Dividend yield.  

 5.   Dividend payout ratio.     

b.   Compute the following liquidity measures at December 27, 2008:

 1.    Working capital.  

 2.   Current ratio.  

 3.   Acid-test ratio.     

c.   Compute the following activity measures for the year ended December 27, 

2008:

 1.    Number of days’ sales in accounts receivable, based on a 365-day year.  

 2.   Number of days’ sales in inventory, based on a 365-day year.  

 3.   Accounts receivable turnover.  

 4.   Inventory turnover.  

 5.   Turnover of net property, plant, and equipment.     

d.   Compute the following financial leverage measures at December 27, 2008:

 1.    Debt ratio.  

 2.   Debt/equity ratio.     

e.   Compute the following physical measures of  Intel’s  profitability at December 27, 

2008:

 1.    Net revenues per employee.  

 2.    Operating income per employee.  (Hint: The number of employees at 
year-end is disclosed on page  685 of the Intel  annual report in the 
appendix.)         

Problem 11.10
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  Cases 

  Analytical case—comparative analysis of profitability and financial lever-
age measures   The annual reports of the  Coca-Cola Co.  and PepsiCo, Inc., indi-

cate the following for the year ended December 31, 2008 (amounts in millions):

 Coca-Cola Co. PepsiCo., Inc.
Net revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $31,994 $43,251

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,807 5,142

Total assets, January 1, 2008  . . . . . . . . . . . . . . . . . . . . . . . .  43,269 34,628

Total liabilities, January 1, 2008  . . . . . . . . . . . . . . . . . . . . . . .  21,525 17,394

Total liabilities, December 31, 2008  . . . . . . . . . . . . . . . . . . . .  20,047 23,888

Total stockholders’ equity, December 31, 2008 . . . . . . . . . . .  20,472 12,203

  Required: 
a.    Calculate ROI and ROE for each company for 2008. (Hint: You will need to cal-

culate some of the numbers used in the denominator of these ratios.)  
b.   Based on the results of your ROI and ROE analysis in part a, do you believe that 

either firm uses financial leverage more effectively than the other? Explain your 

answer. (Hint: Compare the percentage differences between ROI and ROE for 
each firm. Is there a significant difference that would suggest that one firm uses 
leverage more effectively than  the other?)  

c.   Calculate the debt ratio and debt/equity ratio for each firm at the end 

of 2008.  

d.   Compare the results of your analysis in part c to your expectations concerning 

the relative use of financial leverage in part b. Do the debt and debt/equity ratios 

calculated in part c make sense relative to your  expectations? Explain your 

answer.     

    Analytical case—complete an income statement and balance sheet using 
financial ratio data  Partially completed financial statements for Whittaker, Inc., 

follow:

WHITTAKER, INC. 
Income Statement 

For the Year Ended December 31, 2011

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      ? 

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    ?   

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      ?

Operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    ?   

Income from operations. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      ?

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    ?   

Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $      ?

Income taxes (20%). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   ?   

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $     ?     

accounting

Case 11.11

Case 11.12

e celx
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WHITTAKER, INC. 
Balance Sheet 

December 31, 2011

Current assets:

 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  ?

 Accounts receivable, net  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      ?

 Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      ?  

  Total current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $171,000

Property, plant, and equipment, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      ?  

   Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  ?  

Current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  ?

Bonds payable, 15% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    70,000

 Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  ?

Owners’ equity:

 Common stock, $2 par value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  10,000

 Additional paid-in capital  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       15,000

 Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      ?  

  Total owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  ?  

   Total liabilities and owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  ?  

Additional information:

• Financial ratios computed from these fi nancial statements include the following:

 Current ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.9 to 1

 Acid-test ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.3 to 1

 Debt/equity ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2.0 to 1

 Inventory turnover  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4.0 times

 Accounts receivable turnover. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6.8 times

 Times interest earned  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4.45 times

 Gross profi t ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  40%

 Return on investment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  12%

 Earnings per share. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $5.52

•  All sales during the year were made on account. Cash collections during the year exceeded 

sales by $14,000, and no uncollectible accounts were written off.

• The balance of the accounts receivable account was $57,000 on January 1, 2011.

• No common stock was issued during the year.

• Dividends declared and paid during the year were $7,600.

• The balance of the inventory account was $48,000 on January 1, 2011.

•  Interest expense on the income statement relates to the 15% bonds payable;

$10,000 of these bonds were issued on May 1, 2011; the remaining amount of bonds payable 

were outstanding throughout the year. All bonds were issued at face amount.

    Required: 
a.    Complete the income statement and balance sheet for Whittaker, Inc. Show how 

each amount was determined.  

b.   After completing part a, use your answers to recompute each of the financial 

ratios provided as additional information.     
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448 Part 1 Financial Accounting

   Capstone analytical review of Chapters 9–11. Calculate selected financial 
ratios and explain financial reporting issues  
  (Note: Please refer to Case 4.26 on pages 144–145 for the financial statement data 
needed for the analysis of this case. You should also review the solution to Case 4.26 
on the Web site for this text at www.mhhe.com/marshall9e before attempting to com-
plete this case.)  

  Required: 
a.    Case 4.26 presents the 2010 income statement and balance sheet for Gerrard 

Construction Co. What other financial statements are required? What informa-

tion would these statements communicate that could not be determined by 

reviewing only the income statement and balance sheet?  

b.   Briefly describe the note disclosures that should be provided by Gerrard 

Construction Co. and explain why note disclosures are considered an integral 

part of the financial statements.  

c.   Assume that the balance of “Accounts Receivable, net” at December 31, 2009, 

was $8,200. Calculate the following activity measures for Gerrard Construction 

Co. for the year ended December 31, 2010:

 1.    Accounts receivable turnover.  

 2.   Number of days’ sales in accounts receivable.     

d.   Calculate the following financial leverage measures for Gerrard Construction 

Co. at December 31, 2010:

 1.    Debt ratio.  

 2.   Debt/equity ratio.     

e.   Gerrard Construction Co. wishes to lease some new earthmoving equipment 

from Caterpillar on a long-term basis. What impact (increase, decrease, or no 

effect) would a capital lease of $4 million have on the company’s debt ratio and 

debt/equity ratio?  (Note that these items were computed in part b and do not 
need to be recomputed for this requirement).   

f.   Review the answer to C4.26. i. at this time. Assume that Gerrard Construction 

Co. had 2,400,000 shares of $1 par value common stock outstanding throughout 

2010, and that the market price per share of common stock at December 31, 

2010, was $18.75. Calculate the following profitability measures for the year 

ended December 31, 2010:

 1.    Earnings per share of common stock.  

 2.   Price/earnings ratio.  

 3.   Dividend yield.  

 4.   Dividend payout ratio.        

  Answers to Self-Study Material 

     Matching: 1. k, 2. o  or  p, 3. u, 4. m, 5. q, 6. w, 7. t, 8. l, 9. v, 10. c  

    Multiple choice: 1. c, 2. d, 3. d, 4. a, 5. b, 6. c, 7. c, 8. b, 9. d, 10. b       

Case 11.13
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12
Managerial 
Accounting and 
Cost–Volume–Profit 
Relationships

   You have learned in Part 1 of Accounting: What the Numbers Mean that financial accounting  refers 

to the process that results in the preparation of the financial statements for an entity. These are 

oriented to the external user who is not in a position to be aware of the day-to-day financial and 

operating activities of the entity. In Part 2 of the book, you will learn about accounting for manag-

ers of the entity, which will provide yet additional insight to the phrase “what the numbers mean.” 

When asked by the marketing or production manager what a certain item or activity costs, the 

management accountant who responds “Why do you want to know?” is not being disrespectful. 

Costs used for assigning a value to the inventory produced are different from the costs that should 

be considered when analyzing a modification to the product or a potential new product. 

   In managerial accounting , sometimes called  management accounting , economic and finan-

cial information is used to plan and control many activities of the entity and to support the man-

agement decision-making process. Managerial accounting has an internal orientation, as opposed 

to the primarily external orientation of financial accounting. The transactions generated by the ac-

counting information system and used for financial reporting also are used in managerial account-

ing; but the latter are more likely to have a future orientation, such as in the preparation of budgets 

or decision making. As with financial accounting, managerial accounting has special terminology 

or, as many would say,  jargon . Most of these terms relate to different types of costs. An important 

early lesson about managerial accounting is that  there are different costs for different purposes . 

  In this chapter we will look briefly at the management process, identify several contributions 

that management accounting makes to that process, and then introduce a model for cost clas-

sifications. Subsequent chapters will describe these costs and illustrate how they are used in the 

planning, control, and decision-making processes. 

   Cost–volume–profit (CVP) analysis  involves using cost behavior patterns to interpret and 

forecast the changes in operating income that result from changes in revenues, costs, or vol-

ume of activity. One especially important application of CVP analysis is the determination of the 

breakeven point for a company (or one of its units or products). Because CVP analysis empha-

sizes the cost behavior pattern of various costs and the impact on costs and profits of changes in 

the volume of activity, it is useful for planning and for evaluating the results of actual operations. 
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1. What does it mean to state that there are different costs for different purposes? QWhat Does
It Mean?

Answer  on 
page  478

  LEARNING OBJECTIVES (L0) 

  After studying this chapter you should understand 

 1.    The management planning and control cycle.  

 2.   The major differences between financial accounting and managerial accounting.  

 3.   The difference between variable and fixed cost behavior patterns and the simplifying 

assumptions made in this classification method.  

 4.   Why expressing fixed costs on a per unit of activity basis is misleading and may result in 

faulty decisions.  

 5.   What types of costs are likely to have a variable cost behavior pattern and what types of 

costs are likely to have a fixed cost behavior pattern.  

 6.   How to use the high–low method to determine the cost formula for a cost that has a mixed 

behavior pattern.  

 7.   The difference between the traditional income statement format and the contribution margin 

income statement format.  

 8.   The importance of using the contribution margin format to analyze the impact of cost and 

sales volume changes on operating income.  

 9.   How the contribution margin ratio is calculated and how it can be used in CVP analysis.  

 10.   How changes in the sales mix can affect projections using CVP analysis.  

 11.   The meaning and significance of the break-even point and how the break-even point is 

calculated.  

 12.   The concept of operating leverage.  

       Managerial Accounting Contrasted 
to Financial Accounting 
  Managerial accounting supports the internal planning (future-oriented) decisions made 

by management. Financial accounting has more of a scorekeeping, historical orientation, 

although data produced by the financial accounting process form some of the founda-

tion on which plans are based. Planning is a key part of the  management process ; and 

although there are many descriptions of that process, a generally acceptable definition 

LO 1

Understand the man-

agement planning and 

control cycle.
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452 Part 2 Managerial Accounting

would include reference to the process of planning, organizing, and controlling an 

entity’s activities so that the organization can achieve its desired outcomes. A general 

model of the process looks like this:

Implement Plans 

Decision Making Decision Making

Decision Making

Planning and Control Cycle

Data Collection and Performance Feedback

R
ev

is
it

 P
la

ns
 

Executing
Operational

Activities
(Managing)

Performance
Analysis:

Plans versus
Actual Results
(Controlling)

Strategic, 
Operational,
and Financial

Planning

    The model suggests that control is achieved through feedback. Actual results are 

compared to planned results; if a difference exists between the two, then either the 

plan or the actions, or perhaps both, are changed. Management decision making oc-

curs in each phase of the planning and control cycle using information provided by 

the management accounting information system in an effort to continuously improve 

organizational performance. 

  Not all of a firm’s objectives are stated in financial terms by any means. For ex-

ample, market share, employee morale, absence of layoffs, and responsible corporate 

citizenship are all appropriate objectives that are expressed in nonfinancial terms. 

However, many of the firm’s goals will be financial (ROI, ROE, growth in sales, earn-

ings, and dividends, to name just a few). The management accountant plays a major 

role in identifying these goals, helping to achieve them, and measuring the degree to 

which they have been accomplished. 

  Emphasis on the future is a principal characteristic that makes managerial ac-

counting different from financial accounting. Anticipating what revenues will be and 

forecasting the expenses that will be incurred to achieve those revenues are critical 

activities of the budgeting process. Another difference between managerial accounting 

and financial accounting that is emphasized in planning is breadth of focus. Finan-

cial accounting deals primarily with the financial statements for the organization as 

a whole; managerial accounting is more concerned with operating units within the 

organization. Thus, even though an overall company ROI objective is established, ef-

fective planning requires that the planned impact of the activities and results of each 

unit (division, product line, plant, sales territory, and so on) of the organization be 

considered. 

  Measuring results involves using the historical data of financial accounting; and 

because of the time required to perform financial accounting and auditing procedures, 

there is usually a time lag of weeks or months between the end of an accounting period 

and the issuance of financial statements. However, for performance feedback to be most 

effective, it should be provided as quickly as possible after action has been completed. 

Management accounting is not constrained by generally accepted accounting principles, 

so approximate results can be quickly generated for use in the control process. In other 

LO 2

Understand the major 

differences between 

financial accounting and 

managerial accounting.
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words, relevant data, even though not absolutely accurate in a financial accounting sense, 

are useful for evaluating performance soon after an activity has been completed. 

  Exhibit 12-1 summarizes the principal differences between managerial account-

ing and financial accounting. 

    If time and effort have been devoted to developing a plan, it is appropriate to at-

tempt to control the activities of the organization so that the desired outcomes of the 

plan are achieved. Many activities of the management accountant are related to cost 

control; this control emphasis will be seen in most of the managerial accounting ideas 

that are explained in these chapters. 

  Another management concept relevant to the control process is that if an indi-

vidual is to be held accountable, or responsible, for the results of an activity, that 

individual also must have the authority to influence those results. If a manager is to be 

held responsible for costs incurred by a unit of the organization, the financial results 

reported for that unit should not include costs incurred by other units that have been 

arbitrarily assigned to the unit being evaluated. In other words, performance results 

should not reflect costs that the manager being held responsible cannot control. 

  Management accountants work extensively with people in other functional areas 

of the organization. For example, industrial engineers and management accountants 

work together to develop production standards, which are the expected or allowed 

times and costs to make a product or perform an activity. Management accountants help 

production managers interpret performance reports, which compare actual and planned 

production and costs. Sales personnel, the marketing staff, and management accoun-

tants are involved in estimating a future period’s sales. Human resource professionals 

and management accountants work together to determine the cost effect of compensa-

tion changes. And the management accountant will play a significant role in the firm’s 

systems development life cycle process by providing key insights into the planning, 

analysis, design, and implementation phases of an organization’s information systems 

projects. These few key examples illustrate the need for management accountants to 

have a breadth of knowledge and interest about the organization and its operating envi-

ronment. The examples also suggest that it is appropriate for people in other functional 

areas to have a general understanding of managerial accounting. Helping you achieve 

that general understanding is the objective of the remaining chapters of this book. 

Characteristic Managerial Accounting Financial Accounting

Service perspective Internal to managers. External to investors and creditors.

Time frame Present and future for planning 

  and control.

Past—financial statements are 

  historical.

Breadth of concern Micro—individual units of the 

  organization plan and act.

Macro—financial statements are 

 for the organization as a whole.

Reporting frequency 

 and promptness

Control reports issued frequently

 (e.g., daily) and promptly (e.g., 

 one day after period-end).

Most financial statements issued 

 monthly, a week or more after 

 month-end.

Degree of precision 

 of data used

Reasonable accuracy desired, 

 but “close counts”—relevance 

 is often more important than 

 reliability.

High accuracy desired, with time 

 usually available to achieve it—

 reliability is of utmost 

 importance.

Reporting 

 standards

None imposed because of 

  internal and pragmatic 

  orientation.

Imposed by generally accepted 

 accounting principles and the 

 FASB.

Exhibit 12-1

Managerial Accounting 

Compared to Financial 

Accounting
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2. What does it mean that the time frame for managerial accounting is different 

from that for fi nancial accounting?

3. What does it mean to have feedback for control purposes?QWhat Does
It Mean?
Answers  on 
page  478

    Cost Classifications 
  The term cost means different things to different people, and in the management plan-

ning and decision-making process, it is important to use costs that are appropriate 

to the situation. Likewise management accountants should make sure that everyone 

participating in a given planning or decision-making activity understands the costs 

involved. Exhibit 12-2 presents a model for the cost classifications most frequently 

encountered and highlights the cost topics covered in this chapter. 

    These cost classifications are not mutually exclusive; a cost might be identified as 

a “controllable, variable, direct, product cost,” for example. Overall this basic concept 

of  different costs for different purposes  is so fundamental to an understanding of the 

planning, control, and decision-making process that the cost classification model will 

be presented again in each of the managerial accounting chapters that follow. From 

the perspective of this model you will be introduced to these cost concepts as they 

Variable cost Direct cost Product cost Committed cost Differential cost

Fixed cost Indirect cost

Direct
material

Discretionary cost Allocated cost

Mixed cost

Direct
labor

Controllable cost Sunk cost

Manufacturing
overhead

Noncontrollable cost Opportunity cost

Period cost

Selling expenses

Administrative
expenses[Chapter 12 Topics]

Cost Classifications:
Different Costs for Different Purposes

Cost Behavior
Chapters 12,14, and 15

Cost Assignment
Chapter 13

Product Costing
Chapter 13

Time Horizon
Chapters 14 and 15

Decision Making
Chapter 16

Exhibit 12-2 Cost Classifi cations—The Big Picture
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relate to the planning, control, or decision-making theme being developed. The cost 

classification concepts discussed in each chapter are these:

•    Relationship between total cost and volume of activity for understanding cost 

behavior (Chapters 12, 14, and 15).  

•   Relationship to product or activity for cost assignment purposes (Chapter 13).  

•   Cost accounting to determine cost of products produced (Chapter 13).  

•   Time frame perspective for understanding cost planning and control (Chap-

ters 14 and 15).  

•   Other analytical purposes to support decision making (Chapter 16).  

    Relationship of Total Cost to Volume of Activity 

 The relationship of total cost to volume of activity describes the  cost behavior pat-
tern , one of the most important cost classification methods to understand. A  variable 
cost  is one that changes in  total  as the volume of activity changes. A cost that does 

not change in  total  as the volume of activity changes is a  fixed cost . For example, raw 

material cost incurred to manufacture a product has a variable cost behavior pattern 

because the more units produced, the higher the total raw material costs incurred. On 

the other hand, factory building depreciation expense is a fixed cost because total 

depreciation expense will not change regardless of the level of production (unless, of 

course, a units-of-production method is used to calculate depreciation, in which case 

this cost would be variable). The distinction between fixed and variable cost behavior 

patterns is illustrated graphically in Exhibit 12-3. 

      Here are several additional examples of variable and fixed costs:

Variable Costs Fixed Costs
Manufacturing labor wages Supervisor’s salary

Supplies used in production Factory rent

Shipping costs Advertising

Sales commissions Property taxes

Warranty costs Sales manager’s salary

     The fixed or variable label refers to the behavior of  total  cost relative to a change in 

activity. When referring to the behavior of unit costs, however, the labels may be confus-

ing because variable costs are constant per unit but fixed costs per unit will change as the 

level of activity changes. Thus it is necessary to understand the behavior pattern on both 

a total cost basis and a per unit basis as illustrated on the next page. Variable costs change 

LO 3

Understand the differ-

ence between variable 

and fixed cost behavior 

patterns and the sim-

plifying assumptions 

made in this classifica-

tion method.

Fixed cost behavior pattern

Total activity (units)
0

To
ta

l c
os

t (
$)

Variable cost behavior pattern

Total activity (units)
0

To
ta

l c
os

t (
$)

Exhibit 12-3

Cost Behavior Patterns
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456 Part 2 Managerial Accounting

in total as activity changes but are constant on a per unit basis. Fixed costs do not change 

in total as activity changes but will vary if expressed on a per unit of activity basis. 

As Activity Changes

Total Per Unit

Fixed Cost Remains constant Changes inversely

Variable Cost Changes directly Remains constant

  Knowledge of the cost behavior pattern is important to the planning process, and sev-

eral simplifying assumptions are usually made to facilitate the use of this analytical tool. 

The most fundamental assumption has to do with the range of activity over which the 

identified or assumed cost behavior pattern exists. This is the  relevant range  assumption, 

and it is most applicable to fixed costs. Returning to the depreciation expense example, 

it is clear that at some point an increase in the volume of production would require more 

plant capacity, and depreciation expense would increase. On the other hand, if substan-

tially lower production volumes were anticipated in the future, some of the factory would 

be closed down or converted to another use, and depreciation expense would decrease. To 

say that depreciation expense is fixed is to say that over some relevant range of produc-

tion, the total cost will not change. Different fixed expenses will have different relevant 

ranges over which they have a fixed cost behavior pattern. When a cost is identified as 

fixed and cost projections are made based on that cost behavior pattern classification, the 

limits of the relevant range assumption must be considered. The other major simplifying 

assumption is that the cost behavior pattern is linear, not curvilinear. This assumption 

relates primarily to variable costs. Because of economies of scale, quantity discounts, 

and other factors, variable costs will change slightly when expressed on a per unit basis. 

These changes are usually not significant; but if they are, appropriate adjustments in unit 

costs should be made in analyses based on cost behavior patterns. These assumptions are 

illustrated and described in more detail later in this chapter. 

  It is clear that not all costs can be classified as either variable or fixed. Some costs 

are partly fixed and partly variable. Sometimes costs with this mixed behavior pattern 

are called  semivariable costs . Utilities for the factory, for example, have a mixed be-

havior pattern because when the plant isn’t operating, some lights must be kept on for 

safety and security, but as production increases more electricity is required. Analytical 

techniques can break this type of cost into its fixed and variable components, and a 

 cost formula  can be developed:

 Total cost � Fixed cost � Variable cost 

  � Fixed cost � (Variable rate per unit of activity � # units of activity)  

 This cost formula then can be used to forecast the total cost expected to be incurred 

at various levels of activity. For example, assume that it has been determined that 

the fixed cost for utilities is $350 per month and that the variable rate for utilities 

is 30 cents per machine hour. Total estimated utilities cost for a month in which 

6,000 machine hours were planned would be

 Total cost � $350 � ($0.30/machine hour � 6,000 machine hours) 

 � $2,150  

  Great care must be taken with the use of fixed cost per unit data because any 

change in the volume of activity will change the per unit cost. As a general rule,  do not 
unitize fixed expenses because they do not behave on a per unit basis!  For example, 

most costs of a university business office—salaries, depreciation, and utilities—are 

fixed; to calculate the “cost” of cashing student checks by dividing a portion of 

LO 4

Understand why 

expressing fixed costs 

on a per unit of activ-

ity basis is misleading 

and may result in faulty 

decisions.
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business office costs by the number of checks cashed in a period of time will give a 

misleading result, as illustrated in Exhibit 12-4. Sometimes fixed costs must be unit-

ized, as in the development of a predetermined overhead application rate (described 

in the next chapter). It is also important to recognize that the relevant range is often 

quite wide, and significant increases in activity can be achieved without increasing 

fixed costs (that is, economies of scale can result in efficiencies and a reduction of 

fixed cost per unit). However, whenever fixed costs are unitized, be very careful about 

the conclusions that may be drawn from the data. 

4. What does it mean to say that determination of a cost behavior pattern involves 

some implicit assumptions?

5. What does it mean to develop a cost formula? QWhat Does
It Mean?

Answers  on 
page  478

     Applications of Cost–Volume–Profit Analysis 
   Cost Behavior Pattern: The Key 

 Recall the two simplifying assumptions that are made in connection with the deter-

mination of cost behavior patterns. First, the behavior pattern is true only within a 

relevant range of activity; if activity moves beyond the relevant range, the cost will 

change. Second, the cost behavior pattern identified is assumed to be linear within the 

relevant range, not curvilinear. 

  The relevant range idea relates to the level of activity over which a particular cost 

behavior pattern exists. For example, if Cruisers, Inc.’s, production capacity of its plant 

is 90 SeaCruiser sailboats per month, additional equipment would be required to produce 

120 boats per month. The investment in additional equipment would increase deprecia-

tion expense. On the other hand, if long-term demand for the boat could be satisfied with 

a capacity of only 50 boats per month, it is likely that management would “mothball” 

(or dispose of) some of the present capacity, and depreciation expense would fall. The 

graph at the top of the next page illustrates a possible relationship between depreciation 

expense and capacity. The relevant range for depreciation expense of $12,000 per month 

is production capacity of 60 to 90 boats. As long as capacity remains in this range, the 

total fixed expense for depreciation will not change; but if capacity changes to another 

relevant range, the amount of this fixed expense also will change. 

Assume the following university business offi ce costs per month associated with pro-

viding a student check-cashing privilege:

Salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   900

Allocated space costs (depreciation, utilities, etc.) . . . . . . . . . . . . . . .       300

Total per month . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $1,200

If 2,000 checks are cashed in a month, the “cost” 

 per check is ($1,200/2,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  0.60

If 6,000 checks are cashed in a month, the “cost” 

 per check is ($1,200/6,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  0.20

How much does it cost to cash a check?

What action would students take if they learned that a check-cashing fee was being 

considered based on the “cost” of cashing a check during the coming month?

Exhibit 12-4

The Error of Unitizing 

Fixed Costs
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458 Part 2 Managerial Accounting

  The linearity assumption means that the cost behavior pattern will plot as a 

straight line within the relevant range. Although applicable to both fixed and variable 

costs, the significance of this assumption is best illustrated with a variable cost like 

raw materials such as glass fiber cloth. Because of quantity discounts and shipping ef-

ficiencies, the cost per unit of the raw material will decrease as the quantity purchased 

increases. This is illustrated in the left graph of the second set of graphs. For analytical 

purposes, however, it may be assumed that the cost is linear within a relevant range, as 

shown in the right graph. Even though the cost per yard does vary slightly at different 

activity levels, for purposes of using cost–volume–profit analysis techniques, it will be 

assumed constant per yard (variable in total) when purchases total between 8,000 and 

16,000 yards per month. 

  It is clear that if these assumptions are overlooked, or if costs are incorrectly clas-

sified or described, the results of the analytical process illustrated later in this chapter 

will be inaccurate. Cost–volume–profit analysis is a valuable and appropriate tool to 

use in many situations; but the cost behavior assumptions made are crucial to the va-

lidity and applicability of its results, and they must be kept in mind when these results 

are evaluated. 

  Generally speaking, raw materials and direct labor costs of manufacturing units 

of product are variable costs. In addition, some elements of manufacturing overhead 
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(see the discussion of manufacturing overhead in Chapter 13 for more detail) will 

have a variable cost behavior pattern. For example, maintenance and housekeeping 

materials used, as well as the variable portion of factory utilities, will be a function of 

the quantity of product made. Other manufacturing overhead costs are fixed, including 

depreciation expense, supervisory salaries, and the fixed portion of utility costs. 

  Selling, general, administrative, and other operating expenses also fit both pat-

terns. Sales commissions, for example, vary in proportion to sales revenue or the 

quantity of product sold. The wages associated with employees who process orders 

from customers, or who handle payments from customers, may be variable if those 

functions are organized so that the number of workers can be expanded or contracted 

rapidly in response to changes in sales volume. On the other hand, advertising costs 

usually are fixed in the short run; once approved, the money is spent, and it is difficult 

to relate sales volume changes directly to advertising expenditures. 

   Estimating Cost Behavior Patterns 

 A particular cost’s estimated behavior pattern is determined by analyzing cost and ac-

tivity over time. One analytical technique involves using a scattergram to identify high 

and low cost–volume data relationships; then simple arithmetic is used to compute the 

variable rate and cost formula. This “high–low” method is illustrated in Exhibit 12-5. 

More complex techniques, including simple and multiple regression analysis, also 

can be used; but at some point the perceived increase in accuracy is offset by the 

simplifying assumptions involved in using the cost formula for planning and control 

purposes. 

     A Modified Income Statement Format 

 The traditional income statement format classifies costs according to the reason they 

were incurred: cost of goods sold, selling expenses, administrative expenses, research 

and development expenses, and so on. This format is used for financial statements 

prepared for external use, prepared according to generally accepted accounting prin-

ciples. For internal purposes, however, managers need an income statement that can 

serve decision makers’ needs. Therefore, the income statement format used in CVP 

analysis, frequently referred to as the  contribution margin format , classifies costs 

according to their cost behavior pattern—variable or fixed. Here are the comparative 

formats with assumed amounts for illustration:

  Contribution Margin Format
 Traditional Format (Expenses Classifi ed
 (Expenses Classifi ed by Function) by Cost Behavior Pattern)

Revenues $100,000 Revenues $100,000

Cost of goods sold  50,000 Variable expenses     60,000

Gross profit $  50,000 Contribution margin $  40,000

Operating expenses     40,000 Fixed expenses     30,000

Operating income $  10,000 Operating income $  10,000

  Revenues and operating income (income before interest and taxes) are the same under 

either alternative. The difference is in the classification of expenses: functional in the 

traditional format and according to cost behavior pattern in the contribution margin 

format. Although the behavior pattern classification could be carried beyond operating 

LO 5

Understand what types 

of costs are likely to 

have variable and fixed 

cost behavior patterns, 

respectively.

LO 6

Understand how to use 

the high–low method 
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formula for a cost that 

has a mixed behavior 

pattern.

LO 7

Understand the differ-
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format and the contri-
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Assumption:
During the months of January through June, the following utility costs were incurred at 

various production volumes:

  Total Total
 Month Utility Cost Production Volume

January . . . . . . . . . . . . . . . . . . . . . . . . .  $2,500 8,000 units

February  . . . . . . . . . . . . . . . . . . . . . . . .  3,500 13,000 units

March  . . . . . . . . . . . . . . . . . . . . . . . . . .  4,000 16,000 units

April. . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,500 12,000 units

May  . . . . . . . . . . . . . . . . . . . . . . . . . . .  2,000 6,000 units
June . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,000 18,000 units

I. The scattergram:
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It can be observed in the scattergram that a cost–volume relationship does exist 

because of the approximate straight-line pattern of most of the observations. However, 

the April data do not fi t the pattern. This condition may be due to an error or some 

unusual condition that caused cost for the month of April to be exceptionally high rela-

tive to the level of production activity for April. This observation is an outlier and should 

be investigated for pertinent information about the unusually high cost. However, it will 

be ignored in the calculation of the cost formula because of its variation from the cost–

volume relationship that exists among other data.

II. Calculating the variable cost behavior pattern:
The high–low method of calculating the variable cost behavior pattern, or variable 

cost rate, relates the change in cost to the change in activity, using the highest and 

lowest relevant observations:

Variable rate �   
High cost � Low cost

   ________________________   
High activity � Low activity

  

�   
$5,000 � $2,000

  ________________________   
18,000 units � 6,000 units

  

� $3,000/12,000 units

� $0.25 per unit

Exhibit 12-5

High–Low Method 

of Estimating a Cost 

Behavior Pattern

(continued)
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III. Calculating the fixed cost behavior pattern:
With the variable rate known, the fi xed cost element can be calculated at either the 

high or low set of data, and the cost formula can then be developed because total 

cost is equal to variable cost plus fi xed cost.

 At 18,000 units of activity, the total variable cost is 18,000 units � $0.25 per unit � 

$4,500.

 Fixed cost calculation:

Total cost at 18,000 units � $5,000

Variable cost at 18,000 units �   4,500

Fixed cost � $   500

At 6,000 units of activity, the total variable cost is 6,000 units � $0.25 per unit � $1,500.

 Fixed cost calculation:

Total cost at 6,000 units � $2,000

Variable cost at 6,000 units �   1,500

Fixed cost � $   500

IV. The cost formula:
Using the calculated variable and fixed cost behavior patterns, the cost formula for 

utilities is: 

 Total cost � Fixed cost � Variable cost

 � $500 � $0.25 per unit produced

V. Using the cost formula:
This cost formula now can be used to estimate total utility costs at any level of activ-

ity (within the relevant range). For example, if production volume for the month of July 

was expected to be 14,000 units, the estimated total utility cost would be

 Total cost � Fixed cost � Variable cost

 � $500 � ($0.25/unit � 14,000 units) � $4,000

Note that it is considered a coincidence if the cost formula explains total cost accurately at 

points not used in the high–low calculation. This is so because the calculation assumes a 

linear relationship between the observations used, and in practice exact linearity will not exist.

Exhibit 12-5

(concluded)

income to other income and expense and income taxes, it usually isn’t because the 

greatest benefits of the contribution margin approach are realized in the planning and 

control/evaluation processes applied to a firm’s operations. 

  The contribution margin format derives its name from the difference between rev-

enues and variable expenses (in managerial accounting, the terms costs and expenses 

are often used interchangeably).  Contribution margin  means that this amount is the 

contribution to fixed expenses and operating income from the sale of products or pro-

vision of services. The key to this concept lies in understanding cost behavior patterns. 

As revenues increase as a result of selling more products or providing more services, 

variable expenses will increase proportionately, and so will contribution margin. How-

ever,  fixed expenses will not increase  because they are not a function of the level of 

revenue-generating activity. 

  Use of the traditional income statement model can result in misleading and er-

roneous conclusions when changes in activity levels are being considered because it 

is assumed that all expenses change in proportion to changes in activity. This error is 

made because cost behavior patterns are not disclosed. The error is avoided when the 

LO 8
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changes on operating 

income.
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Business in 

Practice

Estimating Cost Behavior Patterns Using Microsoft Excel

Now that you understand the process by which cost behavior patterns are determined using 

the high–low method, Microsoft Excel can be used to quickly and easily create the cost formula. 

Several different functions in Excel can do this; all of them mathematically calculate the “best 

fit” of the data to a linear equation that is generated. The data from Exhibit 12-5 are illustrated 

below. Two functions are highlighted: INTERCEPT, which solves for the fixed cost; and SLOPE, 

which solves for the variable rate. Recall the discussion from Exhibit 12-5 regarding the April 

“outlier” and notice how different the solution is when the data are included on the left rather than 

excluded on the right. Also notice how close the mathematically precise results are when April is 

excluded from the analysis determined by the high–low method used in Exhibit 12-5. 

contribution margin model is used correctly. For example, assume again that the firm 

illustrated in the income statement presentations on page 459 currently has revenues 

of $100,000 and operating income of $10,000. If revenues were to drop by 20 percent 

to $80,000, a quick conclusion would be that operating income also would decline by 

20 percent to $8,000. However, analysis using the contribution margin format results 

in a much more accurate, and disturbing, result:

  Results Assuming a 
 Current Results 20% Decline in Revenue

Revenues  . . . . . . . . . . . . . . . . . . .  $100,000 $80,000

Variable expenses (60%) . . . . . . . .    60,000   48,000

Contribution margin (40%). . . . . . .  $  40,000 $32,000

Fixed expenses . . . . . . . . . . . . . . .    30,000   30,000

Operating income  . . . . . . . . . . . . .  $  10,000 $  2,000
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  Because fixed expenses did not change (the firm did not move into a different relevant 

range), the $8,000 reduction in contribution margin resulting from the 20 percent 

reduction in revenues carried right through to reduce operating income by the same 

dollar amount. This is an example of why it is misleading to think of fixed costs on 

a per unit basis. Although fixed costs (and especially the relevant range assumption) 

should not be overlooked by the manager, it must be recognized that they behave dif-

ferently from variable costs. 

  The  contribution margin ratio  is the ratio of contribution margin to revenues. 

Think of the ratio as the portion of each sales dollar that remains after covering the 

variable costs and is available to cover fixed costs or provide profits. This ratio can be 

used to calculate directly the change in contribution margin for a change in revenues. 

Continuing with the same data, a $12,000 increase in revenue would result in a $4,800 

(40% � $12,000) increase in contribution margin and a $4,800 increase in operating 

income. 

6. What does it mean to rearrange the income statement model from the traditional 

format to the contribution margin format?

7. What does it mean to state that the contribution margin model is more useful 

than the traditional model for determining the effect of changes in activity on 

operating income?

QWhat Does
It Mean?

Answers  on 
page  478

   An Expanded Contribution Margin Model 

 The benefits of using the contribution margin model for planning and decision mak-

ing can be best understood and illustrated by applying the model to a single product. 

For analytical purposes, an expanded version of the model, using the captions already 

illustrated, but adding some columns, is helpful. Here is the expanded model:

 Per Unit � Volume � Total %

Revenue  . . . . . . . . . . . . . . . $    

Variable expenses . . . . . . . .     

Contribution margin. . . . . . . $     �      � $    %

Fixed expenses . . . . . . . . . .          

Operating income  . . . . . . . .     $     

      The preferred route through the model (see the highlighted components) is to 

(1) express revenue, variable expense, and contribution margin on a per unit basis, 

(2) multiply contribution margin per unit by volume to get total contribution margin, 

and (3) subtract fixed expenses for the relevant period from total contribution margin 

to get operating income. Note that  fixed expenses are not unitized!  Finally, the contri-

bution margin ratio is calculated by dividing the contribution margin per unit by the 

per unit selling price. Essentially we are setting the selling price equal to 100 percent 

and then expressing the contribution margin as a percentage of the selling price. Un-

derstanding this relationship will allow many what-if questions to be answered when 

analyzing changes to revenue. 

LO 9

 Understand how the 

contribution margin ratio 

is calculated and how 

it can be used in CVP 

analysis. 

mar27068_ch12_450-493.indd   463mar27068_ch12_450-493.indd   463 11/12/09   9:49:42 AM11/12/09   9:49:42 AM



464 Part 2 Managerial Accounting

Study

Suggestion

Understanding the relationships in the expanded contribution margin model may be the single 

most important concept developed in managerial accounting. The model presented here 

provides a structure for explaining, in a consistent manner, the effect on operating income of 

changes in selling price, variable expenses, fixed expenses, or the volume of activity. As you 

study these examples, you will notice that four relationships are constantly interacting with one 

another:

1. Revenue � Variable expenses � Contribution margin.

2. Contribution margin / Revenue � Contribution margin ratio.

3. Total contribution margin depends on the volume of activity.

4. Contribution margin must cover fixed expenses before an operating income is earned.

Your goals are to identify these relationships in every cost–volume–profit question and appreci-

ate their interaction as a way of thinking that becomes second nature for you. Once you can 

visualize this interaction of relationships, you are well on your way to becoming a successful 

decision maker.

  Contribution margin in action—Example 1.   To illustrate the use of the model, 

assume management wants to know the operating income from a product that has the 

following revenue, cost, and volume characteristics:

Selling price per case  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $     15 

Variable expenses per case . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   9 

Fixed expenses associated with the product for the relevant period. . . . . . . . . . . .  $40,000 

Sales volume in cases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  8,000 cases

  Using these data in the model results in the following analysis:

 Per Unit � Volume � Total %

Revenue  . . . . . . . . . . . . . . $   15

Variable expenses . . . . . . .      9

Contribution margin. . . . . . $     6 � 8,000 � $48,000 40%

Fixed expenses . . . . . . . . .      40,000 

Operating income  . . . . . . .     $  8,000

    Contribution margin in action—Example 2.   Now suppose management wants to 

know what would happen to operating income if a $3 per unit price cut were to result 

in a volume increase of 5,000 units, to a total of 13,000 units. The solution:

 Per Unit � Volume � Total %

Revenue  . . . . . . . . . . . . . . $   12

Variable expenses . . . . . . .      9

Contribution margin. . . . . . $     3 � 13,000 � $39,000 25%

Fixed expenses . . . . . . . . .        40,000 

Operating income  . . . . . . .      $ (1,000)

  Based on the analysis, the price reduction would not be made. 
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   Contribution margin in action—Example 3.   Next suppose management proposes 

the same $3 per unit price cut in conjunction with a $3,000 increase in advertising, 

with the expectation that volume will increase to 18,000 units. Here is the analysis of 

the effect on operating income:

 Per Unit � Volume � Total %

Revenue  . . . . . . . . . . . . . .  $   12

Variable expenses . . . . . . .       9

Contribution margin. . . . . .  $     3 � 18,000 � $54,000 25%

Fixed expenses . . . . . . . . .        43,000 

Operating income  . . . . . . .      $11,000

  Note that the advertising expense increase is reflected in fixed expenses. The analysis 

suggests that if the volume increase can be achieved with the price cut and increased 

advertising combination, operating income will increase from its present level. But 

watch out for the relevant range assumption: The impact on fixed expenses of such a 

large increase in sales volume must be questioned. 

   Contribution margin in action—Example 4.   The expanded contribution margin 

model can also be used to calculate the volume of activity required to achieve a target 

level of operating income. For example, using the original data for selling price and 

variable expenses, suppose management wanted to know the sales volume required to 

have operating income of $23,000. The solution involves entering the known data in 

the model and working to the middle to obtain the required volume:

 Per Unit � Volume � Total %

Revenue  . . . . . . . . . . . . . .  $   15

Variable expenses . . . . . . .       9

Contribution margin. . . . . .  $     6 �    ?    � $63,000 40%

Fixed expenses . . . . . . . . .        40,000 

Operating income  . . . . . . .      $23,000

  The required sales volume is $63,000/$6 � 10,500 units. 

   Contribution margin ratio in action—Example 5.   The contribution margin  ratio  

is used to directly calculate the effect on contribution margin and operating income 

when the change in operations is expressed in terms of total revenues. For example, if 

the contribution margin ratio is 40 percent, and total revenues are expected to increase 

by $12,000, a $4,800 ($12,000 � 40%) increase in contribution margin and operating 

income would result, assuming that fixed expenses didn’t change. 

   Contribution margin ratio in action—Example 6.   Another use of the contribu-

tion margin ratio is to determine the increase in revenues and sales volume that would 

be necessary to cover an increase in fixed expenses. For example, if fixed expenses 

were to increase by $9,000, contribution margin would have to increase by the same 

amount to keep operating income constant. If the contribution margin ratio is 40 per-

cent, revenues would have to increase by $22,500 ($9,000/40%) to generate a $9,000 

increase in contribution margin. The sales volume increase needed to generate the ad-

ditional revenue is determined by dividing $22,500 by the $15 selling price per unit. 
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(Of course we could also calculate the volume increase of 1,500 units by dividing 

the increased contribution margin required, $9,000, by the contribution margin of 

$6 per unit.) 

   Contribution margin ratio in action—Example 7.   The contribution margin ratio 

also is used to determine revenue and contribution margin changes when per unit data 

are not available or not applicable. For example, the contribution margin model is fre-

quently used to analyze the impact on the operating income of an entire product line 

(perhaps a candy bar brand) that is sold in a variety of package or size configurations, 

assuming that each configuration has the same, or very nearly the same, contribution 

margin ratio. Thus if a product line had a contribution margin ratio of 30 percent, 

would an advertising program costing $21,000 be cost-effective if it generated an ad-

ditional $80,000 of revenue? 

Increase in contribution margin ($80,000 � 30%) $24,000

Increase in advertising  21,000

Increase in operating income $  3,000

 So yes, the program would be cost-effective. Alternatively, dividing the increased 

fixed expenses by the contribution margin ratio ($21,000/30%) shows that an ad-

ditional $70,000 of revenue would be needed to cover the increased fixed expense. 

Because the revenue increase is estimated to be $80,000, which is $10,000 more 

than required, an operating income increase of $3,000 (30% � $10,000) can be 

expected. 

   Contribution margin ratio in action—Example 8.   Although all of the examples 

used so far have expressed volume as units of product, the contribution margin model 

is also useful for organizations that provide services rather than sell products. For 

example, a day care center could identify variable expenses by type of activity and 

then set charges to achieve a target contribution margin to cover fixed expenses and 

operating income. Using the expanded contribution margin model, expected variable 

expenses of $18 per week per child, and a target contribution margin ratio of 40 per-

cent, the revenue needed per week per child is calculated as follows:

 Per Child � Volume � Total %

Revenue  . . . . . . . . . . . . . .  $      ?     100%

Variable expenses . . . . . . .     18      ?

Contribution margin. . . . . .  $     ? �    ?    � $  ?   40%

  If the contribution margin ratio is 40 percent, the variable expense ratio is 60 percent 

(revenues � 100%); 60 percent of revenue per child � $18; revenue per child � 

$18/0.60 � $30. This process is virtually the same as that described in Chapter 9 to 

calculate a required selling price when the cost of the item and the desired gross profit 

ratio are known. 

8. What does it mean to expand the contribution margin model?

9. What does it mean to state that the contribution model provides better support 

for decision making?QWhat Does
It Mean?
Answers  on 
page  478
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    Multiple Products or Services 
and Sales Mix Considerations 

 When the contribution margin model is applied using data for more than one product 

or service, the sales mix issue must be considered. Sales mix refers to the relative 

proportion of total sales accounted for by different products or services. Because dif-

ferent products or services are likely to have different contribution margin ratios, the 

average contribution margin ratio for a given mix of products or services will change 

if the sales mix of the products or services changes. 

  The effect of a sales mix change is illustrated in Exhibit 12-6. Sales mix is an 

important concept to understand because almost all firms have multiple products or 

services. When there is a range of quality to a firm’s products (good, better, best), the 

higher-quality products generally have higher contribution margin ratios, so market-

ing efforts frequently focus on those products. On the other hand, a strategy that some 

firms try to follow is to price their products to achieve a contribution margin ratio that 

is about the same for all products. A company that can achieve this approximate parity 

in contribution margin ratios among its products doesn’t have to be concerned, from a 

product profitability standpoint, about sales mix changes. Thus marketing efforts can 

be more broadly based than if sales mix were a consideration. 

10.   What does it mean that fi xed expenses should not be unitized because they 

don’t behave that way?

11.   What does it mean to state that contribution margin ratio is frequently a more 

useful measurement than contribution margin per unit?

QWhat Does
It Mean?

Answers  on 
page  478

     Break-Even Point Analysis 

 The break-even point is usually expressed as the amount of revenue that must be 

realized for the firm (or product or activity or group of products or activities) to have 

neither profit nor loss (that is, operating income equal to zero). The break-even point 

is useful to managers because it expresses a minimum revenue target, and managers 

frequently find it easier to think in terms of revenues rather than variable and fixed 

expenses. In addition, the amount of sales (or revenues) generated by the firm is easily 

determined daily from the accounting system. 

  The contribution margin model is used to determine the break-even point by set-

ting operating income equal to zero and solving the model for the revenue or physical 

sales volume that will cause that result. The calculation of break-even point in terms 

of units and total revenues is illustrated here:

Selling price per unit  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    12

Variable expenses per unit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  8

Total fi xed expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $45,000

 Per Unit � Volume � Total %

Revenue  . . . . . . . . . . . . . .  $   12

Variable expenses . . . . . . .       8

Contribution margin. . . . . .  $     4 �    ?    �   ?   33.3%

Fixed expenses . . . . . . . . .        45,000 

Operating income  . . . . . . .      $   0

LO 10

 Understand how 
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tions made with CVP 

analysis. 

LO 11

 Understand the mean-

ing and significance of 

the break-even point 

and how the break-

even point is calculated. 

mar27068_ch12_450-493.indd   467mar27068_ch12_450-493.indd   467 11/12/09   9:49:43 AM11/12/09   9:49:43 AM



Exhibit 12-6 Multiple Products and Sales Mix

 I.  Assume that a company has two products. Per unit revenue, variable expenses, and product volumes for present 
operations follow:

Product A

  Per Unit  �  Volume  �  Total  %

Product B

Per Unit   �  Volume  �   Total     %

        Total 
        Company

Total    % 

Revenue $  40 � 2,000 � $80,000  $  30 � 2,000 � $60,000  $140,000  100%

Variable expenses  30         18             

Contribution margin $  10 � 2,000 � $20,000 25% $  12 � 2,000 � $24,000 40% $  44,000 31.4%

Fixed expenses                  30,000

Operating income               $  14,000

Note that fi xed expenses are shown only in the Total Company column because they apply to the company as a whole, not to individual products.

II.  Now assume that the sales mix changes and that, instead of sales volume of 2,000 units of each product, sales 
volume becomes 2,500 units of product A and 1,500 units of product B. The company’s contribution margin 
format income statement becomes this:

Product A

  Per Unit  �  Volume  �  Total  %

Product B

Per Unit   �  Volume  �    Total    %

    Total
    Company

    Total    % 

Revenue $  40  � 2,500  � $100,000  $  30 � 1,500 � $45,000  $145,000  100%

Variable expenses  30         18             

Contribution margin $  10  � 2,500  � $  25,000 25% $  12 � 1,500 � $18,000 40% $  43,000 29.7%

Fixed expenses               30,000

Operating income              $  13,000

Note that even though total sales volume remained 4,000 units in both examples, total revenues increased, but total contribution margin and operating income 

decreased. This is due to the fact that proportionately more units of product A, with its relatively lower contribution margin ratio, were sold than product B, which has 

a relatively higher contribution margin ratio. As a result, the company’s average contribution margin ratio also decreased.

4
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                      According to the model, contribution margin clearly must be equal to fixed expenses 

of $45,000. 

 Volume in units at breakeven �   
Fixed expenses

  ________________________   
Contribution margin per unit 

  

 � $45,000/$4 

 � 11,250 units 

 Total revenues at breakeven �   
Fixed expenses

  _____________________   
Contribution margin ratio 

  

 � $45,000/33.3% 

 � $135,000 

or

 Volume in units at breakeven �   
Total revenues required

  ___________________  
Revenue per unit 

  

 � $135,000/$12 

 � 11,250 units 

 Most firms plan for certain desired levels of operating income and would not be satis-

fied to simply break even. As illustrated earlier, we can use the contribution margin 

model to determine total revenues and sales volume in units for any amount of desired 

operating income. The break-even formula also can be easily modified to determine 

these amounts by adding the desired operating income to the numerator. To illustrate, 

assume the same information and a desired operating income of $10,000:

Volume in units for desired 

level of operating income
 �   

 Fixed  Desired
�

expenses operating income
   ___________________  

Contribution margin per unit
  

� ($45,000 � $10,000)/$4

� 13,750 units

Total revenues for desired 

level of operating income  � 
  

 Fixed  Desired
�

expenses operating income
   ___________________  

Contribution margin ratio
  

� ($45,000 � $10,000)/33.3%

� $165,000

   Recall the discussion of multiple products and sales mix. Exhibit 12-6 illustrated the 

negative effect on operating income when the sales mix shifted by selling more units of 

product A, with its lower contribution margin, relative to product B, with its higher con-

tribution margin. Break-even analysis can be performed when multiple products exist by 

using the average contribution margin ratio generated from the current sales mix. 

 Total revenues at breakeven �   
Fixed expenses

  ____________________________   
Average contribution margin ratio 

  

 To illustrate using the sales mix information from Exhibit 12-6, Part I:

  Total revenues at breakeven � $30,000/31.4% 

  � $95,541   

 To compare using the sales mix information from Exhibit 12-6, Part II:

  Total revenues at breakeven � $30,000/29.7% 

  � $101,010   

 Just as the shifting of unit sales away from product B to product A produced a negative 

 effect on operating margin, the same negative result is observed with break-even revenues. 
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  Break-even analysis is frequently presented in graphical format, as illustrated in 

Exhibits 12-7 and 12-8 with data from the preceding example. Note that in these graphs, 

the horizontal axis is sales volume in units, and the vertical axis is total dollars. In Ex-

hibit 12-7 the horizontal line represents fixed expenses of $45,000, and variable expenses 

of $8 per unit are added to fixed expenses to produce the total expense line. Revenues 

start at the origin and rise at the rate of $12 per unit in proportion to the sales volume in 

units. The intersection of the total expense line and the total revenue line is the break-even 

point. The sales volume required to break even (11,250 units) is on the horizontal axis 

directly below this point, and total revenues required to break even ($135,000) can be read 

on the vertical axis opposite the intersection. The amount of operating income or loss can 

be read as the dollar amount of the vertical distance between the total revenue line and 

total expense line for the sales volume actually achieved. Sometimes the area between 

the two lines is marked as “profit area” or “loss area.” Note that the loss area begins with 

an amount equal to total fixed expenses of $45,000 (at a sales volume of 0 units). As unit 

sales increase, the loss decreases by the contribution margin per unit of $4 until the break-

even point is achieved; then the profit increases by the $4 contribution margin per unit. 

  Exhibit 12-8 is another version of the break-even graph. The variable expense line 

begins at the origin, with fixed expenses added to total variable expenses. Although 

expenses are rearranged compared to Exhibit 12-7, the total expense line stays the 

same, and the break-even point and the profit and loss areas are the same. This ver-

sion permits identification of contribution margin and shows how contribution margin 

grows as volume increases. 

  The    margin of safety    is a measure of risk that describes a company’s current 

sales performance relative to its break-even sales. This measure informs the manager 

about the amount of sales decline that a company can withstand before a loss would 

0
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Break-even point
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Total expenses
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Exhibit 12-7

Break-Even Graph
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be incurred. Assuming sales revenue is currently $150,000 and break-even sales have 

been calculated to be $135,000, the margin of safety is calculated as

     Margin of safety � Total sales � Break-even sales 

 � $150,000 � $135,000 

 � $15,000  

 Sales can drop by no more than $15,000 before the company would begin to experience 

a loss. Perhaps expressing the margin of safety as a ratio rather than an absolute dollar 

amount would be more meaningful. The margin of safety ratio is calculated as

 Margin of safety ratio �   
Margin of safety

  ______________  
Total sales 

  

 � $15,000/$150,000 

 � 10%  

 This margin of safety ratio informs the manager that if sales drop by 10 percent the 

company will be operating at its break-even point. 

  The key to the break-even point calculation (and graphic presentation) is that fixed 

expenses remain fixed in total regardless of the level of activity, subject to the relevant 

range assumption. In addition to that assumption, the linearity and constant sales mix 

assumptions also must be considered. In spite of these simplifications, the contribution 

margin model and cost behavior pattern concepts are among the most important man-

agement accounting ideas to understand and be able to apply. The manager encounters 

many situations in which cost–volume–profit analysis supports decisions that contrib-

ute to the achievement of the organization’s objectives. One of these applications is 

described in Business in Practice—The 1-Cent Sale.  
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12. What does it mean to break even?

13. What does it mean to be aware of the effect of sales mix changes on a fi rm’s 

operating income?QWhat Does
It Mean?
Answers  on 
page  478

  Operating Leverage 

 When an entity’s revenues change because the volume of activity changes, variable ex-

penses and contribution margin will change proportionately. But the presence of fixed 

expenses, which do not change as the volume of activity changes, means that operating 

income will change proportionately more than the change in revenues. This magnifi-

cation of the effect on operating income resulting from a change in revenue is called 

 operating leverage . This concept was illustrated in the discussion of the contribution 

margin format income statement example earlier in this chapter (pages 461–463). It 

showed a 20 percent decline in volume with revenues, variable expenses, and contri-

bution margin also declining by 20 percent; but operating income declined 80 percent 

(from $10,000 to $2,000). Note the similarity of operating leverage to the discussion 

of financial leverage, explained in Chapter 11, in which fixed interest expense causes 

LO 12

 Understand the concept 

of operating leverage. 

Business in 

Practice

The 1-Cent Sale

An understanding of cost–volume–profit relationships is shown by the manager of a fast-food 

and soft ice cream business operating in a midwestern city when a 1-cent sale is held in 

February. Ice cream sundaes are featured—two for the price of one, plus 1 cent. None of the 

other menu items are on sale.

 Those sundaes usually sell for a price of $1.25 to $1.75, but even with generous estimates, 

it is hard to come up with variable costs (ice cream, topping, cup, and spoon) much greater than 

30 percent of the usual selling price. So even when the price is effectively cut in half, there is 

still a positive contribution margin. And what happens to the store’s fixed costs during the sale? 

They are probably not affected at all. The fixed costs (including workers’ wages) will be incurred 

whether or not extra customers come in for the sundae special. And of course many of those 

customers probably will buy other items at the regular price.

 The net result of the special promotion is that the store builds traffic and business at a time 

of otherwise low activity (assuming that normal demand for sundaes is low in February). All of the 

additional sales volume generates a positive contribution margin; fixed expenses are the same 

as they would have been without the promotion; and operating income is increased over what 

it otherwise would have been.

Business 
on the

Internet

CCH Incorporated, in its current form, was founded in 1913 and is well respected among ac-

countants and attorneys as a leading provider of tax and business law information. The  company 

produces approximately 700 publications in print and electronic form for accounting, legal, 

human resources, banking, securities, insurance, government, and health care professionals. At 

www.cch.com, CCH provides access to an online Business Owners’ Toolkit (at www.toolkit.com) 

that includes ready-to-use tools such as model business documents, financial spreadsheet tem-

plates, and checklists. Go to www.toolkit.com/small_business_guide/sbg.aspx?nid�P06_7500 

for a discussion of cost–volume–profit analysis including examples of fixed and variable costs, 

break-even analysis, contribution margin analysis, and operating leverage.
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a proportionately larger change in ROE than the percentage change in ROI resulting 

from any given change in operating income. 

  Operating leverage also helps to explain the proportionately greater change in 

 Intel Corporation’s  annual operating income relative to its change in net revenues for 

2004 through 2008 as illustrated in the  Intel Corporation  Selected Financial Data for 

the five years ended December 30, 2008, presented in the appendix to this text. 

  Just as high financial leverage increases the risk that a firm may not be able to meet 

its required interest payments, high operating leverage increases the risk that a small 

percentage decline in revenues will cause a relatively larger percentage decline in op-

erating income.  The higher a firm’s contribution margin ratio, the greater its operating 
leverage . Management can influence the operating leverage of a firm by its decisions 

about incurring variable versus fixed costs. For example, if a firm substitutes automated 

production equipment for employees, it has changed a variable cost (assuming the em-

ployees could be laid off if demand for the firm’s products declined) to a fixed cost (the 

machine will depreciate, be insured, and be included in the property tax base whether 

or not it is being used); and it has increased its contribution margin ratio and operating 

leverage. If the management of a firm anticipates a decline in demand for the firm’s 

products or services, it may be reluctant to change its cost structure by shifting variable 

costs to fixed costs, even though productivity increases could be attained, because the 

equipment has to be operating to realize the benefits of productivity gains. 

        The effect of different cost structures on operating leverage is illustrated in Exhibit 12-9. 

Observe in Part I that with alternative cost structures and a volume of 10,000 units, Com-

pany A and Company B achieved an identical amount of operating income of $100,000. 

This exhibit illustrates an important element of the decision-making process involving the 

trade-off between fixed cost (capital-intensive) and variable cost (labor-intensive) alterna-

tives and is referred to as the  indifference point . The indifference point is found by setting 

I.  Assume that two companies make similar products but that the companies have 
adopted different cost structures. Company A’s product is made in a labor- intensive 
operation with relatively high variable costs but relatively low fixed costs, and 
Company B’s product is made in a capital-intensive operation with relatively low 
variable costs but relatively high fixed costs. Each firm presently sells 10,000 units 
of product. A contribution margin model for each firm is presented here.

     Company A— Company B—
     Lower Operating Leverage           Higher Operating Leverage    

 Per Unit � Volume � Total % Per Unit � Volume � Total %

Revenue . . . . . . . $     50      $     50

Variable
 expenses  . . . .   35        20

Contribution
 margin. . . . . . . $     15 � 10,000 � $150,000 30% $     30 � 10,000 � $300,000  60%

Fixed
 expenses  . . . .      50,000       200,000

Operating
 income  . . . . . .     $100,000       $100,000

(continued)

  Operating Leverage Exhibit 12-9

mar27068_ch12_450-493.indd   473mar27068_ch12_450-493.indd   473 11/12/09   9:49:43 AM11/12/09   9:49:43 AM



474 Part 2 Managerial Accounting

II. Effect on operating income of an increase in volume from 10,000 to 11,000 units:
Contribution
 margin. . . . . . $     15 � 11,000 � $165,000 30% $     30 � 11,000 � $330,000 60%

Fixed
 expenses  . . .      50,000       200,000

Operating
 income  . . . . .     $115,000       $130,000

Percentage
 change in
 volume  . . . . .  �10% �10%

Percentage
 change in
 operating
 income  . . . . . �15% �30%

Note that Company B’s operating income increased at a much higher rate, and to a considerably higher 

amount, than Company A’s operating income. Operating leverage resulted in the operating income of 

each fi rm increasing proportionately more than the change in volume of activity. With an increase in 

volume, the greater contribution margin per unit and contribution margin ratio of Company B’s product 

resulted in a greater increase in its operating income than experienced by Company A.

III. Effect on operating income of a decrease in volume from 10,000 units to 9,000 units:
Contribution
 margin   . . . . .  $    15 � 9,000 � $135,000 30% $    30 � 9,000 � $270,000 60%
Fixed
 expenses   . . .       50,000       200,000

Operating
 income. . . . . .      $  85,000      $  70,000

Percentage
 change in
 volume. . . . . .  �10% �10%

Percentage
  change in

operating
income. . . . . .   �15%  �30%

Note that Company B’s operating income decreased at a much higher rate, and to a considerably lower 

amount, than Company A’s operating income. Operating leverage resulted in the operating income of 

each fi rm decreasing proportionately more than the change in volume of activity. With a decrease in 

volume, the greater contribution margin per unit and contribution margin ratio of Company B’s product 

resulted in a greater reduction of its operating income than experienced by Company A.

Exhibit 12-9 (concluded)

the cost structure (total cost) of each alternative (Company A and Company B in this ex-

ample) equal to one another and solving for the volume of activity that equates total cost: 

   
Company A

  ______________________   
Fixed costs � 

(Variable cost per unit � Volume)

   
�

   
Company B

  ______________________   
Fixed costs � 

(Variable cost per unit � Volume)

  

 $50,000 � ($35 � Volume) � $200,000 � ($20 � Volume) 

 $15 � Volume � $150,000 

 Volume � 10,000 units 

 Parts II and III of Exhibit 12-9 illustrate that as a change in volume moves each 

company away from the indifference point, the effect on operating income is more 
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dramatic with Company B’s higher proportion of fixed cost to variable cost relative 

to Company A. The relatively higher operating leverage provides faster accumulation 

of operating income for increases in volume but also indicates that operating income 

will decrease faster when volume decreases.  Microsoft’s  performance during the 

1990s is a good example of the effect that operating leverage can have on an organiza-

tion’s profit. During this period,  Microsoft’s  profits grew by an average annual rate of 

47 percent, which was much faster than the 38 percent average annual rate of growth 

in sales. Another example is described in Business in Practice—Cost Structures of 

Emerging Technologies. The effect of operating leverage on operating income is a key 

information component in the selection of a cost structure. 

14.   What does it mean to state that a fi rm has a relatively high degree of operating 

leverage? QWhat Does
It Mean?

Answer  on 
page  478

Business in 

Practice

Cost Structures of Emerging Technologies

As illustrated in the accompanying discussion of operating leverage, relatively small changes in 

sales volume can lead to relatively large changes in operating income when a company has a 

high degree of operating leverage. This is often the reason for the disproportionate change fre-

quently observed in these items between two periods in a company’s publicly reported earnings 

even though press reports generally don’t mention operating leverage. Operating leverage has 

also influenced entire industries, as the following historical account illustrates:

 In the 1880s there were more miles of railroad track laid than in any other decade in 

American history. By the 1890s there were more miles in bankruptcy than in any other decade.

 Why do we always seem to overinvest in new technologies? In the case of railroads, the major 

economic force at work was economies of scale. The primary costs associated with a railroad are 

the fixed costs—the cost of servicing the debt incurred in laying the track and buying the rolling 

stock. In the late 1880s, about two-thirds of the total costs of operating a railroad were fixed.

 When fixed costs are high, large companies have an inherent advantage, since (as volume in-

creases) they have a lower total cost per shipment. The railroads recognized this and invested heavily 

in building capacity. But once the capacity was installed, there was inevitable cutthroat competition for 

freight. There was no way around the fact that there was just too much rail stock relative to demand. 

Companies went bankrupt, wiping out their obligation to make debt payments, leading to even more 

aggressive pricing. The industry sank into a slump from which it took decades to recover.

 (What can be learned from this episode?) The railroad boom and bust arose because there were 

large fixed costs and a commodity product—freight transportation. Since there were many providers, 

price wars were all too likely. The cost structure of this industry bears a remarkable resemblance to 

long-haul fiber optics. The big fixed cost comes from laying the fiber cable, with (variable) operating 

expenses being relatively small. This is a recipe for price wars, and indeed, the cost of long-distance 

telephony—especially in negotiated contracts for large business—has been plummeting.

 The demise of numerous Internet-based dot-com companies early this century provides a 

similar lesson. Many of these dot-com start-up companies invested heavily in building a technol-

ogy infrastructure to support their business-to-consumer activities. The resulting cost structures 

provided a high degree of operating leverage and the opportunity for a very big payoff once the 

revenues from their venture produced enough contribution margin to exceed fixed costs. Of 

course, generating enough revenue proved to be a major challenge for many dot-com start-ups. 

The large number of business failures illustrates the high risk of high operating leverage.

Source: www.nytimes.com, “Economic Scene: Technology Rise and Fall Is as American as the Model T,” December 

14, 2000, by Hal R. Varian. Copyright ©2000, by the New York Times Co. Reprinted by permission.
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         Demonstration Problem 

 Visit the text Web site at  www.mhhe.com/marshall9e  to view a 
demonstration problem for this chapter.  

   Summary 

 Management is the process of planning, organizing, and controlling an organization’s 

activities to accomplish its goals. Managerial accounting (sometimes called  manage-
ment accounting ) supports the management process. 

  Managerial accounting differs from financial accounting in several ways. Mana-

gerial accounting has an internal orientation and a future perspective, and it often 

focuses on individual units within the firm rather than on the organization as a whole. 

Reasonably accurate data are acceptable for internal analysis, and performance reports 

tend to be issued frequently for managerial control and decision making. 

  Costs are classified differently for different purposes. Cost terminology is impor-

tant to understand if cost data are to be used appropriately. 

  The behavior pattern of a cost relates to the change in total cost given a change in 

activity. Variable costs change, in total, as activity changes. Fixed costs remain constant 

in total as activity changes. Assumptions about linearity and relevant range are implicit 

when a cost is described as variable or fixed. Many costs have a mixed behavior pattern 

(they are partly variable and partly fixed). A cost formula expresses the total amount of 

a cost for a given level of activity by combining the fixed and variable elements of the 

total cost. It is inappropriate, and may be misleading, to express a fixed cost on a per 

unit basis because by definition a fixed cost is constant over a range of activity. 

  Cost–volume–profit (CVP) analysis uses knowledge about cost behavior patterns 

to interpret and forecast changes in operating income resulting from changes in rev-

enue, cost, or the volume of activity.  

  When a particular cost is partly fixed and partly variable, the high–low method 

can be used to develop a cost formula that recognizes both the variable and fixed ele-

ments of the cost.  

  The contribution margin format income statement reclassifies the functional cost 

categories of the traditional income statement to cost behavior pattern categories. 

Contribution margin is the difference between revenues and variable expenses. Un-

less there are changes in the composition of variable expenses, contribution margin 

changes in proportion to the change in revenues. 

  The expanded contribution margin format model provides a framework for 

analyzing the effect of revenue, cost, and volume changes on operating income. A 

key to using this model is that fixed costs are recognized only in total; they are not 

unitized.  

  The contribution margin ratio sometimes can be used to determine the effect of 

a volume change on operating income more quickly and more easily than using unit 

revenue and variable expense and volume. 

  Sales mix describes the relative proportion of total sales accounted for by specific 

products. When different products or product lines have significantly different contri-

bution margin ratios, changes in the sales mix will cause the percentage change in total 

contribution margin to differ from the percentage change in revenues. 
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  The break-even point is the total sales volume (in units or dollars) at which 

operating income is zero. With the contribution margin model, the break-even point 

is achieved when total contribution margin is equal to fixed expenses. Break-even 

analysis also can be illustrated graphically to provide a visual representation of profit 

and loss areas and to demonstrate the impact of the contribution margin per unit on 

operating income (or loss). 

  Operating leverage describes the percentage change in operating income for a 

given percentage change in revenues. The higher a firm’s fixed expenses relative to 

its variable expenses, the greater the operating leverage and the greater the risk that a 

change in the level of activity will cause a relatively larger change in operating income 

than with less leverage. Operating leverage can influence management’s decisions 

about whether to incur variable costs or fixed costs.  

  Key Terms and Concepts 

    break-even point (p. 467)    The amount of revenue required to have neither operating profit nor 

operating loss. 

    contribution margin (p. 461)    The difference between revenues and variable costs. 

    contribution margin format (p. 459)    An income statement format in which variable costs are 

subtracted from revenues to show contribution margin, from which fixed costs are subtracted to 

determine operating income. 

    contribution margin ratio (p. 463)    The ratio of contribution margin to revenues. 

    cost behavior pattern (p. 455)    Identification of whether a cost is fixed or variable. 

    cost formula (p. 456)    An algebraic expression that reflects the fixed and variable elements of 

a cost. 

    cost–volume–profit (CVP) analysis (p. 450)    Analysis of the impact on profit of volume and cost 

changes using knowledge about the behavior pattern of the costs involved. 

    fixed cost (p. 455)    A cost that does not change in total as the level of activity changes within the 

relevant range. 

    indifference point (p. 473)    The activity level that produces the same total cost when two 

different cost formulas or cost structures exist. 

    management process (p. 451)    Planning, organizing, and controlling the activities of an 

organization so it can accomplish its purpose. 

    managerial accounting (p. 450)    Accounting that uses economic and financial information to 

plan and control many activities of the entity and to support the management decision-making 

process. Sometimes called management accounting. 

    margin of safety (p. 470)    The amount by which current sales exceed break-even sales, providing 

a relative measure of risk before an operating loss would be incurred. 

    operating leverage (p. 472)    The concept that operating income changes proportionately more 

than revenues for any given change in the level of activity. Firms with relatively higher fixed 

costs (and relatively lower variable costs per unit) have greater operating leverage than firms with 

relatively lower fixed costs (and relatively higher variable costs per unit) and will experience a 

relatively larger impact on operating income for a given change in activity. 

    production standard (p. 453)    Expected or allowed times and costs to make a product or perform 

an activity. 

    relevant range (p. 456)    The range of activity over which the fixed or variable cost behavior 

pattern exists. 
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    sales mix (p. 467)    The proportion of total sales represented by various products or categories of 

products. 

    semivariable cost (p. 456)    A cost that has both fixed and variable elements—a mixed cost. 

    variable cost (p. 455)    A cost that changes in total as the volume of activity changes. 

 

 1.    It means that cost is a very broad term that must be qualified so communication 

about cost is clear. It is important to understand cost terminology.  

 2.   It means that managerial accounting is more future oriented whereas financial ac-

counting is concerned primarily with reporting events that have already occurred.  

 3.   It means that planned results are compared to actual results, and either actions or 

plans are changed so future results come closer to planned results.  

 4.   It means that classification of a cost as fixed or variable is based on the simplify-

ing assumptions of linearity and relevant range.  

 5.   It means that a formula for predicting the total cost at some level of activity has 

been developed and that it recognizes both the fixed and variable elements of the 

cost’s behavior pattern.  

 6.   It means that instead of using cost of goods sold and operating expense func-

tional categories, expenses are classified according to their cost behavior pattern 

as variable or fixed; then variable expenses are subtracted from sales to arrive at 

contribution margin, from which fixed expenses are subtracted to arrive at operat-

ing income.  

 7.   It means that because costs are classified based on behavior patterns (contribu-

tion margin format), the effect of changes in activity on expenses and operating 

income can be more easily and accurately determined.  

 8.   It means that contribution per unit (revenue less variable expenses) is multiplied 

by volume to obtain total contribution margin, and fixed costs are subtracted to 

arrive at operating income.  

 9.   It means that by organizing the relationships between revenues, variable expenses, 

fixed expenses, and volume into a model that provides a consistent way to bet-

ter understand the interaction of these items, improved decision making should 

occur.  

10.   It means that because total fixed expenses don’t change as the volume of activity 

changes, to express fixed expenses on a per unit basis doesn’t make sense.  

11.   It means that because many firms have multiple products, overall planning and 

control are more easily accomplished by focusing on contribution margin ratio 

rather than the contribution margin of individual products.  

12.   It means that revenues equal expenses, so operating income is zero.  

13.   It means that because different products have different contribution margin ratios, 

changes in the proportion of sales of one product to total sales compared to the 

proportion of sales of another product to total sales—that is, a change in the sales 

mix—will affect operating income based on the products’ relative contribution 

margin ratios.   

14.   It means that the firm has a relatively high proportion of fixed to variable costs, 

so the effect of changes in sales volume on contribution margin and operating 

income will be magnified relative to a firm with a lower operating leverage.   

AA N S W E R S  T O

What Does 
It Mean?
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       Self-Study Material 

 Visit the text Web site at  www.mhhe.com/marshall9e  to take a self-study 
quiz for this chapter. 

  Matching    Following are a number of key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter 

for the key term or concept to each definition provided (items 1–12). Note that not all 

key terms and concepts will be used. Answers are provided at the end of this chapter. 

 a.    Cost–volume–profit analysis  

 b.   Cost formula  

 c.   Contribution margin  

 d.   Contribution margin format 

income statement  

 e.   Linearity assumption  

 f.   Contribution margin ratio  

 g.   Operating leverage  

 h.   Sales mix  

 i.   Break-even point  

 j.   High–low technique  

 k.   Managerial accounting  

 l.   Management process  

 m.   Variable cost  

 n.   Fixed cost  

 o.   Relevant range  

 p.   Mixed (semivariable) cost  

 q.   Cost behavior pattern   

 1.    The proportion of total sales represented by various products or categories 

of products.  

   2. The difference between revenues and variable costs.  

 3.   The concept that operating income changes proportionately more than 

revenues for any given change in revenues.  

 4.   The amount of revenue required to have neither operating income nor 

operating loss.  

   5. The percentage of each dollar in revenues that is available to cover fixed 

expenses; revenues minus variable costs, divided by revenues.  

 6.   An income statement presentation in which variable costs are subtracted 

from revenues to show contribution margin, from which fixed costs are 

subtracted to determine operating income.  

 7.   Analysis of the impact on profit of volume and cost changes using 

knowledge about the behavior patterns of the costs involved.  

 8.   An arithmetic expression that reflects the fixed and variable elements of a 

cost.  

 9.   The range of activity over which the fixed or variable cost behavior pattern 

exists.  

 10.   A cost that has both fixed and variable elements.  

 11.   A cost that does not change in total as the level of activity changes within a 

relevant range.  

 12.   Planning, organizing, and controlling the activities of an organization so it 

can accomplish its purpose.   

   Multiple Choice    For each of the following questions, circle the best response. 

Answers are at the end of this chapter. 
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480 Part 2 Managerial Accounting

 1.    Managerial accounting, as opposed to fi nancial accounting, is primarily 

concerned with

 a.    the fi nancial condition of the organization as a whole.  

 b.   meeting the requirements of generally accepted accounting principles.  

 c.   emphasizing the future.  

 d.   providing data for investors and creditors.  

 e.   determining exact results.     

 2.   Contribution margin can be expressed as

 a.    sales minus variable expenses.  

 b.   sales minus cost of goods sold.  

 c.   sales minus fi xed expenses.  

 d.   the level of sales required to cover variable expenses.  

 e.   the level of sales required to cover fi xed and variable expenses.     

 3.   If the percentage change in operating income resulting from a given percentage 

change in sales is higher than the percentage change in sales itself, then

 a.     an increase in the selling price would not alter the contribution margin per 

unit.  

 b.   variable costs per unit have increased.  

 c.   variable costs have decreased in total.  

 d.   the company has operating leverage.  

 e.   the company has no fi xed costs.     

 4.   Chamberlain Music Studios seeks your help in analyzing the cost behavior 

pattern of its utility costs. At an activity level of 7,000 direct labor hours, total 

utility costs were $16,800; at 5,000 hours, total utility costs were only $14,300. 

Using the high–low method, the estimated total utility costs at an activity level of 

6,500 direct labor hours would be

 a.    $15,600.  

 b.   $16,175.  

 c.   $16,300.  

 d.   $18,590.  

 e.   none of the above.     

 5.   Seabold Interiors sold 18,400 yards of wallpaper last year at a contribution 

margin of $3.50 per yard and incurred $49,400 in total fi xed costs. This year 

contribution margin per yard is expected to increase to $4, and fi xed costs are 

expected to increase to $58,000. How many units must be sold this year to earn 

the same operating income as was earned last year? (Hint: Use the expanded 
contribution margin model described in this chapter.)

 a.    16,900.  

 b.   17,500.  

 c.   18,250.  

 d.   20,200.  

 e.   None of the above.     
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 6.   With the following data, how many units must be sold to generate an operating 

income of $20,000?

Fixed expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $40,000

Selling price. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $50 per unit

Contribution margin ratio . . . . . . . . . . . . . . . . . . . . . . . . . .  30 percent

 a.    800.  

 b.   1,000.  

 c.   2,500.  

 d.   3,500.  

 e.   4,000.     

 7.   If both the fi xed costs associated with a product and the variable costs (as a 

percentage of sales dollars) decrease, what will be the effect on the contribution 

margin ratio and the break-even point, respectively?

 a.    Decrease, increase.  

 b.   Increase, decrease.  

 c.   Decrease, decrease.  

 d.   Increase, increase.     

 8.   The contribution margin income statement

 a.    reports expenses based on cost behavior pattern rather than cost function.  

 b.   unitizes fi xed costs.  

 c.   shows contribution margin rather than operating income as the bottom line.  

 d.   is sometimes used for fi nancial reporting purposes.  

 e.   none of the above.     

   Use the following information for Questions 9 and 10.  
  O’Brien, Inc.’s, 2010 contribution margin income statement shows the following: 

Sales @ $8 per unit  . . . . . . . . . . . . . .  $ 160,000

Less: Variable expense  . . . . . . . . . . .    (128,000)

Contribution margin . . . . . . . . . . . . . .  $   32,000

Less: Fixed expenses  . . . . . . . . . . . .      (44,000)

Operating income (loss) . . . . . . . . . . .  $  (12,000)

 9.   If O’Brien, Inc.’s, advertising costs increased by $8,000, by how much would 

sales have to increase for the company to achieve an operating income of 

$6,000?

 a.    $66,000.  

 b.   $96,000.  

 c.   $102,000.  

 d.   $130,000.  

 e.   None of the above.     
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482 Part 2 Managerial Accounting

10.   What would O’Brien, Inc.’s, operating income (or loss) be if fi xed costs were 

increased by 10 percent and sales volume increased by 30 percent?

 a.    $1,290.  

 b.   $2,650.  

 c.   $(6,800).  

 d.   $(9,680).  

 e.   None of the above.       

   Exercises 

  Cost classifications   For each of the following costs, check the column(s) that 

most likely apply:

Cost Variable Fixed

Wages of assembly-line workers  

Depreciation—plant equipment  

Glue and thread  

Shipping costs  

Raw materials handling costs  

Salary of public relations manager  

Production run setup costs  

Plant utilities  

Electricity cost of retail stores  

Research and development expense  

     Cost classifications   For each of the following costs, check the column(s) that 

most likely apply:

Cost Variable Fixed

Raw materials  

Staples used to secure packed boxes of product  

Plant janitors’ wages  

Order processing clerks’ wages  

Advertising expenses  

Production workers’ wages  

Production supervisors’ salaries  

Sales force commissions  

Maintenance supplies used  

President’s salary  

Electricity cost  

Real estate taxes for:

 Factory  

 Offi ce building  

     Estimating costs based on behavior patterns   Terry estimates that the costs of 

insurance, license, and depreciation to operate his car total $430 per month and that 

accounting

Exercise 12.1
 LO 3 

Exercise 12.2
 LO 3 

Exercise 12.3
 LO 3 
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the gas, oil, and maintenance costs are 80 cents per mile. Terry also estimates that, on 

average, he drives his car 2,000 miles per month. 

  Required: 
a.    How much cost would Terry expect to incur during July if he drove the car 

2,342 miles?  

b.   Would it be meaningful for Terry to calculate an estimated average cost per mile 

for a typical 2,000 mile month? Explain your answer.     

   Estimating costs based on behavior patterns   The following information 

provides the amount of cost incurred in May for the cost items indicated. During May 

16,000 units of the firm’s single product were manufactured.

Raw materials  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  83,200

Factory depreciation expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  81,000

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  198,400

Production supervisor’s salary . . . . . . . . . . . . . . . . . . . . . . . . . . . .  12,200

Computer rental expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  8,400

Maintenance supplies used . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,600

   Required: 
a.    How much cost would you expect to be incurred for each of these items during 

June when 19,200 units of the product are planned for production?  

b.   Calculate the average total cost per unit for the 16,000 units manufactured in 

May. Explain why this figure would not be useful to a manager interested in 

predicting the cost of producing 19,200 units in June.     

   Understanding CVP relationships   Calculate the missing amounts for each of 

the following firms:

   Contribution
  Variable Margin Fixed Operating
 Sales Costs Ratio Costs Income (Loss)

Firm A $320,000 ? 32% ? $ 38,300

Firm B ? $465,050 ? $118,000 71,950

Firm C   134,000 ? 26%     36,700 ?

Firm D ?   59,000 20% ? (4,920)

     Understanding CVP relationships   Calculate the missing amounts for each of 

the following firms:

 Units Selling Variable Costs Contribution Fixed Operating
 Sold Price per Unit Margin Costs Income (Loss)

Firm A   5,600 $12.00 ? $25,200 $20,300 ?

Firm B 16,800 ? $22.20 ?   84,500 $ 43,180

Firm C ?     7.30     3.20   28,700 ?    (13,500)

Firm D 14,160 ?   55.25   66,552   73,250 ?

Exercise 12.4
 LO 3 

Exercise 12.5
 LO 7, 9 

Exercise 12.6
 LO 7, 9 
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     Calculate selling price of new product with a target CM ratio   Jackman, 

Inc., makes and sells many consumer products. The firm’s average contribution 

margin ratio is 30 percent. Management is considering adding a new product that 

will require an additional $21,000 per month of fixed expenses and will have variable 

expenses of $7 per unit. 

  Required: 
a.    Calculate the selling price that will be required for the new product if it is to 

have a contribution margin ratio equal to 30%.  

b.   Calculate the number of units of the new product that would have to be sold if 

the new product is to increase the firm’s monthly operating income by $9,000.     

   Calculate selling price of new product; what-if questions; break-even   Meyers 

Corp. has annual revenues of $450,000, an average contribution margin ratio of 35%, and 

fixed expenses of $175,000. 

  Required: 
a.    Management is considering adding a new product to the company’s product line. 

The new item will have $9.75 of variable costs per unit. Calculate the selling 

price that will be required if this product is not to affect the average contribution 

margin ratio.  

b.   If the new product adds an additional $37,800 to Meyers’s fixed expenses, how 

many units of the new product must be sold at the price calculated in part a to 

break even on the new product?  

c.   If 15,000 units of the new product could be sold at a price of $16.00 per unit, 

and the company’s other business did not change, calculate Meyers’s total oper-

ating income and average contribution margin ratio.  

d.   Describe how the analysis of adding the new product would be complicated if it 

were to “steal” some volume from existing products.     

   Special promotion—effects of a two-for-one sale   Sam and Denny’s ice 

cream shop charges $2.50 for a cone. Variable expenses are $0.80 per cone, and fixed 

costs total $3,200 per month. A “sweetheart” promotion is being planned for the 

second week of February. During this week, a person buying a cone at the regular 

price would receive a free cone for a friend. It is estimated that 750 additional cones 

would be sold and that 950 cones would be given away. Advertising costs for the 

promotion would be $350. 

  Required: 
a.    Calculate the effect of the promotion on operating income for the second week 

of February.  

b.   Do you think the promotion should occur? Explain your answer.     

   Special promotion—effects of a 1-cent sale   The management of Rocko’s 

Pizzeria is considering a special promotion for the last two weeks of October, which 

is normally a relatively low-demand period. The special promotion would involve 

selling two medium pizzas for the price of one, plus 1 cent. The medium pizza 

normally sells for $12.99 and has variable expenses of $4.50. Expected sales volume 

without the special promotion is 600 medium pizzas per week. 

Exercise 12.7
 LO 8, 9 

Exercise 12.8
 LO 8, 9, 10, 11 

Exercise 12.9
 LO 8, 9 

Exercise 12.10
 LO 8, 9 
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  Required: 
a.    Calculate the total contribution margin generated by the normal volume of 

medium pizzas in a week.  

b.   Calculate the total number of medium pizzas that would have to be sold during 

the 1-cent sale to generate the same amount of contribution margin that results 

from the normal volume.  

c.   What other factors should management consider in evaluating the pros and cons 

of the special promotion?     

  Problems 

  High–low method   A department of Alpha Co. incurred the following costs for 

the month of September. Variable costs, and the variable portion of mixed costs, are a 

function of the number of units of activity:

Activity level in units . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      5,000

Variable costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $10,000

Fixed costs  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  30,000

Mixed costs. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    20,000

Total costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $60,000

  During October the activity level was 8,000 units, and the total costs incurred were 

$70,500. 

  Required: 
a.    Calculate the variable costs, fixed costs, and mixed costs incurred during October.  

b.   Use the high–low method to calculate the cost formula for mixed cost.     

   High–low method—missing amounts   The following data have been extracted 

from the records of Riddle Co.:

 July December

Production level, in units  . . . . . . . . . . . . . . . . . .      5,000   10,000

Variable costs  . . . . . . . . . . . . . . . . . . . . . . . . . .  $12,000 $      ?     

Fixed costs . . . . . . . . . . . . . . . . . . . . . . . . . . . .      ?      18,000

Mixed costs . . . . . . . . . . . . . . . . . . . . . . . . . . . .    10,000        ?     

Total costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $40,000 $59,000

   Required: 
a.    Calculate the missing costs.  

b.   Calculate the cost formula for mixed cost using the high–low method.  

c.   Calculate the total cost that would be incurred for the production of 8,000 units.  

d.   Identify the two key cost behavior assumptions made in the calculation of your 

answer to part c.     

accounting

Problem 12.11
 LO 6 

e celx
Problem 12.12
 LO 6 
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   Prepare a contribution margin format income statement; answer what-if 
questions   Shown here is an income statement in the traditional format for a firm 

with a sales volume of 20,000 units. Cost formulas also are shown:

Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $200,000

Cost of goods sold ($36,000 � $5.20/unit)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    140,000

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  60,000

Operating expenses:

 Selling ($9,200 � $0.30/unit)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   15,200

 Administration ($18,800 � $0.50/unit)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      28,800

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  16,000

   Required: 
a.    Prepare an income statement in the contribution margin format.  

b.   Calculate the contribution margin per unit and the contribution margin ratio.  

c.   Calculate the firm’s operating income (or loss) if the volume changed from 

20,000 units to

 1.    28,000 units.  

 2.   12,000 units.     

d.   Refer to your answer to part a for total revenues of $200,000. Calculate the 

firm’s operating income (or loss) if unit selling price and variable expenses per 

unit do not change, and total revenues

 1.    Increase $60,000.  

 2.   Decrease $52,000.        

   Prepare a contribution margin format income statement; answer what-if 
questions   Shown here is an income statement in the traditional format for a firm 

with a sales volume of 20,000 units:

Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $160,000

Cost of goods sold ($16,000 � $3.20/unit) . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      80,000

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  80,000

Operating expenses:

 Selling ($4,500 � $1.40/unit) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  32,500

 Administration ($7,500 � $1.00/unit) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       27,500

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  20,000

   Required: 
a.    Prepare an income statement in the contribution margin format.  

b.   Calculate the contribution margin per unit and the contribution margin ratio.  

c.   Calculate the firm’s operating income (or loss) if the volume changed from 

20,000 units to

 1.    25,000 units.  

 2.   11,000 units.     

Problem 12.13
 LO 7, 8, 9 

e celx
Problem 12.14

 LO 7, 8, 9, 12 
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d.   Refer to your answer to part a when total revenues were $160,000. Calculate the 

firm’s operating income (or loss) if unit selling price and variable expenses do 

not change, and total revenues

 1.    Increase by $18,000.  

 2.   Decrease by $12,000.        

   Prepare a contribution margin format income statement; calculate break-
even point   Presented here is the income statement for Big Surf, Inc., for the 

month of May:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  65,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       53,500

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  11,500

Operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      14,000

Operating loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   (2,500)

  Based on an analysis of cost behavior patterns, it has been determined that the 

company’s contribution margin ratio is 30%. 

  Required: 
a.    Rearrange the preceding income statement to the contribution margin format.  

b.   If sales increase by 10%, what will be the firm’s operating income?  

c.   Calculate the amount of revenue required for Big Surf, Inc., to break even.     

   Prepare a contribution margin format income statement; calculate 
break-even point   Presented here is the income statement for Edwards Co. for 

February:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $80,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     48,000

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $32,000

Operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     21,200

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $10,800

  Based on an analysis of cost behavior patterns, it has been determined that the 

company’s contribution margin ratio is 35%. 

  Required: 
a.    Rearrange the preceding income statement to the contribution margin format.  

b.   Calculate operating income if sales volume increases by 20%.  (Note: Do not 
construct an income statement to get your answer.)   

c.   Calculate the amount of revenue required for Edwards to break even.     

   CVP analysis—what-if questions; breakeven   Monterey Co. makes and sells a 

single product. The current selling price is $15 per unit. Variable expenses are $9 per 

unit, and fixed expenses total $27,000 per month. 

Problem 12.15
 LO 7, 8, 9, 11 

Problem 12.16
 LO 7, 8, 9, 11 

Problem 12.17
 LO 7, 8, 9, 10 
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  Required: 
  (Unless otherwise stated, consider each requirement separately.)  
a.     Calculate the break-even point expressed in terms of total sales dollars and sales 

volume.  

b.    Calculate the margin of safety and the margin of safety ratio. Assume current 

sales are $75,000.  

c.    Calculate the monthly operating income (or loss) at a sales volume of 

5,400 units per month.  

d.    Calculate monthly operating income (or loss) if a $2 per unit reduction in selling 

price results in a volume increase to 8,400 units per month.  

e.    What questions would have to be answered about the cost–volume–profit analysis 

simplifying assumptions before adopting the price cut strategy of part d?  

f.    Calculate the monthly operating income (or loss) that would result from a $1 

per unit price increase and a $6,000 per month increase in  advertising expenses, 

both relative to the original data. Assume a sales volume of 5,400 units per 

month.  

g.    Management is considering a change in the salesforce compensation plan. 

Currently each of the firm’s two salespeople is paid a salary of $2,500 per 

month. Calculate the monthly operating income (or loss) that would result from 

changing the compensation plan to a salary of $400 per month, plus a commis-

sion of $0.80 per unit, assuming a sales volume of

 1.    5,400 units per month.  

 2.   6,000 units per month.     

h.    Assuming that the sales volume of 6,000 units per month achieved in part g 

could also be achieved by increasing advertising by $1,000 per month instead of 

changing the salesforce compensation plan, which strategy would you recom-

mend? Explain your answer.     

   CVP analysis—what-if questions; sales mix issue   Camden Metal Co. makes 

a single product that sells for $84.00 per unit. Variable costs are $54.00 per unit, and 

fixed costs total $120,000 per month. 

  Required: 
a.    Calculate the number of units that must be sold each month for the firm to break 

even.  

b.   Assume current sales are $400,000. Calculate the margin of safety and the mar-

gin of safety ratio.  

c.   Calculate operating income if 5,000 units are sold in a month.  

d.   Calculate operating income if the selling price is raised to $88 per unit, advertis-

ing expenditures are increased by $16,000 per month, and monthly unit sales 

volume becomes 5,200 units.  

e.   Assume that the firm adds another product to its product line and that the new 

product sells for $40 per unit, has variable costs of $28 per unit, and causes 

fixed expenses in total to increase to $150,000 per month. Calculate the firm’s 

operating income if 5,000 units of the original product and 3,000 units of the 

new product are sold each month. For the original product, use the selling price 

and variable cost data given in the problem statement.  

Problem 12.18
 LO 7, 8, 9, 10, 11 
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f.   Calculate the firm’s operating income if 4,000 units of the original product 

and 4,000 units of the new product are sold each month.  

g.   Explain why operating income is different in parts e and f, even though sales 

totaled 8,000 units in each case.     

   CVP application—expand existing product line?   Nautical Canvas Co. 

currently makes and sells two models of a boat cover. Data applicable to the current 

operation are summarized in the following columns labeled Current Operation. 

Management is considering adding a Value model to its current Luxury and Economy 

models. Expected data if the new model is added are shown in the following columns 

labeled Proposed Expansion:

   Current Operation          Proposed Expansion       

 Luxury Economy Luxury Economy  Value

Selling price per unit $2,000 $1,200 $2,000 $1,200 $1,500

Variable expenses per unit 800 700 800 700 800

Annual sales volume—units 1,000 2,000 600 1,700 800

Fixed expenses for year Total of $700,000 Total of $840,000

   Required: 
a.    Calculate the company’s current total contribution margin and the current aver-

age contribution margin ratio.  

b.   Calculate the company’s current amount of operating income.  

c.   Calculate the company’s current break-even point in dollar sales.  

d.   Explain why the company might incur a loss, even if the sales amount calculated 

in part c was achieved and selling prices and costs didn’t change.  

e.   Calculate the company’s total operating income under the proposed expansion.  

f.   Based on the proposed expansion data, would you recommend adding the Value 

model? Why or why not?  

g.   Would your answer to part f change if the Value model sales volume were to 

increase to 1,000 units annually, and all other data remained the same? Why or 

why not?     

   CVP application—eliminate product from operations?   Body Sculpture, Inc., 

makes three models of high-performance weight-training benches. Current operating 

data are summarized here:

 MegaMuscle PowerGym ProForce

Selling price per unit  $   280  $   400  $   580

Contribution margin per unit 84 154 116

Monthly sales volume—units 6,000 4,000 2,000

Fixed expenses per month  Total of $1,280,000

   Required: 
a.    Calculate the contribution margin ratio of each product.  

b.   Calculate the firm’s overall contribution margin ratio.  

Problem 12.19
 LO 7, 8, 9, 10, 11 

Problem 12.20
 LO 8, 9, 10, 11 
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c.   Calculate the firm’s monthly break-even point in sales dollars.  

d.   Calculate the firm’s monthly operating income.  

e.   Management is considering the elimination of the ProForce model due to its low 

sales volume and low contribution margin ratio. As a result, total fixed expenses 

can be reduced to $1,080,000 per month. Assuming that this change would not 

affect the other models, would you recommend the elimination of the ProForce 

model? Explain your answer.  

f.   Assume the same facts as in part e. Assume also that the sales volume for the 

PowerGym model will increase by 1,000 units per month if the ProForce model 

is eliminated. Would you recommend eliminating the ProForce model? Explain 

your answer.     

   CVP analysis—effects of changes in cost structure; breakeven   Riveria Co. 

makes and sells a single product. The current selling price is $32 per unit. Variable 

expenses are $20 per unit, and fixed expenses total $43,200 per month. Sales volume 

for May totaled 4,100 units. 

  Required: 
a.    Calculate operating income for May.  

b.   Calculate the break-even point in terms of units sold and total revenues.  

c.   Management is considering installing automated equipment to reduce direct 

labor cost. If this were done, variable expenses would drop to $14 per unit, but 

fixed expenses would increase to $67,800 per month.

 1.     Calculate operating income at a volume of 4,100 units per month with the 

new cost structure.  

 2.    Calculate the break-even point in units with the new cost structure. (Round 

your answer.)  

 3.    Why would you suggest that management seriously consider investing in the 

automated equipment and accept the new cost structure?  

 4.    Why might management not accept your recommendation but decide instead 

to maintain the old cost structure?        

   CVP analysis—effects of change in cost structure; breakeven   Ozark, Inc., 

produces small-scale replicas of vintage automobiles for collectors and museums. 

Finished products are built on a 1/20 scale of originals. The firm’s income statement 

showed the following: 

Revenues (2,400 units)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $1,584,000

Variable expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       871,200

Contribution margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   712,800

Fixed expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       520,000

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   192,800

 An automated stamping machine has been developed that can efficiently produce 

body frames, hoods, and doors to the desired scale. If the machine is leased, fixed 

expenses will increase by $58,000 per year. The firm’s production capacity will 

increase, which is expected to result in a 25% increase in sales volume. It is also 

Problem 12.21
 LO 8, 9, 11 

Problem 12.22
 LO 8, 9, 11, 12 
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estimated that labor costs of $33 per unit could be saved because less polishing and 

finishing time will be required. 

  Required: 

a.    Calculate the firm’s current contribution margin ratio and break-even point 

in terms of revenues. (Round your answer.)  

b.   Calculate the firm’s contribution margin ratio and break-even point in terms 

of revenues if the new machine is leased.  

c.   Calculate the firm’s operating income assuming that the new machine is leased.  

d.   Do you believe that management of Ozark, Inc., should lease the new machine? 

Explain your answer.     

  Cases 

  CVP application—allow special discount?   Assume you are a sales representa-

tive for Sweet Tooth Candy Company. One of your customers is interested in buying 

some candy that will be given to the members of a high school Substance Abuse 

Awareness Club. The club members will be marching in a community parade and 

will give the candy to children who are watching the parade. Your customer has asked 

that you discount the normal selling price of the candy to be given to the club by 

30%. You know that the contribution margin ratio of the candy, based on the regular 

selling price, is 40%. 

  Required: 
 Identify the pros and cons of complying with the customer’s request, and state the 

recommendation you would make to your sales manager.   

   CVP application—determine offering price   Tommy Appleton is in charge 

of arranging the “attitude adjustment” period and dinner for the monthly meetings 

of the local chapter of the Management Accountants Association. Tommy is 

negotiating with a new restaurant that would like to have the group’s business, 

and Tommy wants to apply some of the cost–volume–profit analysis concepts he 

has learned. The restaurant is proposing its regular menu prices of $4.00 for a 

before-dinner drink and $22.00 for dinner. Tommy has determined that on average, 

the people attending the meeting have 1.5 drinks before dinner. He also believes 

that the contribution margin ratios for the drinks and dinner are 50% and 40%, 

respectively. 

  Required: 
 Prepare a memo to Tommy outlining the possible offers he might make to the 

restaurant owner, and recommend which offer he should make.   

   Comparison of operating leverage and financial leverage   The concept of 

financial leverage was introduced in Chapter 7 and expanded on in Chapter 11. In 

Exercise 7.15 you were asked to describe the risks associated with financial leverage. 

You should now review the solution provided for this problem at www.mhhe.com/

marshall9e. 

accounting

Case 12.23
LO 8, 9, 11

Case 12.24
LO 5, 8, 9

Case 12.25
LO 12
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  Required: 
a.    Describe the risks associated with operating leverage.  

b.   Outline the similarities and differences between operating leverage and  financial 

leverage.  (Hint: Compare Exhibit 12-9 to the discussion and analysis in 
Exhibits 7-2 and 11-3.)      

   Understanding the effects of operating leverage  HighTech, Inc., and OldTime 

Co. compete within the same industry and had the following operating results in 2010: 

 HighTech, OldTime
 Inc. Co.

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $2,100,000 $2,100,000

Variable expenses  . . . . . . . . . . . . . . . . . . . . . .       420,000   1,260,000

Contribution margin  . . . . . . . . . . . . . . . . . . . . .  $1,680,000 $   840,000

Fixed expenses . . . . . . . . . . . . . . . . . . . . . . . .    1,470,000      630,000

Operating income . . . . . . . . . . . . . . . . . . . . . .  $   210,000 $   210,000

  Required: 
a.    Calculate the break-even point for each firm in terms of revenue.  

b.   What observations can you draw by examining the break-even point of each 

firm given that they earned an equal amount of operating income on identical 

sales volumes in 2010?  

c.   Calculate the amount of operating income (or loss) that you would expect each 

firm to report in 2011 if sales were to

 1.    Increase by 20%.  

 2.   Decrease by 20%.     

d.   Using the amounts computed in requirement c, calculate the increase or decrease 

in the amount of operating income expected in 2011 from the amount reported 

in 2010.  

e.   Explain why an equal percentage increase (or decrease) in sales for each firm 

would have such differing effects on operating income.  

f.   Calculate the ratio of contribution margin to operating income for each firm in 

2010.  (Hint: Divide contribution margin by operating income.)   
g.   Multiply the expected increase in sales of 20% for 2011 by the ratio of contribu-

tion margin to operating income for 2010 computed in requirement f for each 

firm.  (Hint: Multiply your answer in requirement f by 0.2.)   
h.   Multiply your answer in requirement g by the operating income of $210,000 

reported in 2010 for each firm.  

i.   Compare your answer in requirement h with your answer in requirement d. 
What conclusions can you draw about the effects of operating leverage from the 

steps you performed in requirements f, g, and h?     

   Break-even analysis, CVP application using Internet tools   You have 

recently been engaged by Dominic’s Italian Cafe to evaluate the financial impact 

of adding gourmet pizza items to the menu. A survey of the clientele indicates that 

demand for the product exists at an average selling price of $18 per pizza. Fixed costs 

related to new equipment would be $12,000 per month. Variable costs for ingredients, 

Case 12.26
LO 12

Case 12.27
LO 11
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labor, and electricity for the oven would average $6 per pizza. You decide that a good 

starting point is to conduct an initial break-even analysis on the new project. 

  Knowing that many commercial Internet companies provide free downloads or 

online demos of their products for your evaluation and testing pleasure, you decide to 

conduct the break-even analysis using break-even calculators that have been located 

at several Web sites. 

  Required: 
a.    Calculate the break-even point in pizzas per month and print your results using 

the online break-even analysis tools at each of the following Web sites:

 1.    www.entrepreneur.com/calculators/breakeven.html  

 2.   www.steinermarketing.com/calc_break_even.htm  

 3.    www.anz.com/aus/Small-Business/Tools-Forms-And-Guides/Benchmark-

Your-Business/Breakeven-Analyser/default.asp     

b.   Calculate the break-even point in pizzas per month and print your results using 

the break-even chart analysis spreadsheet available at the following Web site:

 1.    Go to www.jaxworks.com, the Small Business Spreadsheet Factory.  

 2.    Click on the “Downloads” link to access the list of free spreadsheets and 

other files.  

 3.    Scroll down the file list and open the file “Breakeven Simple Chart 

Analysis” for Excel.     

c.   Write a comparative analysis of each of the four tools that you used to calculate 

the break-even point. You might discuss strengths, weaknesses, usefulness, and 

user interaction for each tool.  

d.   Dominic’s now is interested in the amount of operating income available from 

the gourmet pizza operation if sales are initially expected to be 2,000 pizzas 

each month. Calculate the operating income and print your results using the 

Excel file “Contribution Income Analysis” available at www.jaxworks.com.  

e.   Dominic’s now would like to understand the effect on operating income if cer-

tain changes in costs or volume occur. Use the “Contribution Income Analysis” 

Excel spreadsheet to evaluate each of the following independent cases assuming 

sales are initially expected to be 2,000 pizzas each month:

 1.     Selling price is decreased by 10%, and pizza sales are expected to increase 

by 5%.  

 2.    Selling price is increased to $20, and pizza sales are expected to decrease by 20%.  

 3.    Higher-quality ingredients are used at a cost increase of $2 to $8 per pizza, 

and pizza sales are expected to increase to 2,200 pizzas per month.  

 4.    A more efficient pizza oven is available that would reduce the electricity used 

in baking each pizza. Variable costs would be reduced to $5 per pizza. The 

more efficient oven would increase the fixed costs to $15,000 per month.     

f.   Write a memo to Dominic’s explaining the results of your analysis.     

  Answers to Self-Study Material 

   Matching: 1. h, 2. c, 3. g, 4. i, 5. f, 6. d, 7. a, 8. b, 9. o, 10. p, 11. n, 12. l  

  Multiple choice: 1. c, 2. a, 3. d, 4. b, 5. c, 6. e, 7. b, 8. a, 9. d, 10. c        
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13
  “What does it cost?” may be the single most important question addressed by an organization’s 

accounting information system. As you will come to realize, accurate cost information is neces-

sary to guide managers in making pricing decisions, evaluating productivity and efficiency, devel-

oping operating budgets, determining if component product parts/services will be manufactured/

performed internally or outsourced, analyzing whether production technology will replace human 

efforts, and appraising performance—in addition to helping them address many other questions 

that will be explored throughout the remaining chapters of this text.  Cost  accounting  is a subset 

of managerial accounting that relates primarily to the accumulation and determination of product, 

process, or services costs. The costing system used to accumulate, assign, and report these 

costs must be flexible enough to provide answers for internal questions of planning, control, and 

decision making. 

  The recession of 2008–2009 led many managers to seek more effective and less costly ways 

of performing their activities. These include seeking more efficient methods of processing and 

manufacturing, an activity frequently labeled “continuous improvement,” or making the organization 

“leaner.” This trend has led to the development of “lean accounting.” Lean accounting refers to a 

still developing system that focuses on cost accumulation by element of the value chain (p. 496) 

of the product or process. The development of lean accounting reflects the need for managers to 

have increasingly relevant cost data and illustrates the need for cost accounting to evolve to meet 

decision-making needs more effectively. 

  Cost accounting plays a very important role in the income measurement and inventory 

valuation aspects of financial accounting. You will recall that the fundamental focus of financial 

accounting is external to the organization: providing information to stockholders, creditors, the 

government, and others about the financial position and results of operations of the organization 

in accordance with generally accepted principles of accounting. To that end the cost accounting 

system will report the cost of goods manufactured and sold, as well as the cost of goods manu-

factured and not sold, along with other costs that are carried in the accounts of a manufacturing 

company. Exhibit 13-1 presents these relationships. 

  In this chapter we explore the cost accounting and reporting systems that serve financial and 

managerial accounting. 

LO 1

 Understand the role of 

cost accounting as it 

relates to financial and 

managerial accounting. 

  Cost Accounting 
and Reporting 
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1. What does it mean to state that cost accounting serves both fi nancial and mana-

gerial accounting? QWhat Does
It Mean?

Answer  on 
page  521    

  LEARNING OBJECTIVES  (LO)

  After studying this chapter you should understand 

1.    The role of cost accounting as it relates to financial and managerial accounting.  

2.   How cost management plays a strategic role in the organization’s value chain.  

3.   The difference between direct and indirect costs and how they relate to a product or activity.   

4.   The difference between product costs and period costs, and the three components of 

 product cost.  

5.   The general operation of a product costing system and how costs flow through the inventory 

accounts to cost of goods sold.  

6.   How predetermined overhead application rates are developed and used.  

7.   The presentation and interpretation of a statement of cost of goods manufactured.  

8.   The difference between absorption and direct (or variable) costing.  

9.   Activity-based costing and activity-based management.       

  Cost Management 
 Recall from the planning and control cycle that management attention is given to 

planning, executing, and controlling the entity’s activities so that the organization can 

achieve its strategic goals. Along each step of that process decisions are made based 

Exhibit 13-1

Relationship of Cost 

Accounting to Finan-

cial Accounting and 

 Managerial Accounting
Financial

Accounting
Focus on
External
Reporting

Managerial
Accounting

Focus on
Internal

Reporting

Cost
Accounting

Focus on
Cost

Accumulation
& Assignment
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on the cost information available to the manager. Accurate and timely cost informa-

tion is critical to the success of the decision-making process.  Cost management  is the 

process of using cost information from the accounting system to manage the activities 

of the organization (see the gray shaded area of the planning and control cycle in the 

accompanying figure). 

Implement Plans 

Decision Making Decision Making

Decision Making

Planning and Control Cycle

Data Collection and Performance Feedback

R
ev

is
it

 P
la

ns
 

Executing
Operational

Activities
(Managing)

Performance
Analysis:

Plans versus
Actual Results
(Controlling)

Strategic, 
Operational,
and Financial

Planning

  Considering the broad scope and function of an organization’s activities helps 

one to appreciate how important quality cost information is to the manager. Too often 

cost accounting is viewed in its traditional role of determining the cost of produc-

ing products or providing services and the related accounting for those activities—a 

results-oriented, short-term view of cost. A more contemporary view is that costs must 

be understood and managed at each stage of an organization’s value chain to provide 

an awareness of cost over the entire life cycle of a product or service—a prescriptive, 

long-term view of cost where cost management clearly becomes a strategic initiative. 

The  value chain  is the sequence of functions and related activities that, over the life 

of a product or service, can ultimately make a difference to the customer. The signifi-

cance of seeing each function as a link in a chain is that each is crucial to managing 

the firm’s activities for each product or service to achieve management’s desired 

quantitative and qualitative goals, and a weakness in any element of the value chain 

could impair that outcome. The sequence of functions that compose the value chain 

and examples of cost management initiatives are shown in Exhibit 13-2. 

  Viewing the organization’s value chain highlights many questions that can be 

answered about activities by analyzing their cost. For example, focusing cost control 

questions independently on the production activity may be too late, from a cost in-

currence perspective, because the current product design will provide only marginal 

opportunities to improve cost performance. Costs that will be incurred during pro-

duction are effectively “locked in” during the product design process. Therefore, the 

objective is to improve or sustain any competitive advantage the firm may have in the 

marketplace while maintaining an appropriate level of product or service quality and 

to provide for an appropriate return on investment. Later in this chapter, activity-based 

costing is introduced as a technique for analyzing activities within the value chain to 

improve the relevance and accuracy of the costing process. 

  As can be seen in the example of value chain functions in Exhibit 13-2, there exists 

an emphasis on “different costs for different purposes” as was explained in Chapter 12. 

LO 2

 Understand how cost 

management plays a 

strategic role in the 

organization’s value 

chain. 

mar27068_ch13_494-537.indd   496mar27068_ch13_494-537.indd   496 11/12/09   9:51:22 AM11/12/09   9:51:22 AM



 Chapter 13 Cost Accounting and Reporting 497

An entire course would be needed to develop cost management initiatives across the 

entire value chain. Thus, our focus throughout the remaining chapters of this text is 

primarily on the production stage and explaining the process for cost accumulation 

and assignment. Cost accumulation is the easy part; accounting systems always have 

focused on the collection and recording of transactions, and automated data collec-

tion systems are available for manufacturing environments today. Cost assignment, on 

Research and 
development

Product/Service Idea

   Cost Management Initiatives
• Is the cost of generating new ideas and
 experimentation justified?
• What portion of the operating budget should be
 used for R&D?
• How much is the competition spending?

• Can a product or process flow be designed with a
 resulting cost that allows effective competition in 
 the market and that generates appropriate ROI?

• What is the cost of acquiring raw materials and
 converting them into a finished product?
• How much should it cost to produce each unit?
• Should the production of certain product
 component parts be outsourced?

• What is the cost to promote and sell the firm’s 
 products?
• Is the use of an Internet Web site a cost-effective
 marketing strategy?

• How much is delivery costing per mile? Per
 pound?
• Are more effective carriers available for certain
 deliveries?

   • What is the after-sale cost of product
    support activities?
   • What is the cost of an unsatisfied
    customer?
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Exhibit 13-2

Value Chain Functions
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the other hand, is much more complex because to answer the question “What does it 

cost?” it must be carefully defined and cost relationships must be understood. 

2. What does it mean to say that cost assignment is more complex than cost 

accumulation?QWhat Does
It Mean?
Answer  on 
page  521

  Cost Accumulation and Assignment 
 A cost is incurred to acquire the resources that are used in carrying out the activities in 

each function of the value chain. Managers are interested in planning and controlling 

these costs. After costs are accumulated, they are assigned to a point of reference for 

which the manager is interested in observing a separate cost measurement. This point 

of reference is referred to as a cost object and it may represent a job, a machine, a 

product line, a service activity, a department, a plant, a customer, a sales territory, a 

division of the corporation, or any other organizational reference point where a need 

to understand cost exists. 

   Cost accumulation  is the process of collecting and recording transaction data 

through the accounting information system. These systems can be highly automated and 

provide a real-time view of cost information to allow timely decisions as the activity is 

occurring. The total amount of cost accumulated by the system is then logically catego-

rized in different ways, such as by the production department. This categorization of 

cost emphasizes the managerial point of reference and is referred to as a  cost pool .  Cost 
assignment  is the process of attributing an appropriate amount of cost in the cost pool 

to each cost object. The process of cost pooling and assignment is illustrated here: 

Cost
pool

Cost
object

Cost
object

Cost
object

Cost assignment

  The following diagram illustrates this concept for a production department where 

management is interested in knowing the amount of cost assigned to each job the 

department produces: 

Assembly
department

costs

Job
123

Job
124

Job
125

Cost assignment
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 Does the illustrated sequence seem simple enough? The answer is yes for some costs; 

but  let’s think about this more carefully  is the more operative response. Certain costs 

in the cost pool, such as a raw material, are clearly traceable to the cost object, but 

common costs such as machine depreciation will need to be allocated to the cost ob-

ject. The term cost means different things to different people depending upon one’s 

point of reference. This chapter develops cost terminology further as two additional 

paths of the cost classification model introduced in Chapter 12 are explored. These are 

highlighted in Exhibit 13-3. 

Cost Relationship to Products or Activity     

  Direct cost  and  indirect cost  are terms used to relate a cost to a product or activity 

(i.e., a cost object). Whether a cost is direct or indirect depends on the context within 

which the term is being used. When we describe the cost of a specific product such as 

a book, the amount of paper used is clearly traceable to each book and is a direct cost, 

but the amount of electricity used by the printing press is not as obviously traceable 

to each book and therefore is an indirect cost. However, when we evaluate the profit-

ability of the printing press, the amount of electricity used by the press would now be 

a direct cost, as would other costs traceable to the operation of the printing press. The 

cost of a training program designed to make all press operators more efficient would 

be an indirect cost. One way of distinguishing between a direct and an indirect cost is 

to think of a direct cost as a cost that would not be incurred if the product or activity 

were discontinued. An indirect cost is one that would continue to be incurred even if 

the product or activity were discontinued. 

LO 3

 Understand the 

difference between 

direct and indirect costs 

and how they relate to 

a product or activity. 

 Cost Classifications—The Big Picture   Exhibit 13-3

Variable cost Direct cost Product cost Committed cost Differential cost

Fixed cost Indirect cost

Direct
material

Discretionary cost Allocated cost

Mixed cost

Direct
labor

Controllable cost Sunk cost

Manufacturing
overhead

Noncontrollable cost Opportunity cost

Period cost

Selling expenses

Administrative
expenses

Cost Classifications:
Different Costs for Different Purposes

Cost Behavior
Chapters 12,14, and 15

Cost Assignment
Chapter 13

Product Costing
Chapter 13

Time Horizon
Chapters 14 and 15

Decision Making
Chapter 16

[Chapter 13 Topics]
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  The classification of a cost as direct or indirect is significant only in the context 

of the cost’s relationship to a product or activity. In fact, some costs are commonly 

treated as indirect costs even though they could be theoretically treated as direct costs. 

For example, for product costing purposes, some materials (e.g., glue, thread, staples, 

and grease) and labor (e.g., salaries of production supervisors, quality control inspec-

tors, and maintenance workers) are usually treated as indirect costs because they can-

not be easily traced to individual units of production.  

 Costs for Cost Accounting Purposes 

 Cost accounting relates to the determination of product, process, or service costs. 

In addition to being useful for management planning and control, product costs are 

used by manufacturing firms and merchandising firms to determine inventory values 

and, when the product is sold, the amount of cost of goods sold. This is, of course, 

a financial accounting use of product cost. Even though service firms do not usually 

produce items for inventory, their costs of providing services also will be identified 

and analyzed for management planning and control purposes. 

  The product costing emphasis in the financial accounting chapters of this book 

focused on the cost flow assumption (FIFO, LIFO, weighted average) used by mer-

chandising firms. Although these same cost flow issues also apply to manufacturing 

firms, our focus at this point is on the components of product cost for an entity that 

produces its own inventory. Product costing for a manufacturer is more complex than 

for a merchandiser because making a product is more complex than buying an already 

finished product. However, the accounting concepts involved are the same. The cost of 

the product is recorded and reported as an asset (inventory) until the product is sold, 

at which point the cost is transferred to the income statement (cost of goods sold) as 

an expense to be matched with the revenue that resulted from the sale. The difference 

between a manufacturer and a merchandiser is illustrated in the following diagram: 

Manufacturer Balance Sheet:
Inventory

Income Statement:
Cost of Goods Sold

Merchandiser

Ingredients

Human effort

Machine support

Manufactured
Product

Purchased
Product

Sold
to

Customers

Sold
to

Customers

  The cost associated with each of the manufacturing inputs is classified as raw 

materials, direct labor, or manufacturing overhead. 

   Raw materials  are the ingredients of the product—the materials that are put into 

the production process and from which the finished product is made. The cost of raw 

materials includes the same items as the product cost of a merchandiser. The finished 

product of one process or company may be the raw material of another process or 

company. For example, corn is the raw material of a corn processor, and one of the 

LO 4

 Understand the 

difference between 

product costs and 

period costs, and the 

three components of 

product cost. 

mar27068_ch13_494-537.indd   500mar27068_ch13_494-537.indd   500 11/12/09   9:51:22 AM11/12/09   9:51:22 AM



 Chapter 13 Cost Accounting and Reporting 501

processor’s finished products may be corn syrup. The candy manufacturer uses the 

corn syrup as a raw material of its products. 

   Direct labor  is the effort provided by workers who are directly involved with the 

manufacture of the product. For example, workers who perform machine operations 

on raw materials, workers who operate or control raw material conversion equipment 

(e.g., melters, mixers, heat treaters, coolers, and evaporators), and workers who as-

semble or package the product are directly involved in manufacturing activities. Their 

compensation costs would be considered direct labor costs. 

   Manufacturing overhead,  or  overhead,  includes all manufacturing costs except 

those for raw materials and direct labor. Overhead is an indirect cost because it is 

not feasible to specifically relate overhead items to individual products. Examples of 

overhead costs include factory utilities, indirect materials for the product, maintenance 

and housekeeping costs (both materials and labor), depreciation expense for the fac-

tory building and production equipment, and compensation of production managers 

and supervisors. 

  As the manufacturing process becomes more complex and technologically ori-

ented, overhead costs generally become more significant. For example, the develop-

ment of robotic production methods has resulted in increased overhead costs. Thus 

planning and controlling overhead has become an increasingly important activity in 

many manufacturing firms. 

  Costs not included in inventory as product costs are reported in the income state-

ment as incurred. These are the selling, general, and administrative costs (or operat-

ing expenses) of the firm that are not related to production activities. These items are 

called  period costs  because they are recorded as expenses in the accounting period 

in which they are incurred. Accounting for product and period costs is illustrated in 

Exhibit 13-4. Section I of the exhibit illustrates the effect of product and period costs 

on the financial statements when viewed as transactions in the horizontal model. 

Section II provides a cost flow view of the differences in accounting for product and 

period costs and their impact on the financial statements. 

3. What does it mean that a cost is a direct, product, variable cost?

4. What does it mean that product costs fl ow through inventory on their way to the 

income statement? QWhat Does
It Mean?

Answers  on 
page  522

Cost Accounting Systems
   Cost Accounting Systems—General Characteristics 

 Every manufacturing firm uses a cost accounting system to accumulate the cost of 

products made. Although some firms manufacture a single, unique product, one unit at 

a time, most firms produce large quantities of identical products in a more or less con-

tinuous process (i.e., production runs). As you can imagine, cost accounting systems 

vary considerably in terms of complexity because they are designed for the specific 

needs of individual companies, but virtually all systems have the general characteris-

tics described here.   

  A manufacturing cost accounting system involves three inventory accounts:  Raw 
Materials, Work in Process, and Finished Goods . The  Raw Materials Inventory  ac-

count holds the cost of parts, assemblies, and materials (for example, for a sailboat 

LO 5

 Understand the general 

operation of a product 

costing system and 

how costs flow through 

the inventory accounts 

to cost of goods sold. 
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502 Part 2 Managerial Accounting

I. Viewed as transactions in the horizontal model:

Balance Sheet Income Statement

Assets � Liabilities � Owners’ equity ←Net income � Revenues � Expenses

Product costs:
  Become an 

  asset until 

the product 

is sold

 Raw Materials

 Direct Labor

 Manufacturing

  Overhead

� Inventory  � Accounts

  (when    Payable

  incurred)

� Inventory  � Accrued

  (when    Wages 

  incurred)   Payable

� Inventory � Other 

  (when   Accrued

  incurred)   Liabilities

� Inventory

  (when sold) 

 � Cost of

   Goods Sold

Period costs:
 Nonproduct costs 

   such as selling 

 expense, advertising 

expense, and 

interest expense 

are recognized 

as expenses when 

incurred

 � Accounts

   Payable

 � Other

   Accrued

   Liabilities

 � Interest

   Payable

 � Selling

   Expense

 � Advertising

   Expense

 � Interest

   Expense

II. Viewed as a flow of costs:

Cost Balance Sheet Income Statement

Product costs:
 Raw materials

 Direct labor

  Manufacturing 

 overhead

Period costs:
  Nonproduct cost 

 such as

  Selling expenses

Advertising

Interest expense

Become an 

  asset until 

the product 

is sold When the cost 

  is transferred 

to the income 

statement as Cost of 

   goods sold 

(an expense)

Are recognized 

  as expense 

when incurred

Accounting for Product and Period CostsExhibit 13-4
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manufacturer—glass fiber cloth, epoxy resin, wood, sailcloth, deck fittings, and rope) 

that will be used in the manufacturing process. The  Work in Process Inventory  ac-

count is used to accumulate all of the manufacturing costs, including raw materials, 

direct labor, and manufacturing overhead while the product is being manufactured. 

When the manufacturing process is complete, the cost of the items made is transferred 

to the  Finished Goods Inventory  account. At the end of the accounting period, each 

of these inventory accounts may have a balance. For Raw Materials and Finished 

Goods, the balance represents the cost of the items on hand at the end of the period. 

For Work in Process, the balance represents the sum of the costs incurred for products 

that were started in production but have not been completed at the end of the period. 

The Work in Process Inventory account balance will be relatively small (or zero) for 

production processes that are of short duration or that are cleared out at the end of the 

period (e.g., candy manufacturing or food processing). Work in Process Inventory is 

likely to exist for firms that have relatively long-duration manufacturing processes, but 

the account balance will usually be low relative to Raw Materials and Finished Goods. 

For  Intel , however, work in process represents the largest portion of inventory reported 

on the 2007 and 2008 balance sheets, which is a clear reflection of the complexity of 

its chip manufacturing process (see page 695 in the appendix). When a manufactured 

item is sold, its cost is transferred from the balance sheet Finished Goods Inventory 

account to cost of goods sold in the income statement. Exhibit 13-5 illustrates and 

compares the flow of product costs for a manufacturing firm and a merchandising 

firm. Section I of the exhibit illustrates the transaction effect of the cost flows on the 

financial statements when viewed in the horizontal model. Section II provides a cost 

flow view and presents a logical way to think about the sequence of activities involved 

in the conversion of raw materials into a finished product that is ultimately sold. 

  The cost of a single unit of a manufactured product is determined by averaging the 

total material, labor, and overhead costs incurred in the manufacture of some quantity 

of the product (for example, the average cost per unit in a production run). Determin-

ing the raw material and direct labor costs is usually fairly easy; raw material inven-

tory usage records and time records for direct labor workers provide these data. It is 

the assignment of overhead costs that presents the challenge. Most cost systems apply 

overhead to production by using a single surrogate measure of overhead behavior—or 

at most very few. One of the most popular bases is direct labor hours. Other bases 

include direct labor cost, machine hours, raw material usage, and the number of units 

made. The simplifying assumption is that overhead is incurred because products are 

being made, and the number of direct labor hours (or other base) used on a particular 

production run is a fair indicator of the overhead incurred for that production run. 

Given this relationship, at the beginning of the year an estimate is made of both the 

total overhead expected to be incurred during the year and the total direct labor hours 

(or other base) expected to be used. Estimated total overhead cost is divided by the 

estimated total direct labor hours (or other base) to get a  predetermined overhead 
application rate  per direct labor hour (or other base). 

  To illustrate product costing and other cost and managerial accounting concepts, 

the hypothetical firm Cruisers, Inc., a manufacturer of fiberglass sailboats, will be used. 

Exhibit 13-6 illustrates how the cost of a boat (the cost object) made during the month 

of April can be determined. Note that the first step is the determination of the prede-

termined overhead application rate. This is shown in Section I of Exhibit 13-6. Then 

overhead is assigned to specific production runs based on this predetermined overhead 

application rate. This cost assignment is illustrated in Section II of Exhibit 13-6. If 

multiple overhead application bases are used, the estimated overhead cost associated 

with each base must be divided by the estimated usage of each base to develop the 

LO 6

 Understand how 

predetermined 

overhead application 

rates are developed 

and used. 
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(continued)

I. Viewed as transactions in the horizontal model:
 A. Manufacturer:

Balance Sheet

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

Raw Materials Inventory
� The cost of raw materials purchased is  � Accounts

  recorded as an asset   Payable

� The cost of raw materials used in 

  production is transferred to

Work in Process Inventory
� Raw materials used

� Direct labor incurred � Accrued Wages

    Payable

� Manufacturing overhead  � Other Accrued

  costs incurred   Liabilities

� The cost of products manufactured and 

  transferred to the warehouse is added to

Finished Goods Inventory
� Cost of goods manufactured

� Cost of products sold

 � Cost of

    Goods 

Sold

B. Merchandiser:

Merchandise Inventory
� The cost of products purchased � Accounts

    Payable

� Cost of products sold  � Cost of

    Goods 

Sold

Flow of Cost Comparison—Manufacturer and MerchandiserExhibit 13-5
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(concluded)Exhibit 13-5

II. Viewed as a flow of costs:
 A. Manufacturer:

Balance Sheet Income Statement

Raw Materials Inventory Work in Process Inventory Finished Goods Inventory Cost of Goods Sold

The cost of 

  raw materials 

purchased is 

recorded as 

an asset in 

raw materials 

inventory

The cost of raw 

  materials used 

in production 

is moved from 

raw materials 

inventory to 

work in 

process 

inventory

Raw materials 

  used, direct 

labor incurred, 

and 

manufacturing 

overhead costs 

applied are 

recorded as an 

asset in work 

in process 

inventory

The cost of 

  products 

manufactured 

and 

transferred to 

the warehouse 

is removed 

from work 

in process 

inventory and 

added to 

fi nished goods 

inventory as

Cost of goods 

 manufactured

The cost of 

  manufactured 

products sold 

is removed 

from fi nished 

goods 

inventory to 

become Cost of goods 

  sold—an 

expense in 

the income 

statement

B. Merchandiser:

Balance Sheet Income Statement

Merchandise Inventory Cost of Goods Sold

The cost of 

  products 

purchased is 

recorded as 

an asset in 

merchandise 

inventory

The cost of 

  products sold 

is removed 

from 

merchandise 

inventory to 

become Cost of goods 

  sold—an 

expense in 

the income 

statement5
0
5
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506 Part 2 Managerial Accounting

separate overhead application rates. For example, overhead may be applied based 

on 140 percent of direct labor cost, plus $3.10 per pound of a certain raw material 

used in the production process. Study Exhibit 13-6 to see how cost components are 

accumulated and then averaged to get the cost of a single unit.         

  Although the costing process involves estimates and provides an overall average, 

many firms do an excellent job of estimating both total overhead costs and total ac-

tivity, resulting in quite accurate overhead application and product costing. Because 

the predetermined overhead application rate calculation is based on estimates, at the 

end of the year there will be a difference between the total overhead costs actually 

incurred and the costs applied to production during the year. This difference is called 

overapplied overhead or underapplied overhead. At the end of the year, if the over-

applied or underapplied overhead is small relative to total overhead costs incurred, it 

is transferred to cost of goods sold. If it is material in amount, it is allocated between 

inventories and cost of goods sold in proportion to the total overhead included in each.  

  On a monthly basis, the overapplied or underapplied overhead is carried forward in 

the Manufacturing Overhead account. The reason for this is that estimates for the 

whole year were used to calculate the predetermined overhead application rate, and 

I. Calculation of predetermined overhead application rate:
Assumptions:

Cruisers, Inc., incurs overhead costs in proportion to the number of direct labor hours 

worked; therefore, the predetermined overhead application rate is based on direct labor 

hours.

The estimated annual production level is 1,250 sailboats, and each sailboat should 

require 240 direct labor hours to complete.

Estimated total overhead cost to be incurred for the year: $4,200,000.

Estimated total direct labor hours to be worked in the year: 300,000.

Overhead application rate �   Estimated total overhead cost   _____________________________   
Estimated total direct labor hours

  

� $4,200,000/300,000 hours

� $14/direct labor hour

II. Calculation of product cost:
Assumptions:

Cruisers, Inc., produced 86 SeaCruiser sailboats during April; a total of 20,640 labor 

hours were worked, and the following costs were incurred:

 Raw materials . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $368,510

 Direct labor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $330,240

The cost of each boat is determined by dividing the total manufacturing 

costs incurred by the number of boats produced:

 Raw materials . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $368,510

 Direct labor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  330,240

 Overhead (20,640 direct labor hours x the overhead 

  application rate of $14/hour) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   288,960

  Total manufacturing cost incurred . . . . . . . . . . . . . . . . . . . . . . . . . . . $987,710

Cost per boat ($987,710/86 boats). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  11,485

Exhibit 13-6

Product Costing 

Illustration
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variations in cost and activity that occur in one month may be offset in a subsequent 

month. Thus, a better matching of revenue and expense occurs if the overapplied or 

underapplied overhead adjustment is made only at the end of the year. 

  Exhibit 13-7 illustrates the flow of these product costs through the accounts of 

Cruisers, Inc., for April. Note the use of the Manufacturing Overhead account—this 

is an account that functions as an asset-type clearing account. Actual manufactur-

ing overhead costs incurred are recorded as increases (debits) in this account, and 

the manufacturing overhead applied to Work in Process is a reduction (credit) to 

the account. The Manufacturing Overhead account will not have any balance at the 

beginning or end of the year because, as already stated, overapplied or underapplied 

overhead is transferred to Cost of Goods Sold or allocated between Work in Process, 

Finished Goods, and Cost of Goods Sold. However, at month-ends during the year, 

the account is likely to have a relatively small overapplied or underapplied balance. 

This case is illustrated in Exhibit 13-7. 

5. What does it mean that manufacturing overhead is applied to inventory?

6. What does it mean when there is underapplied overhead at the end of the year? QWhat Does
It Mean?

Answers  on 
page  522

      Manufacturing costs can be summarized and reported in a  statement of cost of 
goods manufactured . Such a statement using amounts for Cruisers, Inc., for April is 

illustrated in Exhibit 13-8. Although it was assumed that there were no beginning or 

FPO
 Working with manufacturing overhead for product costing can be confusing. Thinking of this 

process as one of cost pooling and assignment, as illustrated earlier in the chapter, will help 

you. The purpose is to assign an appropriate amount of overhead cost (otherwise indirect and 

therefore not traceable) to each sailboat (a cost object) that Cruisers, Inc., manufactures. Direct 

labor hours (the cost driver) incurred to produce each sailboat style will determine the amount 

of overhead (from the cost pool) that will be assigned to each sailboat. 

(Cost Object)
Sailboat Style 1 

Applied overhead cost:
240 direct labor hours � the
overhead application rate
of $14/hour � $3,360

(Cost Object)
Sailboat Style 2 

Applied overhead cost:
360 direct labor hours � the
overhead application rate
of $14/hour � $5,040

(Cost Pool)
Estimated

total
overhead

$4,200,000

(Cost Assignment)
Predetermined
overhead rate
� $14/hour 

Study

Suggestion
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I. Viewed as transactions in the horizontal model:

Balance Sheet

Assets � Liabilities � Owners’ equity

Income Statement

←Net income � Revenues � Expenses

 Raw Materials Inventory
(1) Beginning balance 126,900

 Cost of raw materials �347,860 � Accounts

   purchased in April     Payable

347,860

(2) Cost of raw materials used �368,510

  Ending balance  106,250

 Manufacturing Overhead
    Beginning balance (overapplied 

  balance at March 31)  (1,873)

(4)    Actual manufacturing costs 

  incurred during April �292,518 �  Various 

  Liabilities 

292,518*

(5)    Manufacturing overhead costs 

   applied at a predetermined 

overhead application rate �288,960

   Ending balance (underapplied) 1,685 

 Work in Process Inventory
   Beginning balance 0

(2)   Raw materials used �368,510

(3)   Direct labor incurred �330,240 �  Accrued Wages 

   Payable 

330,240*

(5)    Manufacturing overhead 

  costs applied �288,960

(continued)

Exhibit 13-7  Cruisers, Inc., Flow of Costs for April
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(6)    Cost of goods manufactured and 

  transferred to fi nished goods   �987,710

   Ending balance 0

 Finished Goods Inventory
   Beginning balance 243,820

(6)   Cost of goods manufactured �987,710

(7)   Cost of products sold �1,103,930

   Ending balance  127,600

 � Cost of

   Goods Sold 

 1,103,930

Explanation of transactions:

(1) Purchase of raw materials on account.

(2) Cost of raw materials used is transferred to Work in Process.

(3) Direct labor costs for the month increase Work in Process and increase Wages Payable.*
(4)  Actual manufacturing overhead costs incurred for the month increase Manufacturing Overhead and increase Accounts Payable, Accrued Wages Payable, or Other Accrued Liabilities.*
(5)  Manufacturing Overhead is applied to Work in Process using the predetermined overhead application rate and the actual activity base (direct labor hours, for example).

(6) Cost of goods manufactured is transferred from Work in Process to Finished Goods.

(7) Cost of goods sold is transferred from Finished Goods inventory to Cost of Goods Sold.

*Some transactions may result in a decrease of Cash if cash payment occurs at the time of the transaction. 

(continued)
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II. Viewed as a flow of costs:

Raw Materials Work in Process Finished Goods Cost of Goods Sold

Beginning 

 balance 126,900

Raw 

  materials 

purchased (1) 347,860

Ending 

  balance 106,250

(2) 368,510

Beginning 

 balance 0

Raw materials 

 used  (2) 368,510

Direct labor (3) 330,240

Manufacturing 

  overhead 

applied  (5) 288,960

Ending balance 0

Cost of goods 

  manufac-

tured  (6) 987,710

Beginning 

  balance  243,820

Cost of goods 

  manufac-

tured (6) 987,710

Ending 

  balance  127,600

Cost of 

  goods (7) 1,103,930

sold 

(7) 1,103,930

Accounts Payable, Accrued 
Wages Payable, Other 

Accrued Liabilities, or Cash

(1) 347,860

(3) 330,240

(4) 292,518

Manufacturing Overhead

Actual manufacturing 

  overhead costs 

incurred (4) 292,518

Beginning 

 balance 1,873

Manufacturing 

  overhead 

applied (5) 288,960

Ending 

  balance 

(underapplied) 1,685

Note: Transaction numbers (1), etc., refer to explanations at the end of Part I of the exhibit, which are printed on the preceding page.

Exhibit 13-7  (concluded)
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ending inventories for work in process, Exhibit 13-8 illustrates how work in process 

balances would be reported in this statement. 

  To calculate cost of goods sold for April, the cost of goods manufactured is added 

to the beginning inventory of finished goods to get the cost of goods available for sale. 

The ending inventory of finished goods then is subtracted from goods available for 

sale to arrive at cost of goods sold. 

  The determination of cost of goods sold for April will depend on the type of in-

ventory system in use. If the periodic system is used, the cost of ending inventory will 

be determined using the cost of goods sold model: 

Beginning inventory   . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   243,820

Cost of goods manufactured . . . . . . . . . . . . . . . . . . . . . . .          987,710

Cost of goods available for sale   . . . . . . . . . . . . . . . . . . . .  $1,231,530

Less: Ending inventory   . . . . . . . . . . . . . . . . . . . . . . . . . . .      (127,600)

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $1,103,930

 If the perpetual system is used, the cost of each unit of product will be calculated, and 

cost of goods sold will be the number of units sold multiplied by the cost of each. 

Recall that under the perpetual system, the cost of goods sold is recorded throughout 

the year as sales are made, whereas under the periodic system, cost of goods sold is 

determined at the end of the year when a physical inventory count is taken. 

  To summarize, product costs are attached to the product being manufactured and 

are treated as an expense when the product is sold (or is lost, becomes worthless from 

obsolescence, or is otherwise no longer an asset to the firm). Period costs—selling, 

general, and administrative expenses—are reported in the income statement of the 

period in which such costs are incurred.  Another way to distinguish between product 
and period costs is to think of product costs as manufacturing costs and period costs 
as nonmanufacturing costs . 
  In the Exhibit 13-7 illustration of the flow of product costs for Cruisers, Inc., the 

end result was that cost of goods sold was $1,103,930 for the month of April. Revenues 

LO 7

 Understand the 

presentation and 

interpretation of a 

statement of cost of 

goods manufactured. 

CRUISERS, INC.
Statement of Cost of Goods Manufactured

For the Month of April

Raw materials:

 Inventory, March 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 126,900

 Purchases during April . . . . . . . . . . . . . . . . . . . . . . . . . .     347,860

 Raw materials available for use  . . . . . . . . . . . . . . . . . . .  $ 474,760

 Less: Inventory, April 30 . . . . . . . . . . . . . . . . . . . . . . . . .    (106,250)

 Cost of raw materials used. . . . . . . . . . . . . . . . . . . . . . .   $368,510

Direct labor cost incurred during April  . . . . . . . . . . . . . . . .   330,240

Manufacturing overhead applied during April . . . . . . . . . . .     288,960

Total manufacturing costs incurred during April  . . . . . . . . .   $987,710

Add: Work in process inventory, March 31. . . . . . . . . . . . .   -0-

Less: Work in process inventory, April 30. . . . . . . . . . . . . .        -0-

Cost of goods manufactured during April. . . . . . . . . . . . . .   $987,710

Exhibit 13-8

Statement of Cost of 

Goods Manufactured
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512 Part 2 Managerial Accounting

and nonmanufacturing (i.e., period) costs were omitted from the transaction data in 

 Exhibit 13-7 for the sake of clarity. An income statement for Cruisers, Inc., using assumed 

amounts, is presented in Exhibit 13-9. Notice that selling, general, and administrative 

expenses represent a significant portion of the total expenses. Nonoperating expenses 

reported for interest and income taxes also are significant. You should keep these rela-

tionships in mind as you study the next two sections of this chapter. Each of the alterna-

tive cost accounting systems ( job order costing and process costing) described in these 

sections emphasizes the flow of product costs and determination of cost of goods sold. 

Although cost of goods sold represents the largest expense for most manufacturing firms, 

overall profitability depends on the firm’s ability to control all costs. This point is illus-

trated in  Intel’s  consolidated statement of income that appears in the appendix. In 2006, 

cost of sales represented 48.5 percent of net revenue; by 2008 it was down to 44.5 percent. 

Similarly, in 2006 operating expenses represented 35.5 percent of net revenue, and by 

2008 it was down to 31.6 percent. As a result, operating income improved dramatically 

from 16 percent of net revenue in 2006 to 24 percent of net revenue by 2008. 

   Cost Accounting Systems—Job Order Costing, 
Process Costing, and Hybrid Costing 

 The general cost accounting system illustrated in the prior section must be adapted 

to fit the manufacturing environment of the entity. A  job order costing system  is 

used when discrete products, such as sailboats, are manufactured. Each production 

run is treated as a separate “job.” Costs are accumulated for each job, as illustrated in 

 Exhibit 13-6 for Cruisers’ production of 86 SeaCruiser sailboats, and the cost per unit 

is determined by dividing the total costs incurred by the number of units made. During 

any accounting period, a number of jobs, or production runs of different products, may 

be worked on. For any job or production run, costs are accumulated, and the cost per 

unit of product made is calculated as illustrated for the SeaCruiser sailboat. 

  When the manufacturing environment involves essentially homogeneous products 

that are made in a more or less continuous process, frequently involving several de-

partments, it is not feasible to accumulate product cost by job, so a  process costing 
system  is used. The processing of corn into meal, starch, and syrup is an example of an 

activity for which process costing would be applicable. The objectives of process cost-

ing and job order costing are the same: to assign raw material, direct labor, and manu-

facturing overhead costs to products and to provide a means to compute the unit cost 

of each item made. In process costing, costs are accumulated by department (rather 

than by job) and are assigned to the products processed through the department. 

CRUISERS, INC.
Income Statement

For the Month of April

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $2,012,400

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (1,103,930)

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   908,470

Selling, general, and administrative expenses  . . . . . . . . . . . . . . . . . . . . .       (562,110)

Income from operations. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   346,360

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        (78,420)

Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   267,940

Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        (93,779)

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   174,161

Exhibit 13-9

Income Statement
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  The accumulation of costs by department is relatively straightforward, but the 

existence of partially completed work in process inventories adds a complexity to the 

determination of the number of units of product over which departmental costs are to be 

spread. For example, assume that during the month 100,000 units were transferred from 

the first department in the manufacturing sequence to the next department, and at the 

end of the month an additional 15,000 units in inventory were 50 percent completed. 

Production during the month is stated in  equivalent units of production —the number 

of units that would have been produced if all production efforts during the month had 

resulted in completed products. In this example, the costs incurred by the first depart-

ment during the period (including costs in the beginning inventory) would be spread 

over 107,500 units—the 100,000 units completed plus 50% � 15,000 ending inventory 

units—to get the weighted-average cost per equivalent unit for this department. This is 

the cost per unit for items transferred to the next department and the cost used to value 

the first department’s ending inventory. Costs of subsequent departments include costs 

transferred in from prior departments. Ultimately, all production costs are transferred to 

Finished Goods Inventory after the final department completes the production cycle. 

  As manufacturing firms have sought to increase efficiency and to lower costs in 

recent years, production processes have been developed that mix elements of job order 

and continuous process manufacturing environments. Whether labeled flexible manu-

facturing, batch manufacturing, just-in-time manufacturing, or something else, most of 

these processes involve streamlined work flow, tighter inventory controls, and extensive 

use of automated equipment. Hybrid costing systems have evolved for these processes. 

Hybrid cost accounting systems mix elements of job order and process costing systems 

to accomplish the objective of assigning manufacturing costs to units produced. It is 

important to recognize that cost accounting systems will change, as illustrated with the 

evolution of lean accounting described in the Chapter 13 introduction, in response to 

changes in the production process; the opposite should not be true. 

   Cost Accounting Methods—Absorption 
Costing and Direct Costing 

 The cost accounting method described thus far is that of absorption costing because 

all manufacturing costs incurred are absorbed into the cost of the product. An alterna-

tive method, called direct costing or variable costing, assigns only variable costs to 

products; fixed manufacturing costs are treated as operating expenses of the period in 

which they are incurred. (Variable and fixed costs were described in Chapter 12.) Ab-

sorption costing must be used for financial and income tax reporting purposes because 

fixed manufacturing overhead is considered part of the cost of a product. However, 

some managers are willing to incur the additional expense of using direct (or variable) 

costing for internal planning and control purposes because it results in product and 

inventory values that reflect the relationship between total cost and volume of activity, 

which is important in CVP analysis and decision making. 

  The distinction between absorption costing and direct costing focuses on manu-
facturing overhead costs only. Raw material and direct labor are always product 

costs, and selling, general, and administrative expenses are always treated as operat-

ing expenses of the period in which they are incurred. Under absorption costing both 
variable and fixed manufacturing overhead are considered product costs and are ap-

plied to work in process. Under direct costing only variable manufacturing overhead 

is a product cost applied to work in process; fixed manufacturing overhead is treated 

as a period cost and recorded as an operating expense when incurred. Exhibit 13-10 

provides a cost flow illustration of these alternative methods. 

LO 8

Understand the 

difference between 

absorption and direct 

(or variable) costing.
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514 Part 2 Managerial Accounting

  The significance of the distinction between absorption costing and direct costing 

is a function of the change in ending inventory. If inventories have increased, under 

absorption costing the fixed manufacturing overhead related to the inventory increase 

is an asset in the balance sheet, but under direct costing it is an expense in the in-

come statement. Thus when inventories increase, expenses are lower and profits are 

higher under absorption costing than under direct costing. The opposite is true when 

inventories decrease. Direct costing advocates point out that absorption costing gives 

an erroneous profit signal to managers. These advocates maintain that higher profits 

should result in periods when the firm’s sales result in inventory decreases rather than 

in periods when production has exceeded sales and inventories increase. 

  For financial reporting and income tax purposes, firms that use direct costing must 

make a year-end adjustment to reclassify that part of the fixed manufacturing overhead 

incurred during the year that relates to the ending inventory. The effect of this reclas-

sification is to decrease the balance of the Operating Expense account on the income 

statement and to increase the Work in Process and Finished Goods Inventory account 

balances on the balance sheet. The amount of fixed manufacturing overhead to be re-

classified can be calculated fairly easily based on the proportion of the variable cost of 

ending inventory to the total variable manufacturing costs incurred during the year. 

  Do not confuse the product costing procedure with what you may have experi-

enced in a repair shop where the price you pay is based on material cost plus labor 

Balance Sheet Income Statement

 I. Absorption costing

Manufacturing Overhead Work in Process Operating Expenses

Variable 

 and fi xed

 overhead

 incurred 

Variable

 and fi xed 

 overhead 

  applied to 

work in 

process

Direct 

 material 

 used

Direct 

 labor 
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applied

Selling, 

 general, and 

 administrative 

 expenses

II. Direct (variable) costing

Manufacturing Overhead Work in Process Operating Expenses
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 incurred 

Variable

 overhead 

  applied to 

work in 

process

Direct material

 used

Direct labor 

 incurred

Variable 
 overhead 
 applied
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Fixed 
  overhead 
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Exhibit 13-10 Cost Flows—Absorption Costing and Direct (Variable) Costing
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hours multiplied by a rate that includes the labor cost, overhead cost, and an amount 

to cover administrative costs and profit. This is a technique for arriving at the price 

a customer is to be charged and, although similar in concept to product costing, the 

result is selling price, not product cost. 

   Cost Accounting Systems in Service Organizations 

 The discussion of cost accounting systems has emphasized the need to collect and 

assign costs in manufacturing environments. But the reality of competing in today’s 

service- and information-oriented economy is that nonmanufacturing businesses also 

have a fundamental need to accurately determine the cost of the services they provide. 

Think about the unique sequence of service activities represented by each of the fol-

lowing examples when trying to answer the question “What does it cost?” 

•    The accounting firm of  Ernst & Young  provides audit services for clients, and 

many professionals from the firm participate in these engagements.  

•    FedEx  delivers your priority package to a client by 10 a.m. tomorrow morning.  

•   The emergency room at County General Hospital treats an auto accident victim.  

•   Tony’s Auto Repair replaces the transmission of a Chrysler Sebring.  

•    American Airlines  operates a St. Louis–Chicago route that carries passengers 

multiple times every day between the two cities.  

•    ADP  processes a small business’s payroll checks every two weeks.   

 Regardless of the type of services a company provides, the basic cost accounting principles 

are identical to those of manufacturing firms—certain costs will be direct to a particular 

service activity being measured and other costs will be common to all services provided 

by the organization. For Tony’s Auto Repair, a system similar to job order costing de-

scribed earlier in the chapter would be utilized to capture the cost of parts (direct materi-

als) and the mechanic’s time (direct labor) as well as to apply a share of the shop’s indirect 

costs (overhead) to each repair order. Many software companies specialize in providing 

cost accounting solutions for specific service industries that not only efficiently collect di-

rect time and materials costs and provide a basis for applying overhead but also automate 

many other important activities such as estimating job costs and job scheduling. 

Activity-Based Costing 

  In recent years, overhead costs have become an increasingly significant part of product 

cost, and managers have needed higher-quality cost information to permit greater control 

and better responses to the pressures of increased competition. R&D, design, marketing, 

distribution, and customer service costs in each stage of the value chain have become as 

important as product costs in this environment. As a result, the application of overhead 

on the basis of a few broad rates based on direct labor hours and/or machine hours has 

been replaced in many firms by an activity-based costing (ABC) system. 

  An ABC system involves identifying the activity that causes the incurrence of a 

cost; this activity is known as a cost driver. Examples of cost drivers are machine setup, 

quality inspection, production order preparation, and materials handling activities. The 

number of times each activity is performed and the total cost of the activity are esti-

mated, and a predetermined cost per activity is calculated. These activity-based costs 

are applied to products, manufacturing processes, and even administrative and market-

ing efforts. There are likely to be significantly more cost drivers than direct labor hours 

or machine hours. The development of an ABC system is a complex process involving 

LO 9

 Understand activity-

based costing 

and activity-based 

management. 
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considerable analysis and a significant investment. Comprehensive computerized data-

bases are virtually a prerequisite to effective activity-based costing. 

  ABC systems have led to more accurate costing than earlier overhead application 

methods and have supported more effective management of the production, adminis-

trative, and marketing functions. Exhibit 13-11 presents an example of activity-based 

costing for the manufacturing overhead related to the SeaCruiser sailboats previously 

costed in Exhibit 13-6. Notice that the $316,640 of manufacturing overhead applied to 

the production of the 86 SeaCruiser sailboats in April using activity-based costing is 

different from the $288,960 applied (using a direct labor hours rate) in Exhibit 13-6. 

    Activity-based costing should be particularly emphasized in organizations where 

multiple products that require differing amounts of manufacturing and other value 

chain activities are produced. Given a basic difference in the complexity of each prod-

uct, the more diverse an organization’s product mix is, the more inaccurate it will be 

to utilize an overhead application rate based on a single cost driver such as direct labor 

hours. Cost distortions will likely occur because a single cost driver too narrowly de-

fines the overhead application process. Products that are less complex to manufacture 

will likely be assigned a larger share of overhead as compared to products that are 

more complex, which in turn will likely be assigned a smaller share of overhead. 

  To illustrate the risk of cost distortion when applying overhead by using a single 

cost driver, information from Cruisers, Inc., will be revisited and the cost for a second 

product, canoes, will be analyzed. Exhibit 13-12 extends the examples presented earlier 

in Exhibit 13-6, which calculated an overhead application rate of $14/direct labor hour, 

I.  Manufacturing overhead cost drivers, and estimated annual costs 
and activity levels, for Cruisers, Inc.:

 Estimated  Predetermined 
 Annual  Estimated Total Rate per Unit 
Activity (Cost Driver) Cost Activity of Activity

Production order preparation $   135,000   180 orders $   750/order

Hull and deck mold setup 2,140,000 1,000 setups  2,140/setup

Raw material acquisition 650,000 2,600 receipts   250/receipt

Material handling 450,000 9,000 moves    50/move

Quality inspection 750,000 6,000 inspections   125/inspection

Cleanup and waste disposal   75,000   250 loads   300/load

Total manufacturing overhead $4,200,000

II.  Actual activity levels required to produce 86 SeaCruiser sailboats 
in April and manufacturing overhead applied:

 Activity  Rate per Unit  Overhead 
Activity (Cost Driver) Required of Activity Applied

Production order preparation  11 orders  $750/order $    8,250

Hull and deck mold setup  86 setups 2,140/setup 184,040

Raw material acquisition 185 receipts   250/receipt 46,250

Material handling 610 moves   50/move 30,500

Quality inspection 340 inspections   125/inspection 42,500

Cleanup and waste disposal  17 loads   300/load    5,100

Total manufacturing overhead applied $316,640

Exhibit 13-11

Activity-Based Costing 

Illustration
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I.  Manufacturing overhead applied on the basis of direct labor hours:
 Assumptions (as modified from Exhibit 13-6):

  Cruisers, Inc., estimates its production level at 1,250 sailboats and 5,000 canoes. The 

canoes are produced fi ve times during the year in production runs of 1,000 canoes.

  Each sailboat requires 240 direct labor hours and each canoe requires 13 direct 

labor hours to complete.

  Overhead is applied at the rate of $14/direct labor hour. (Assumes total overhead 

is now estimated to be $5,110,000.)

  During May 100 sailboats were produced, requiring 24,000 labor hours, and 

1,000 canoes were produced, requiring 13,000 labor hours.

 Calculation of applied overhead:

Sailboats (24,000 direct labor hours � $14/hour). . . . . . . . . . . . . . . .  $336,000

Canoes (13,000 direct labor hours � $14/hour) . . . . . . . . . . . . . . . . .    182,000

Total overhead applied . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $518,000

II. Manufacturing overhead applied using activity-based costing:
(Activity rates calculated in Exhibit 13-11 are used):

Calculation of applied overhead for 100 sailboats:

 Activity  Rate per Unit  Overhead
Activity (Cost Driver) Required of Activity Applied

Production order preparation 13 orders $   750/ order $    9,750

Hull deck and mold setup 103 setups 2,140/ setup 220,420

Raw material acquisition 222 receipts 250/ receipt 55,500

Material handling 732 moves 50/ move 36,600

Quality inspection 408 inspections 125/ inspection 51,000

Cleanup and waste disposal 20 loads 300/ load       6,000

Overhead applied to sailboats     $379,270

 Calculation of applied overhead for 1,000 canoes:

 Activity  Rate per Unit  Overhead
Activity (Cost Driver) Required of Activity Applied

Production order preparation 1 order $   750/ order $       750

Production run setup 1 setup 2,140/ setup 2,140

Raw material acquisition 10 receipts 250/ receipt 2,500

Material handling 50 moves 50/ move 2,500

Quality inspection 1,000 inspections 125/ inspection 125,000

Cleanup and waste disposal 20 loads 300/ load       6,000

Overhead applied to canoes     $138,890

Total overhead applied     $518,160

Exhibit 13-12

Cost Distortion 

Illustration

and Exhibit 13-11, which developed activity-based rates for applying manufacturing 

overhead. Notice in Exhibit 13-12 that a considerable shift takes place in the amount 

of manufacturing overhead applied to sailboats when Cruisers, Inc., moves from a 

single cost driver (direct labor hours) to activity-based costing rates. Using direct labor 

hours, sailboats are assigned $336,000 of the manufacturing overhead and canoes 

receive $182,000, which represents 65 percent and 35 percent of the total $518,000. 
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Business 
on the

Internet

Activity Based Costing Benchmarking Association™ (ABCBA) is an association of companies 

and organizations with activity-based costing interests. The association conducts benchmark-

ing studies to identify practices that improve the overall operations of the members. ABCBA’s 

mission is to identify “best in class” activity-based costing processes, which lead member com-

panies to exceptional performance when implemented. See www.abcbenchmarking.com for 

additional information about the objectives and activities of the association.

Business in 

Practice

ABC and the U.S. Fish and Wildlife Service 

Numerous software providers dot the technology landscape offering activity-based costing/

management (ABC/M) solutions. SAS® is one of the world’s leaders in business analytic soft-

ware, with a goal of providing breakthrough technology to help organizations transform the way 

they do business. SAS compares its ABC/M solution to traditional accounting systems that are 

geared for external reporting, suggesting that SAS activity-based management provides finan-

cial information in a form that mirrors the day-to-day activities of the people, equipment, and 

processes that directly impact an organization’s bottom line. The SAS Web site (www.sas.com) 

presents many descriptions of how SAS activity-based management has helped organizations 

maximize profits, contain costs, and improve operational efficiencies. Following are excerpts 

from the Success Story titled “Getting to Green,” which explains how the U.S. Fish and Wildlife 

Service benefits from activity-based cost management:

Using SAS, the U.S. Fish and Wildlife Service is set to become the first Department of In-

terior agency to meet a mandate designed to help federal agencies make better decisions 

about how to spend taxpayers’ dollars. SAS Activity-Based Management is helping the Fish 

and Wildlife Service better integrate cost and performance data.

 With a $2 billion budget and a mission to conserve, protect and enhance fish, wildlife, 

plants and their habitats for the continuing benefit of the American people, the Fish and 

Wildlife Service delivers this mission at each regional office through five core programs:

• Operation of the National Wildlife Refuge System.

• Restoration of fisheries and conservation of habitat.

• Recovery of threatened or endangered species.

• Conservation of migratory birds and support of state fish and wildlife programs.

• Conservation of international fish and wildlife species.

In the past, budgetary data was viewed only to determine how much money was budgeted for 

specific program expenses and in specific categories, such as equipment, human resources and 

improvements in each area. Unfortunately, this traditional budget perspective does not reveal the 

relationships or strategies that are shared between programs or offices, or the similar types of 

work that each program completes in conjunction with sister programs. Nor does a traditional 

budget compare the costs of similar tasks carried out in different groups or regions. 

 Using SAS software, the agency can track every expense and every hour of work back to 

those individual programs and to hundreds of activities carried out in the various subcategories 

within each program. Now, the Fish and Wildlife Service also can integrate those program costs 

as multiple contributions to products or services delivered to the public. As a result, agency 

leaders can better understand the full cost of business operations and make better assessments 

about acceptable levels of cost for each activity.
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Exhibit 13-12 illustrates how activity-based costing reflects the difference in activity 

required for the production of the more complex sailboats and correspondingly assigns 

$43,270 more, or a total of 73 percent, of the manufacturing overhead cost pool to the 

sailboats produced. This difference is significant for both product lines and has impor-

tant implications when considering how this cost information will ultimately be used 

by the management team at Cruisers to set selling prices, calculate ROI, evaluate the 

performance of the production managers, and more. 

    The advantage of ABC is that it more clearly focuses on the activities causing cost and 

directs management attention to those activities. For example, in analyzing the makeup of 

what appears to be a very high setup cost, management of Cruisers, Inc., might develop 

alternative setup methods that would be less costly. It also might be fruitful to study the 

material acquisition system to try to make that system more efficient or reduce the number 

of times raw materials need to be received. To the extent that management can determine 

cost drivers and understand why and how costs are incurred, the effectiveness of cost 

controls and the efficiency with which the organization operates can be increased.  

  Activity-based management (ABM) is the use of activity-based costing informa-

tion to support the decision-making process. Managers seeking to achieve the broad 

range of organizational objectives encompassed in the value chain use ABM. The ap-

plication of this tool is limited only by the collective imagination of the management 

team and can be relevant to efforts focusing on customer satisfaction, operational 

productivity and efficiency, product or process design, product mix, and profit and 

performance measurement, to name just a few. The extension of ABC to these value 

chain efforts has led to better decisions, and many nonmanufacturing organizations 

such as banks, professional organizations, technology firms, health care providers, 

and the government have realized the benefits of ABC as described in Business in 

Practice—ABC and the U.S. Fish and Wildlife Service. 

7. What does it mean when an activity-based costing system is used? QWhat Does
It Mean?

Answer  on 
page  522

    Demonstration Problem 

 Visit the text Web site at  www.mhhe.com/marshall9e  to view a 
demonstration problem for this chapter. 

    Summary 

 Cost management is the process of using cost information from the accounting system 

to manage the activities of the organization. Accurate and timely cost information is 

critical to the success of the decision-making process. The value chain of the organiza-

tion is the sequence of functions and related activities that adds value for the customer 

over the life of a product or service. Viewing the organization in terms of its value 

chain highlights many questions that must be answered about activities through the 

analysis and management of their cost. 
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520 Part 2 Managerial Accounting

  Cost accumulation is the process of collecting and recording transaction data 

through the accounting system. The total amount of cost accumulated by the system 

is then logically categorized in different ways, such as by production department, 

which is referred to as a cost pool. Cost assignment is the process of attributing an 

appropriate amount of cost in the cost pool to each cost object. Costs can be classi-

fied as direct or indirect, relative to a particular product or activity (a cost object). 

  Cost accounting systems distinguish between product costs and period costs. 

Product costs for a merchandising firm are the costs associated with products held for 

sale. Product costs for a manufacturing firm include raw materials, direct labor, and 

manufacturing overhead. Period costs, such as selling, general, and administrative 

expenses, are reported as expenses in the fiscal period in which they are incurred. 

  Cost accounting systems account for the flow of product costs into Work in Process 

Inventory, the transfer of cost of goods manufactured out of Work in Process Inventory into 

Finished Goods Inventory, and finally to Cost of Goods Sold when the product is sold. One 

of the especially challenging objectives of the cost accounting system is to assign manu-

facturing overhead to products made. The cost of a single unit of product is the sum of the 

costs incurred to produce a quantity of units divided by the number of units produced.  

  The difference between absorption costing and direct (or variable) costing is in the 

accounting for fixed manufacturing overhead. In absorption costing, fixed manufac-

turing overhead is a product cost. In direct (or variable) costing, fixed manufacturing 

overhead is a period cost. 

  The increased significance of overhead costs has led to the development of 

 activity-based costing as a means of more accurately assigning overhead by relating 

costs to the activities that drive them. 

   Key Terms and Concepts 

    absorption costing (p. 513)    A product costing method by which both variable and fixed 

manufacturing costs are included in product costs. 

    activity-based costing (ABC) (p. 515)    The process of accumulating manufacturing overhead 

costs by production support activity (for example, machine setup) and then applying 

manufacturing overhead to production based on the activity required for each job or product. 

    activity-based management (ABM) (p. 519)    Use of activity-based costing information by 

managers to support the decision-making process. 

    cost accounting (p. 494)    A subset of managerial accounting that relates to the accumulation and 

determination of product, process, or service costs. 

    cost accumulation (p. 498)    The process of collecting and recording transaction data through the 

accounting system. 

    cost assignment (p. 498)    The process of allocating an amount of cost to a cost object. 

    cost distortion (p. 516)    A shift in the relative amount of manufacturing overhead costs applied 

to the mix of products produced that occurs because a single cost driver application rate is used 

instead of activity-based costing rates. 

    cost driver (p. 515)    An activity that causes the incurrence of a cost. 

    cost management (p. 496)    The process of using cost information to manage the activities of the 

organization. 

    cost object (p. 498)    Any reference point for which cost is measured. 

    cost pool (p. 498)    Costs that have been accumulated for assignment to a cost object. 

    direct cost (p. 499)    A cost directly related to a product or activity; the cost would not be incurred 

if the product or activity were discontinued. 
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    direct costing (p. 513)    A product costing method in which only variable manufacturing costs are 

included in product cost. Sometimes called variable costing. 

    direct labor (p. 501)    Effort provided by workers who are directly involved in the manufacture of 

a product. 

    equivalent units of production (p. 513)    In a process costing system, the number of units that would 

have been produced if all production efforts during the period had resulted in completed products. 

    Finished Goods Inventory (p. 503)    Inventory account applicable to goods available for sale to customers. 

    indirect cost (p. 499)    A cost that is indirectly related to the product or activity under 

consideration; the cost would continue to be incurred if the product or activity were discontinued. 

    job order costing system (p. 512)    A product costing system used when discrete products, or 

“jobs,” are manufactured. 

    manufacturing overhead (p. 501)    All manufacturing costs except those classified as raw 

materials or direct labor. 

    overapplied overhead (p. 506)    A credit balance in the Manufacturing Overhead account that 

results from applied overhead in excess of actual overhead costs. 

    overhead (p. 501)    Another term for manufacturing overhead. 

    overhead application rate (p. 506)    The rate used to allocate overhead to specific production 

runs. See predetermined overhead application rate. 

    period cost (p. 501)    Noninventoriable costs, including selling, general, and administrative 
expenses, that relate to an accounting period. 

    predetermined overhead application rate (p. 503)    The rate per unit of activity (for example, 

direct labor hour) used to apply manufacturing overhead to work in process. 

    process costing system (p. 512)    A costing system used to accumulate costs for a production 

process that is more or less continuous, frequently involving several departments. 

    product cost (p. 500)    Inventoriable costs including raw materials, direct labor, and manufacturing 

overhead. 

    raw material (p. 500)    The ingredients of a product. 

    Raw Materials Inventory (p. 501)    Inventory account applicable to materials ready for the 

production process. 

    statement of cost of goods manufactured (p. 507)    A supplementary financial statement that 

supports cost of goods sold, which is an element of the income statement. This statement 

summarizes raw material, direct labor, and manufacturing overhead costs during the period. 

    underapplied overhead (p. 506)    A debit balance in the Manufacturing Overhead account that 

results from actual overhead costs in excess of applied overhead. 

    value chain (p. 496)    The sequence of functions (R&D, design, production, marketing, 

distribution, and customer service) and related activities that, over the life of a product or service, 

adds value for the customer. 

    variable costing (p. 513)    A product costing method by which only variable manufacturing costs 

are included in product cost. Sometimes called direct costing. 

    Work in Process Inventory (p. 503)    Inventory account for the costs (raw material, direct labor, 

and manufacturing overhead) of items that are in the process of being manufactured.    

 

 1.   It means that cost accounting provides product cost and inventory value informa-

tion for financial reporting purposes and provides planning, control, and decision-

making information for managerial purposes.  

2.   It means that after costs are collected and recorded (cost accumulation), an under-

standing of cost relationships is necessary to complete the costing process (cost 

assignment) in which an appropriate portion of cost is assigned to a product or 

activity to determine its costs.  

AA N S W E R S  T O

What Does 
It Mean?

mar27068_ch13_494-537.indd   521mar27068_ch13_494-537.indd   521 11/12/09   9:51:24 AM11/12/09   9:51:24 AM



522 Part 2 Managerial Accounting

3.   It means that the cost is either direct material or direct labor incurred in making a 

product; as such, total cost will vary with the quantity of product made.  

4.   It means that these costs are initially recorded as an inventory asset and that when 

the related product is eventually sold, the cost of the product is recognized as cost 

of goods sold.  

5.   It means that a way of assigning these indirect costs to inventory has been devel-

oped and used as a means of including manufacturing overhead in product cost.  

6.   It means that actual overhead incurred during the year is more than overhead applied 

to work in process by using the predetermined overhead application rate because 

actual overhead and/or actual production activity was different from the estimates 

used at the beginning of the year to develop the overhead application rate.   

7.   It means that there has been an extensive effort to refine the method of assigning 

overhead costs to products and processes so cost data are more accurate than was 

the case with earlier cost systems.   

  Self-Study Material 

 Visit the text Web site at  www.mhhe.com/marshall9e  to take a self-study 
quiz for this chapter. 

  Matching     Following are a number of key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter 

for the key term or concept to each definition provided (items 1–14). Note that not all 

key terms and concepts will be used. Answers are provided at the end of this chapter.  

 1.   A product costing method by which only variable manufacturing costs are 

included in product cost.  

 2.   Any reference point for which management wants to measure cost.  

 3.   A supplementary financial statement that supports the cost of goods sold 

figure on the income statement by summarizing raw materials, direct labor, 

and manufacturing overhead costs incurred during the period.  

 4.   Noninventoriable costs, including selling, general, and administrative 

expenses, that relate to an accounting period.  

 5.   The process of allocating an amount of cost to a cost object.  

 6.   The rate used to allocate overhead to specific production runs.  

 a.   Cost accounting  

 b.   Cost management  

 c.   Value chain  

 d.   Cost object  

 e.   Cost pool  

 f.   Cost assignment  

 g.   Direct cost  

 h.   Indirect cost  

 i.   Product costs  

 j.   Period costs  

 k.   Statement of cost of goods manufactured  

 l.   Production standards  

 m.   Raw material  

 n.   Direct labor  

 o.   Overhead  

 p.   Overhead application rate  

 q.   Job order costing system  

 r.   Process costing system  

 s.   Absorption costing  

 t.   Direct (or variable) costing  

 u.   Activity-based costing    
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 7.   A cost incurred because of the product or activity under consideration; the 

cost would not be incurred if the product or activity were discontinued.  

 8.   A product costing method by which both variable and fixed manufacturing 

costs are included in product cost.  

 9.   A product costing system used when discrete products, such as sailboats 

tailored to the buyer’s specifications, are manufactured.  

 10.   Effort provided by workers who are directly involved in the manufacture of 

a product.  

 11.   The sequence of functions (R&D, design, production, marketing, 

distribution, and customer service) and related activities that, over the life 

of a product or service, adds value for the customer.  

 12.   Inventoriable costs including raw materials, direct labor, and manufacturing 

overhead.  

 13.   A cost related to the product or activity under consideration but not 

incurred solely because of the product or activity; the cost would continue 

to be incurred if the product or activity were discontinued.  

 14.   Expected or allotted times and costs to make a product or perform an activity.    

  Multiple Choice    For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter.  

 1.   Overhead is most often applied to production on the basis of 

 a.   direct labor hours.  

 b.   machine hours.  

 c.   raw material usage.  

 d.   number of units made.  

 e.   direct labor costs.     

 2.   An example of a period cost is 

 a.   the salary of a production supervisor.  

 b.   the raw materials used in production.  

 c.   the property taxes on a factory building.  

 d.   advertising and promotion expenditures.  

 e.   none of the above.     

 3.   A job order costing system would probably be appropriate for a firm that produces 

 a.   automobiles.  

 b.   stained glass windows.  

 c.   videocassettes.  

 d.   microcomputers.  

 e.   none of the above.     

 4.   Cost objects can be 

 a.   a product.  

 b.   a service.  

 c.   the machining department.  

 d.   the computer center.  

 e.   all of the above.     
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 5.   Suppose that your accounting textbook is the cost object of concern. The paper 

used to print the textbook is a(n) 

 a.   fixed cost.  

 b.   labor cost.  

 c.   direct cost.  

 d.   indirect cost.  

 e.   period cost.     

 6.   Costs may be both 

 a.   direct and indirect.  

 b.   indirect and fixed.  

 c.   raw material and labor.  

 d.   period and product.  

 e.   none of the above.     

 7.   Sterner Company computes its predetermined overhead application rate using 

direct labor hours as the activity base. Estimated and actual overhead costs and 

direct labor hours for the year were as follows:

  Estimated Actual 

Manufacturing overhead costs . . . . . . . . . . . .  $126,000 $118,020

Direct labor hours . . . . . . . . . . . . . . . . . . . . . .      10,000       9,200

   Based on this information, manufacturing overhead was

  a.    underapplied by $2,100.    d.   overapplied by $5,580.  

    b. underapplied by $3,420.    e.   none of the above.  

  c.   overapplied by $3,420.  

     Use the following data for Questions 8–10.  
  Information obtained from Blue Heron, Inc.’s accounts on December 31 included:

  2010 2009

Raw materials inventory . . . . . . . . . . . . . . . . .  $22,000 $18,000

Work in process inventory . . . . . . . . . . . . . . . .    38,000   26,000

Finished goods inventory  . . . . . . . . . . . . . . . .    66,000   84,000

For the 
Year Ended 
December 
31, 2010

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $420,000

Depreciation, factory  . . . . . . . . . . . . . . . . . . . .  24,000

Direct labor costs  . . . . . . . . . . . . . . . . . . . . . .  76,000

Purchase of raw materials  . . . . . . . . . . . . . . . .  88,000

Advertising expense  . . . . . . . . . . . . . . . . . . . .  20,000

 Note: Assume that actual and applied overhead were equal 

(i.e., not overapplied or underapplied at year-end).   
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 8.   The cost of raw materials used in production for Blue Heron, Inc., in 2010 was

 a.    $22,000.     d.    $106,000.  

 b.   $84,000.     e.    $128,000.  

 c.   $88,000.  

 9.      The cost of goods manufactured for Blue Heron, Inc., in 2010 was

    a. $172,000.    d.    $196,000.  

 b.   $180,000.    e.    $202,000.  

 c.   $192,000.  

 10.      The cost of goods sold for Blue Heron, Inc., in 2010 was  

  a.   $154,000.    d.    $210,000.  

 b.   $190,000.    e.    $214,000.  

 c.   $198,000.  

 Exercises 

         Value chain classifications   Match each of the following cost items with the value 

chain business function where you would expect the cost to be incurred:

Business Function Cost Item Answer

a. Research and development 1. Purchase of raw materials      

b. Design 2. Advertising      

c. Production 3. Salary of research scientists      

d. Marketing 4. Shipping expenses      

e. Distribution 5. Reengineering of product assembly process      

f. Customer service 6. Replacement parts for warranty repairs      

 7. Manufacturing supplies      

 8. Sales commissions      

 9. Purchase of CAD (computer-aided 

    design) software      

 10. Salary of Web site designer     

   Value chain classifications   Match each of the following cost items with the value 

chain business function where you would expect the cost to be incurred:

Business Function Cost Item Answer

a. Research and development 1. Labor time to repair products under warranty      

b. Design 2. TV commercial spots      

c. Production 3. Labor costs of fi lling customer orders      

d. Marketing 4. Testing of competitor’s product      

e. Distribution 5. Direct manufacturing labor costs      

f. Customer service 6. Development of order tracking system for 

   the Internet      

 7. Printing cost of new product brochures      

 8. Hours spent designing childproof bottles      

 9. Training costs for representatives to staff 

    the customer call center      

 10. Installation of robotics equipment in 

    manufacturing plant     

accounting

Exercise 13.1
 LO 2 

Exercise 13.2
 LO 2 
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   Cost classifications   For each of the following costs, check the columns that most 

likely apply (both variable and fixed might apply for some costs). 

   Product    

 Costs Direct Indirect Period Variable Fixed

Wages of assembly-line workers                    

Depreciation of plant equipment                    

Glue and thread                    

Outbound shipping costs                    

Raw materials handling costs                    

Salary of public relations manager                    

Production run setup costs                    

Plant utilities                     

Electricity cost of retail stores                    

Research and development 

  expense                     

   Cost classifications   For each of the following costs, check the columns that most 

likely apply (both variable and fixed might apply for some costs). 

   Product    

 Costs Direct Indirect Period Variable Fixed

Raw materials                     

Staples used to secure packed

  boxes of product                    

Plant janitors’ wages                    

Order processing clerks’ wages                    

Advertising expenses                    

Production workers’ wages                    

Production supervisors’ salaries                    

Salesforce commissions                    

Maintenance supplies used                    

President’s salary                    

Electricity cost for offi ce building                    

Real estate taxes for 

 Factory                     

 Offi ce building                    

   Cost classifications   Aussie Corp. manufactures rugby jerseys for collegiate 

sports teams and sells its merchandise through university bookstores. 

  Required: 
 Identify a specific item in the company’s manufacturing, selling, or administrative 

processes for which the cost would be classified as

a.    raw material.  

b.   direct labor.  

c.   variable manufacturing overhead.  

Exercise 13.3
 LO 3, 4 

Exercise 13.4
 LO 3, 4 

Exercise 13.5
 LO 4 
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d.   fi xed manufacturing overhead.  

e.   fi xed administrative expense.  

f.   fi xed indirect selling expense.  

g.   variable direct selling expense.      

   Cost classifications   College Carriers manufactures backpacks that are sold to 

students for use as book bags. 

  Required: 
 Identify a specific item in this company’s manufacturing, selling, or administrative 

processes for which the cost would be classified as

 a.   raw material.  

b.   direct labor.  

c.   variable manufacturing overhead.  

d.   fi xed manufacturing overhead.  

e.   fi xed administrative expense.  

f.   fi xed indirect selling expense.  

g.   variable direct selling expense.      

   Product costing—various issues   Clay Co. produces ceramic coffee mugs and 

pencil holders. Manufacturing overhead is assigned to production using an application 

rate based on direct labor hours. 

  Required: 
a.    For 2010, the company’s cost accountant estimated that total overhead costs 

incurred would be $420,000 and that a total of 50,000 direct labor hours would 

be worked. Calculate the amount of overhead to be applied for each direct labor 

hour worked on a production run.  

b.   A production run of 400 coffee mugs used raw materials that cost $432 and used 

40 direct labor hours at a cost of $10.00 per hour. Calculate the cost of each 

coffee mug produced.  

c.   At the end of October 2010, 280 coffee mugs made in the production run in part b 

had been sold and the rest were in ending inventory. Calculate (1) the cost of the 

coffee mugs sold that would have been reported in the income statement and (2) the 

cost included in the October 31, 2010, fi nished goods inventory.     

   Product costing—manufacturing overhead   Deckhand Accessories, Inc., 

manufactures women’s boating shoes. Manufacturing overhead is assigned to 

production on a machine-hour basis. For 2010, it was estimated that manufacturing 

overhead would total $974,400 and that 67,200 machine hours would be used. 

  Required: 
 a.   Calculate the predetermined overhead application rate that will be used for 

absorption costing purposes during 2010.  

b.   During May, 11,720 pairs of shoes were made. Raw materials costing $56,936 

were used, and direct labor costs totaled $57,600. A total of 5,680 machine hours 

were worked during the month of May. Calculate the cost per pair of shoes made 

during May.  

Exercise 13.6
 LO 4 

Exercise 13.7
 LO 5 

Exercise 13.8
 LO 5 
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c.   At the end of May, 3,156 pairs of shoes were in ending inventory. Calculate the 

cost of the ending inventory and the cost of the shoes sold during May.     

   Manufacturing overhead—over/underapplied   Checker, Inc., produces 

automobile bumpers. Overhead is applied on the basis of machine hours required 

for cutting and fabricating. A predetermined overhead application rate of $18.50 per 

machine hour was established for 2010. 

  Required: 
 a.   If 12,000 machine hours were expected to be used during 2010, how much 

overhead was expected to be incurred?  

b.   Actual overhead incurred during 2010 totaled $229,400, and 12,200 machine 

hours were used during 2010. Calculate the amount of over- or underapplied 

overhead for 2010.  

c.   Explain the accounting necessary for the over- or underapplied overhead for the 

year.     

   Manufacturing overhead—over/underapplied   LampArt Co. makes specialty 

table lamps. Manufacturing overhead is applied to production on a direct labor hours 

basis. During November, the first month of the company’s fiscal year, $173,250 

of manufacturing overhead was applied to Work in Process Inventory using the 

predetermined overhead application rate of $15 per direct labor hour. 

  Required: 
 a.   Calculate the number of hours of direct labor used during November.  

b.   Actual manufacturing overhead costs incurred during November totaled 

$166,425. Calculate the amount of over- or underapplied overhead for 

November.  

c.   Identify two possible explanations for the over- or underapplied overhead.  

d.   Explain the accounting appropriate for the over- or underapplied overhead at the 

end of November.     

   Manufacturing overhead—multiple application bases   Eddie Lander Tie Co. 

manufactures neckties and scarves. Two overhead application bases are used; some 

overhead is applied on the basis of raw material cost at a rate of 120% of material cost, 

and the balance of the overhead is applied at the rate of $8.00 per direct labor hour. 

  Required: 
 Calculate the cost per unit of a production run of 1,800 neckties that required raw 

materials costing $6,620 and 200 direct labor hours at a total cost of $2,240.   

   Manufacturing overhead—multiple application bases   Staley Toy Co. makes 

toy flutes. Two manufacturing overhead application bases are used; some overhead 

is applied on the basis of machine hours at a rate of $7.50 per machine hour, and the 

balance of the overhead is applied at the rate of 200% of direct labor cost. 

  Required: 
 a.   Calculate the cost per unit of February production of 4,260 toy fl utes that required

  1.   Raw materials costing $2,880.  

Exercise 13.9
 LO 5, 6 

Exercise 13.10
 LO 5, 6 

Exercise 13.11
 LO 5, 6 

Exercise 13.12
 LO 5, 6 
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   2. 108 direct labor hours costing $1,836.  

 3.   180 machine hours.     

b.   At the end of February, 3,930 of these toy fl utes had been sold. Calculate the 

ending inventory value of the toy fl utes still in inventory at February 28.     

   Variable versus absorption costing   Brent, Inc., manufactures wool sweaters. 

Costs incurred in making 55,000 sweaters in August included $330,000 of fixed 

manufacturing overhead. The total absorption cost per sweater was $38.60. 

  Required: 
 a.   Calculate the variable cost per sweater.  

b.   The ending inventory of sweaters was 7,200 units lower at the end of the month 

than at the beginning of the month. By how much and in what direction (higher 

or lower) would cost of goods sold for the month of August be different under 

variable costing than under absorption costing?  

c.   Express the sweater cost in a cost formula.     

   Variable versus absorption costing   Precision Numbers, Inc., manufactures 

pocket calculators. Costs incurred in making 25,000 calculators in April included 

$85,000 of fixed manufacturing overhead. The total absorption cost per calculator 

was $12.50. 

  Required: 
 a.   Calculate the variable cost per calculator.  

b.   The ending inventory of pocket calculators was 1,850 units higher at the end 

of the month than at the beginning of the month. By how much and in what 

direction (higher or lower) would operating income for the month of April be 

different under variable costing than under absorption costing?  

c.   Express the pocket calculator cost in a cost formula.     

 Problems 

   Activity-based costing   MedTech, Inc., manufactures and sells diagnostic equip-

ment used in the medical profession. Its job costing system was designed using an 

 activity-based costing approach. Direct materials and direct labor costs are accumu-

lated separately, along with information concerning four manufacturing overhead cost 

drivers (activities). Assume that the direct labor rate is $25 per hour and that there 

were no beginning inventories. The following information was available for 2010, 

based on an expected production level of 100,000 units for the year:

 Activity  Budgeted Cost Driver Used Cost 
 (Cost Driver) Costs for 2010 as Allocation Base Allocation Rate

Materials handling $1,200,000 Number of parts used $  2.00 per part

Milling and grinding 2,200,000 Number of machine hours 11.00 per hour

Assembly and inspection 1,500,000 Direct labor hours worked 5.00 per hour

Testing  300,000 Number of units tested 3.00 per unit

Exercise 13.13
 LO 8 

Exercise 13.14
 LO 8 

accounting

Problem 13.15
 LO 9 
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  The following production, costs, and activities occurred during the month of August:

 Units  Direct  Number  Machine  Direct
 Produced/Tested Materials Costs of Parts Used Hours Labor Hours

 10,000 $900,000 62,000 18,000 35,000

   Required: 
a.    Calculate the total manufacturing costs and the cost per unit produced and tested 

during the month of August for MedTech, Inc.  

b.   Explain the advantages of the ABC approach relative to using a single 

predetermined overhead application rate based on direct labor hours.  (Note: You 
do not have to calculate the overhead that would be applied for the month of 
August using this alternative method.)      

   Activity-based costing versus traditional overhead allocation methods    

Galvaset Industries manufactures and sells custom-made windows. Its job costing 

system was designed using an activity-based costing approach. Direct materials and 

direct labor costs are accumulated separately, along with information concerning 

three manufacturing overhead cost drivers (activities). Assume that the direct labor 

rate is $20 per hour and that there were no beginning inventories. The following 

information was available for 2010, based on an expected production level of 50,000 

units for the year, which will require 200,000 direct labor hours:

 Activity  Budgeted Cost Driver Used Cost 
 (Cost Driver) Costs for 2010 as Allocation Base Allocation Rate

Materials handling $ 325,000 Number of parts used $ 0.25 per part

Cutting and lathe work 2,340,000 Number of parts used 1.80 per part

Assembly and inspection 5,000,000 Direct labor hours  25.00 per hour

  The following production, costs, and activities occurred during the month of March:

 Units  Direct  Number   Direct
 Produced Materials Costs of Parts Used Labor Hours

 3,800 $142,000 83,600 17,180

   Required: 
 a.   Calculate the total manufacturing costs and the cost per unit of the windows 

produced during the month of March (using the activity-based costing 

approach).  

b.   Assume instead that Galvaset Industries applies manufacturing overhead on 

a direct labor hours basis (rather than using the activity-based costing system 

previously described). Calculate the total manufacturing cost and the cost per 

unit of the windows produced during the month of March.  (Hint: You will need to 
calculate the predetermined overhead application rate using the total budgeted 
overhead costs for 2010.)   

c.   Compare the per unit cost fi gures calculated in parts a and b. Which approach do 

you think provides better information for manufacturing managers? Explain your 

answer.     

Problem 13.16
 LO 9 
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   Variable versus absorption costing   TroutPro Co. manufactures fishing 

equipment. During 2010, total costs associated with manufacturing 35,000 fly-cast 

fishing rods (a new product introduced this year) were as follows:

Raw materials  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $372,500

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  99,000

Variable manufacturing overhead. . . . . . . . . . . . . . . . . . . . . . .  67,500

Fixed manufacturing overhead. . . . . . . . . . . . . . . . . . . . . . . . .  105,000

   Required: 
a.    Calculate the cost per fi shing rod under both variable costing and absorption 

costing.  

b.   If 750 of these fi shing rods were in fi nished goods inventory at the end of 

2010, by how much and in what direction (higher or lower) would 2010 

operating income be different under variable costing than under absorption 

costing?  

c.   Express the fi shing rod cost in a cost formula. What does this formula suggest 

the total cost of making an additional 500 fi shing rods would be?     

   Variable versus absorption costing   Millan, Inc., manufactures digital voice 

recorders. During 2010, total costs associated with manufacturing 208,000 of the new 

MV-5253 model (introduced this year) were as follows:

Raw materials  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $1,788,800

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2,953,600

Variable manufacturing overhead. . . . . . . . . . . . . . . . . . . . .  748,800

Fixed manufacturing overhead. . . . . . . . . . . . . . . . . . . . . . .  707,200

   Required: 
a.    Calculate the cost per recorder under both variable costing and absorption 

costing.  

b.   If 20,400 of these recorders were in fi nished goods inventory at the end of 2010, by 

how much and in what direction (higher or lower) would 2010 cost of goods sold 

be different under variable costing than under absorption costing?  

c.   Express the digital voice recorder cost in a cost formula. What does this formula 

suggest the total cost of making an additional 1,700 recorders would be?     

   Cost of goods manufactured, cost of goods sold, and income statement   
Richards, Inc., incurred the following costs during May:

Raw materials used . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   662,000

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,304,000

Manufacturing overhead, actual. . . . . . . . . . . . . . . . . . . . .  896,000

Selling expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  534,000

Administrative expenses  . . . . . . . . . . . . . . . . . . . . . . . . . .  388,000

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  182,000

Problem 13.17
 LO 8 

Problem 13.18
 LO 8 

Problem 13.19
 LO 4, 5, 7 
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   Required: 
 During the month, 59,625 units of product were manufactured and 54,000 units of 

product were sold. On May 1, Richards, Inc., carried no inventories. On May 31, 

there were no inventories other than finished goods. 

 a.   Calculate the cost of goods manufactured during May and the average cost per 

unit of product manufactured.  

b.   Calculate the cost of goods sold during May.  

c.   Calculate the difference between cost of goods manufactured and cost of goods 

sold. How will this amount be reported in the fi nancial statements?  

d.    (Optional)  Prepare a traditional (absorption) income statement for Richards, Inc., 

for the month of May. Assume that sales for the month were $4,896,000 and the 

company’s effective income tax rate was 35%.     

   Cost of goods manufactured, cost of goods sold, and income statement   
Gravois, Inc., incurred the following costs during June:

Selling expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $158,375

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 283,140

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,065

Manufacturing overhead, actual. . . . . . . . . . . . . . . . . . . . . . . . 204,750

Raw materials used . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 460,980

Administrative expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 123,000

  Required: 
  During the month, 19,500 units of product were manufactured and 11,000 units of 

product were sold. On June 1, Gravois, Inc., carried no inventories. On June 30, there 

were no inventories for raw materials or work in process. 

a.    Calculate the cost of goods manufactured during June and the average cost per 

unit of product manufactured.  

b.   Calculate the cost of goods sold during June.  

c.   Calculate the difference between cost of goods manufactured and cost of goods 

sold. How will this amount be reported in the fi nancial statements?  

d.    (Optional)  Prepare a traditional (absorption) income statement for Gravois, Inc., 

for the month of June. Assume that sales for the month were $1,035,000 and the 

company’s effective income tax rate was 35%.     

   Cost of goods manufactured and cost of goods sold   The following table 

summarizes the beginning and ending inventories of Decatur Manufacturing, Inc., for 

the month of March:

 Feb. 28 Mar. 31

Raw materials  . . . . . . . . . . . . . . . . . . . . . . .  $  53,600 $  44,160

Work in process  . . . . . . . . . . . . . . . . . . . . .  114,080 103,680

Finished goods  . . . . . . . . . . . . . . . . . . . . . .  75,520 67,040

Problem 13.20
 LO 4, 5, 7 

e celx

Problem 13.21
 LO 5, 7 
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       Raw materials purchased during the month of March totaled $198,240. Direct labor 

costs incurred totaled $499,520 for the month. Actual and applied manufactur-

ing overhead costs for March totaled $301,440 and $307,680, respectively. Over/ 

underapplied overhead is written off to cost of goods sold at the end of the year in 

December. 

Required:
 a.   Calculate the cost of goods manufactured for March.  

b.   Calculate the cost of goods sold for March.     

   Cost of goods manufactured, cost of goods sold, and income statement    
Big Thunder Co. incurred the following costs during April:

Raw materials purchased  . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  99,225

Direct labor ($15 per hour) . . . . . . . . . . . . . . . . . . . . . . . . . . .  123,750

Manufacturing overhead (actual)  . . . . . . . . . . . . . . . . . . . . . .  303,175

Selling expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  67,050

Administrative expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  33,075

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  11,490

  Manufacturing overhead is applied on the basis of $37.50 per direct labor hour. 

Assume that overapplied or underapplied overhead is transferred to cost of goods 

sold only at the end of the year. During the month, 7,500 units of product were 

manufactured and 7,950 units of product were sold. On April 1 and April 30, Big 

Thunder Co. carried the following inventory balances:

 April 1 April 30

Raw materials  . . . . . . . . . . . . . . . . . . . . . . . .  $  41,160 $  37,590

Work in process  . . . . . . . . . . . . . . . . . . . . . .  111,720 119,640

Finished goods  . . . . . . . . . . . . . . . . . . . . . . .  88,000 56,320

  Required: 
  a.   Prepare a statement of cost of goods manufactured for the month of April and 

calculate the average cost per unit of product manufactured.  

b.   Calculate the cost of goods sold during April.  

c. Calculate the difference between cost of goods manufactured and cost of goods 

sold. How will this amount be reported in the fi nancial statements?

d.    (Optional)  Prepare a traditional (absorption) income statement for Big Thunder 

Co. for the month of April. Assume that sales for the month were $722,925 and 

the company’s effective income tax rate was 40%.     

 Cases 

   Cost of goods manufactured, cost of goods sold, and income statement    
Determine each of the following missing amounts:

e celx
Problem 13.22
 LO 4, 5, 7 

accounting

Case 13.23
LO 4, 5, 7
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 Firm A  Firm B  Firm C

Beginning raw materials inventory  . . . . . . . . . . . . . . . . .  $  17,000 $    ? $  42,000

Purchases of raw materials during the year  . . . . . . . . . .  ? 96,000 226,000

Raw materials available for use  . . . . . . . . . . . . . . . . . . .  ? 119,000 ?

Ending raw materials inventory  . . . . . . . . . . . . . . . . . . .  12,000 ? 51,000

Cost of raw materials used  . . . . . . . . . . . . . . . . . . . . . .  90,000 101,000 ?

Direct labor costs incurred. . . . . . . . . . . . . . . . . . . . . . .  130,000 ? 318,000

Variable manufacturing overhead applied. . . . . . . . . . . .  ? 34,000 72,000

Fixed manufacturing overhead applied. . . . . . . . . . . . . .  100,000 60,000 ?

Total manufacturing costs incurred  . . . . . . . . . . . . . . . .  370,000 ? ?

Beginning work in process. . . . . . . . . . . . . . . . . . . . . . .  15,000 7,000 19,000

Ending work in process . . . . . . . . . . . . . . . . . . . . . . . . .  25,000 11,000 16,000

Cost of goods manufactured . . . . . . . . . . . . . . . . . . . . .  $    ? 266,000 $    ?

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    ? 410,000 $    ?

Beginning fi nished goods inventory  . . . . . . . . . . . . . . . .  $  30,000 ? 61,000

Cost of goods manufactured . . . . . . . . . . . . . . . . . . . . .  ? 266,000 ?

Cost of goods available for sale . . . . . . . . . . . . . . . . . . .  ? 303,000 761,000

Ending fi nished goods inventory  . . . . . . . . . . . . . . . . . .  50,000 ? 48,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  ?   273,000 ?

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  140,000 ? 198,000

Selling, general, and administrative expenses  . . . . . . . .  68,000 ? ?

Income from operations. . . . . . . . . . . . . . . . . . . . . . . . .  $    ? 32,000 $  89,000

   Product costing—various issues   Custom Granite, Inc., uses an absorption cost 

system for accumulating product cost. The following data are available for the past 

year:

 •   Raw materials purchases totaled $480,000.  

•   Direct labor costs incurred for the year totaled $840,000.  

•   Variable manufacturing overhead is applied on the basis of $12 per direct 

labor hour.  

•   Fixed manufacturing overhead is applied on the basis of machine hours used.  

•   When plans for the year were being made, it was estimated that total fi xed 

overhead costs would be $624,000, and that 48,000 machine hours would be 

used during the year.  

•   The direct labor rate is $20 per hour.  

•   Actual machine hours used during the year totaled 44,000 hours.  

•   Actual general and administrative expenses for the year totaled $640,000.    

 Inventory balances at the beginning and end of the year were as follows:

 Beginning of Year End of Year

Raw materials  . . . . . . . . . . . . . . . . . . .  $  78,000 $  54,000

Work in process  . . . . . . . . . . . . . . . . .  66,000 103,000

Finished goods  . . . . . . . . . . . . . . . . . .  208,000 244,000

 Required: 
  a.   Calculate the predetermined fi xed manufacturing overhead rate and explain how 

it will be used during the year.  

Case 13.24
LO 4, 5, 7
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b.   Draw a graph for fi xed manufacturing overhead showing two lines. The fi rst line 

should illustrate cost behavior and how Custom Granite’s management expects 

total fi xed costs to be incurred for the year. The second line should illustrate 

product costing and how fi xed costs are to be assigned to Custom Granite’s 

production. Comment on your graph.  

c.   Repeat requirement b for variable manufacturing overhead.  

d.   Prepare a T-account for Raw Materials to calculate the cost of raw materials 

used. Explain the relationship between raw material purchased and raw material 

used.  

e.   Calculate the variable manufacturing overhead applied to work in process. 

Could the applied amount of variable overhead differ from the actual amount 

of variable overhead incurred by Custom Granite, Inc., for the year? If so, why 

might this occur?  

f.   Calculate the fi xed manufacturing overhead applied to work in process. 

Could the applied amount of fi xed overhead differ from the actual amount 

of fi xed overhead incurred by Custom Granite, Inc., for the year? Why or 

why not?  

g.   Prepare a T-account for Work in Process to calculate the cost of goods 

manufactured.  

h.   Prepare a T-account for Finished Goods to calculate the cost of goods sold. 

Identify the cost of goods manufactured and  not sold.   
i.   Custom Granite, Inc., estimated that it would use 96,000 machine hours during 

the year, but actual machine hours used totaled 88,000. Refer to the graph you 

prepared in requirement b and explain the implications for the product costing 

system of the 8,000 machine hours that Custom Granite failed to generate during 

the year. What are the implications for Custom Granite’s balance sheet and 

income statement?     

   Financial reporting, manufacturing firm—Internet assignment    Intel 

Corporation  provides access to its annual reports online at  www.intel.com.  The 

annual reports are found in the “About Intel/Investor Relations/Financials and 

Filings” area of its Web site. Locate the following information in the annual reports 

provided for 2008, 2007, and 2006:

1.    From the notes to consolidated fi nancial statements, fi nd the composition of 

the beginning and ending inventory for each of the following accounts: Raw 

Material, Work in Process, and Finished Goods.  

2.   From the consolidated statements of income, fi nd the amount for Cost of Sales.  

3.   From the consolidated balance sheets, fi nd the amount for Inventories.  

4.   From the management’s discussion and analysis, fi nd the overview section that 

explains the Results of Operations.    

 Required: 
  a.   Calculate the cost of goods manufactured for 2008, 2007, and 2006.  

b.   Calculate the total amount of combined cost incurred in 2008, 2007, and 2006 

for raw material, direct labor, and manufacturing overhead.  

c.   From the 2008 “Management’s Discussion and Analysis of Financial Condition 

and Results of Operations,” identify the ratio of cost of sales to net revenue. 

Comment on the overall trend.  

Case 13.25
LO 5, 7
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536 Part 2 Managerial Accounting

d.   Review Chapter 11 if necessary and calculate the inventory turnover and day’s 

sales in inventory for 2008, 2007, and 2006. Comment on the overall trend.     

   Activity-based management—Internet assignment   SAS® is a world leader 

in business analytics software, delivering breakthrough technology to transform the 

way organizations do business. For SAS the mission is to empower organizations 

around the world with superior software, solutions, and services and give them The 
Power to Know®. At  www.sas.com  many activity-based management success stories 

are presented from a variety of firms in different industries. 

 Required: 
  a.   Locate the product information about SAS’s activity-based management 

solution. Read the product overview and write a summary report detailing your 

fi ndings.  

b.   Locate the Success Stories for activity-based management. Choose an 

organization and read its testimonial. Write a summary report describing how 

that organization is using activity-based management.     

  Answers to Self-Study Material 

    Matching: 1. t, 2. d, 3. k, 4. j, 5. f, 6. p, 7. g, 8. s, 9. q, 10. n, 11. c, 12. i, 13. h, 14. l 

    Multiple choice: 1. a, 2. d, 3. b, 4. e, 5. c, 6. b, 7. a, 8. b, 9. a, 10. b     

Case 13.26
LO 9
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14 Cost Planning

   Have you ever defined a personal goal which you deemed so important that you prepared a road-

map to guide you toward your goal? Perhaps your goal was to purchase a new car and the road-

map identified the portion of your paycheck that, given your other current responsibilities, needed 

to be set aside for the initial down payment and subsequent monthly payments. Or perhaps your 

goal involved more than a financial component, such as law school, where an academic roadmap 

was necessary in addition to a financial roadmap. And at the various stages defined in your road-

map did you ask yourself the important question “How well am I doing?” These questions about 

goals, roadmaps and performance, from a business perspective, are presented in Chapters 14 

and 15 as we explore the management planning and control cycle. 

   Planning  is an essential part of the management process, and it represents the initial activity 

in the planning and control cycle (see gray shaded area in the planning and control cycle model). 

A  budget  quantifies financial plans;  budgeting  is the process of financial planning. It involves the 

use of financial accounting concepts because ultimately the results of the organization’s activities 

will be reported in terms of income, cash flows, and financial position—the financial statements. 

Budgeting also involves the use of managerial accounting concepts, especially cost behavior 
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patterns, because the aggregate financial plan of an organization is the sum of all plans for indi-

vidual products and units. 

  Budgets are useful because the preparation of a budget forces management to plan. In 

addition, the budget provides a benchmark against which to compare actual results. 

  The budget preparation process requires communication and coordination of activities 

among the different functional areas of the firm—finance, production, marketing, and human 

resources—if organizational goals are to be aligned. Although it may seem that these benefits 

should be achieved even without a budget, often they are not realized without a budgeting 

process because each functional area gets so wrapped up in its own activities that its impact 

on other functions is overlooked or given secondary significance. When budgets are properly 

developed and administered, they also serve as motivational tools. Operating managers can 

focus on the specific goals that will help them achieve their budget objectives, knowing that their 

success will contribute to the overall success of the firm. 

  A  standard cost  is a unit budget allowance for a single component—material, labor, 

or overhead—of a product or service. Standard costs are used in the planning and control 

processes of manufacturing and service firms that perform repetitive operations in the 

production of goods or performance of services. Although usually associated with manufactur-

ing, standard costs are being used with greater frequency in financial and consumer service 

organizations. 

  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand 

 1.    Cost terminology that relates to the budgeting process.  

 2.   Why budgets are useful and how management philosophy can influence the budget 

process.  

 3.   How alternative budget time frames can be used.  

 4.   The significance of the sales forecast (or revenue budget) to the overall operating budget.  

 5.   How the purchases/production budget is developed.  

 6.   The importance of cost behavior patterns in developing the operating expense budget.  

 7.   Why a budgeted income statement and balance sheet are prepared.  

 8.   How the cash budget is developed.  

 9.   Why and how standards are useful in the planning and control process.  

 10.   How the standard cost of a product is developed.  

 11.   How standard costs are used in the cost accounting system.  
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540 Part 2 Managerial Accounting

       Cost Classifications 
   Relationship of Total Cost to Volume of Activity 

 For planning purposes, it is necessary to review and understand how costs are expected 

to change as the level of planned activity changes. For example, the raw material or 

direct labor requirements will depend on the planned level of production. Similarly, 

the planned level of production will depend on the planned level of sales. Raw mate-

rial and direct labor, as discussed in Chapter 12, are  variable costs  that increase or 

decrease in total with the volume of activity but remain constant when expressed on 

a per unit basis. Many individual items classified within manufacturing overhead or 

selling and administrative costs are variable, and the amount of total cost expected 

will be a function of the amount of cost driver activity. Exhibit 14-1 highlights cost 

classification topics covered in this chapter. 

      Costs such as property taxes, executive salaries, and plant depreciation will not 

change (within the relevant range of activity) with plans for sales and related production 

requirements because these items represent  fixed costs . The idea that a cost is classified 

as a fixed cost does not necessarily suggest that the amount to plan for in the budget will 

not change from year to year. The important point is that fixed costs will not change as 

the volume of activity changes (within the relevant range) but could change as a result of 

the managerial decision-making process as explained in the next section of this chapter. 

  Other costs such as utilities, maintenance, and compensation of salespeople who 

receive a salary plus commission suggest that a certain amount of cost can be expected 

LO 1

 Understand cost 

terminology that relates 

to the budgeting 

process. 

Exhibit 14-1 Cost Classifi cations—The Big Picture

Variable cost Direct cost Product cost Committed cost Differential cost
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Mixed cost

Direct
labor

Controllable cost Sunk cost

Manufacturing
overhead
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Period cost

Selling expenses
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Cost Classifications:
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Chapter 13
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Chapter 13
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Chapters 14 and 15

Decision Making
Chapter 16

[Chapter 14 Topics]
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regardless of the level of activity, but these costs also will change as activity changes. 

These behavior patterns were referred to as  mixed costs  in Chapter 12, and the high–

low method was illustrated as a simple technique for separating the variable and fixed 

components of the mixed cost. Knowing the cost behavior pattern for each line item 

of the operating budget is an essential prerequisite for effective planning. 

   Cost Classification according to a Time 
Frame Perspective 

 Whereas planning for exclusively variable cost items is strictly a function of the 

amount of cost driver activity expected each period, planning for many fixed cost 

items becomes more a function of the time horizon. Fixed costs classified according 

to a time frame perspective are known as  committed costs  and  discretionary costs . 

A committed cost is one that will be incurred to execute long-range policy decisions 

to which the firm has “committed.” Collectively, these  committed cost  investments 

provide the organization with the capacity resources necessary to carry out the basic 

activities along its value chain—R & D, design, production, marketing, distribution, 

and customer service. A  discretionary cost  is one that can be adjusted in the short 

run (usually on an annual basis) as management evaluates the organization’s available 

resources and prioritizes the annual budget requests. Examples include:

 Committed Costs Discretionary Costs
 Salaries of top management Company softball team

 Real estate taxes Public relations

 Advertising (especially for a consumer  Charitable contributions
  products company) Management development programs

 Quality control Internships for college students

 Depreciation Employee tuition reimbursement program

 Insurance Copy machine upgrades

     With respect to committed costs, the control issue for managers is whether the cost is 

appropriate for the value received from the expenditure. On the other hand, when begin-

ning or curtailing discretionary costs, managers do have short-term discretion about the 

level of cost to be incurred. As suggested by the preceding examples, significant nonfi-

nancial considerations also must be thought about with respect to discretionary costs. 

     Budgeting 
   The Budgeting Process in General 

 Many organizations commit substantial time and resources to the budgeting process. 

A useful budget is not prepared in a few hours or a few days; usually several months 

and the efforts of many people are devoted to the process. Once developed, a budget 

is not put on the shelf; it should become a practical tool to help managers accomplish 

the goals that have been established. 

  How the budget is used in an organization will depend on the management philoso-

phy of the organization’s top managers. In a highly structured, autocratically managed 

firm, the budget may be seen as being “carved in stone,” and managers may develop 

dysfunctional practices to avoid being criticized for failing to meet budgeted results. For 

example, the sales force may defer entering customer orders in a month in which the sales 

target has already been achieved, sacrificing customer service levels and sales in order to 

LO 2

 Understand why 

budgets are useful 

and how management 

philosophy can influ-

ence the budgeting 

process. 
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542 Part 2 Managerial Accounting

get a head start on the next month’s quota. Or a manager may commit funds for supplies 

that aren’t really needed in order to use the full budget allowance, on the premise that 

doing so will facilitate justifying a budget allowance of at least an equal amount for the 

next period. These and other budget “games” waste valuable time and resources. 

  The budget should be seen as a guide that reflects management’s best thinking at 

the time it is prepared. However, the plan may have to change if circumstances differ 

from those envisioned when the budget was prepared. Otherwise, large differences be-

tween budgeted amounts and actual amounts may have to be anticipated and accepted. 

The objective of the organization should not be to have actual results equal budgeted 

results; the objective should be to operate profitably, as expressed and measured by 

rate of return, growth in profits, market share, levels of service, and other metrics that 

reflect the mission and strategy of the organization. 

  Management philosophy is reflected in whether the budget is prepared using  top-
down budgeting  (an authoritarian approach) or an interactive, participative approach 

in which lower-level managers provide significant input to the budgeting process. One 

approach is not necessarily better than the other in all situations. The  participative 
budgeting  approach should result in lower-level managers identifying more closely 

with the budget objectives; but there may be times, as when a firm is under heavy 

pressure to survive, that dictated objectives are appropriate. 

  The beginning point for most budgets is the actual performance for the current 

period. The manager first determines what the revenues and/or costs have been re-

cently and then adjusts these amounts for changes that are expected to occur in the 

next period. The disadvantage of this incremental approach is that inefficiencies in the 

present way of doing things tend to be carried into the future.  Zero-based budgeting  

is a technique that became popular in the 1970s. Zero-based budgeting involves iden-

tifying and prioritizing the activities carried out by a department, determining the 

costs associated with each, and then authorizing for the future only those activities that 

satisfy certain priority constraints. Some firms and organizations—especially govern-

mental and social service agencies—embarked on a zero-based budgeting program but 

discontinued it because of the heavy administrative and paperwork burdens it required. 

An alternative zero-based approach used by some organizations involves determining 

budget estimates by showing the details of all line item amounts to be expended, rather 

than just showing increments from the current period’s budget or actual results. 

1. What does it mean to have a participative budgeting process?QWhat Does
It Mean?
Answer  on 
page  564

     The Budget Time Frame 

 Budgets can be prepared for a single period or for several periods. A  single-period 
budget  for a fiscal year would be prepared in the months preceding the beginning of 

the year and used for the entire year. The disadvantage of this approach is that some 

budget estimates must be made more than a year in advance. For example, a firm 

operating on a calendar year basis will prepare its 2010 budget during the last few 

months of 2009; November and December 2010 activities are being planned before 

actual results for those months of 2009 are known. 

LO 3

 Understand how 

alternative budget time 

frames can be used. 
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  A multiperiod or  rolling budget  involves planning for segments of a year on a re-

petitive basis. For example, in a three-month/one-year rolling budget, a budget for each 

quarter of 2010 will be prepared late in 2009. During the first quarter of 2010, a budget 

for the next four quarters will be prepared. This will be the second budget prepared for 

each of the last three quarters of 2010 and the first budget for the first quarter of 2011. 

This process will continue each quarter, as illustrated in Exhibit 14-2. 

    The advantage of such a  continuous budget  is that the final budget for any quar-

ter should be much more accurate because it has been prepared more recently. The 

obvious disadvantage to this process is the time, effort, and cost required. However, in 

a rapidly changing environment, the benefit of a budget that requires frequent assess-

ment of the organization’s plans may be worth the cost. The multiperiod budget can 

be prepared with any reporting frequency that makes sense for the organization and 

for the activity being budgeted. Thus, full financial statements may be budgeted on a 

six-month/one-year cycle, but cash receipt and disbursement details may be budgeted 

on a one-week/four-week cycle, or even a daily/one-week/four-week cycle (i.e., every 

day a budget by day for the next several days is prepared, and every week a budget by 

week for the next four weeks is prepared). 

2. What does it mean to have a rolling or continuous budget? QWhat Does
It Mean?

Answer  on 
page  564

   The Budgeting Process 

 The first step in the budgeting process is to develop and communicate a set of broad 

assumptions about the economy, the industry, and the organization’s strategy for the 

2009 2010 2011 2012

Single-period
budget (full year
by month)

Budget
for 2010
prepared

Budget
for 2011
prepared

Budget
for 2012
prepared

Q4-2009 Q1-2010 Q2-2010 Q3-2010 Q4-2010 Q1-2011

Rolling budget
(full year by
quarter)

Budget
for 2010
by quarter
prepared

Budget
for last
three
quarters
of 2010
and first
quarter
of 2011
prepared

Budget
for last
two quarters
of 2010
and first
two quarters
of 2011
prepared

Budget
for last
quarter
of 2010
and first
three quarters
of 2011
prepared

Budget
for 2011
by quarter
prepared

Exhibit 14-2

Budget Time Frames
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budget period. This is frequently done by planners and economists and is approved 

by top management. These assumptions represent the foundation on which the action 

plans for the budget period are built. 

  The  operating budget , sometimes called the  master budget , is the operating plan 

expressed in financial terms; it is made up of a number of detailed budgets, such as 

 The sales/revenue budget (or forecast). 

  The purchases/production budget. 

  The cost of goods sold budget. 

  The operating expense budget. 

  The income statement budget. 

  The cash budget. 

  The balance sheet budget. 

  The key to every budget is the forecast of “activity” that is expected during the bud-

get period. This is usually a sales or revenue forecast developed using an estimate of the 

physical quantity of goods or services to be sold, multiplied by the expected selling price 

per unit. Merchandising firms may develop a sales forecast using expected revenues from 

groups of products. Commodity processing firms may forecast expected activity (e.g., 

bushels of corn to be processed) because revenues are based on the commodity price plus 

a “spread” or markup, and the commodity price can fluctuate widely. Service organiza-

tions forecast expected activity based on the expected number of clients to be served 

and the quantity of service likely to be required by each client. Based on these activity 

measures and an anticipated revenue per service, total revenues can be estimated. 

  The sales forecast is the most challenging part of the budget to develop accurately 

because the organization has little or no control over a number of factors that influ-

ence revenue-producing activities. These include the state of the economy, regulatory 

restrictions, seasonal demand variations, and competitors’ actions. A variety of com-

puterized tools, including regression analysis and forecasting models, are available 

to assist in developing the sales forecast. The past experience of managers provides 

valuable input to the forecast. Information provided by the sales force and market re-

search studies is also important. The firm’s pricing policies, advertising effectiveness, 

and production capacity also may be considered. But in the final analysis, the sales 

forecast is only an educated guess resulting from a great deal of effort. Although the 

rest of the budgeting process flows from it, managers must remember that variations 

from the sales forecast will occur, and good managers will be prepared to respond 

quickly to those variations. 

  Once the sales forecast has been developed, the other budgets can be prepared 

because the items being budgeted are a function of sales (or a similar measure of 

activity). For example, the quantity of product to purchase or manufacture depends 

on planned sales and desired inventory levels. Selling expenses will be a function of 

sales, and other operating expenses depend on quantities purchased (or manufactured) 

and sold. After revenues and expenses have been forecast, an income statement can 

LO 4

 Understand the sig-

nificance of the sales 

forecast to the overall 

operating budget. 
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be completed. Next the cash budget (or projected statement of cash flows) can be 

prepared, given the budgeted operating results and plans for investing and financing 

activities. Finally, by considering all of these expectations, a balance sheet as of the 

end of the period can be prepared. This hierarchy of budgets is illustrated in Exhib-

its 14-3 and 14-4. An overview of the overall operating budget is presented in Exhibit 

14-3 to illustrate the sequencing dependencies in the budget development process. 

Exhibit 14-4 illustrates the way each budget relates to the income statement and bal-

ance sheet and illustrates their effect on the horizontal model. Keep in mind that the 

key assumption in the entire budgeting process is the sales forecast. 

3. What does it mean to say that the key to the entire budget (e.g., the sales budget) 

is the forecast of operating activity? QWhat Does
It Mean?

Answer  on 
page  564

Manufacturing
Overhead
Budget

Direct
Labor
Budget

Raw
Materials
Budget

Production
Budget

(Manufacturer)

Purchases
Budget

(Merchandiser)

Sales Budget

Cost of Goods Sold
Budget

Operating Expense
Budget

Budgeted Income Statement

Budgeted Statement of Cash Flows

Budgeted Balance Sheet

or

Exhibit 14-3

Overview of the 

Operating Budget 

Development Sequence
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Budgets 
(in Order of 
Preparation)

Balance Sheet Income Statement

Explanation Assets � Liabilities � Owners’ equity ← Net income � Revenues � Expenses

1. Sales forecast

2.  Purchases/ 

 production

3.  Operating 

 expenses

4.  Budgeted income 

 statement

5.  Cash:

 (Operating)

 (Investing)

  (Financing)

6. Budgeted balance 

   sheet

� Cash
�  Accounts

Receivable
� Inventories

� Inventories � Accounts Payable
� Cash

� Cash �  Other Accrued
Liabilities

�   Accumulated
Depreciation

  �  Retained
Earnings

�/� Cash �/�  Accounts
�/�  Accounts     Payable

Receivable �/� Other Accrued
�/� Inventories      Liabilities
�/� Cash
�/�   Plant and

Equipment

�/� Cash �/�  Long-term � Capital Stock
Debt � Dividends

  � Treasury Stock
                             

    Assets    �    Liabilities     � Owners’ equity

 �  Revenues � Cost of
 (i.e., sales)   Goods Sold

  � Operating
   Expenses

   � Depreciation
          Expense  

   ← Net income � Revenues � Expenses   

Assets are increased by 

the difference between 

sales and cost of goods 

sold.

Purchase/production of 

inventory requires the use 

of cash and/or incurrence 

of a liability.

Examples include wages, 

utilities, rent, insurance, 

advertising, and research 

and development.

Summarizes the income 

statement effects caused 

by the above budgets.

Includes effects caused by 

the above budgets (i.e., 

cash sales and payments 

for operating expenses) 

and all other anticipated 

effects on cash. Broken 

down by categories to 

facilitate the preparation of 

a budgeted statement of 

cash fl ows, if desired.

A detailed balance sheet 

is prepared based on the 

results of all other budgets.

Exhibit 14-4 Hierarchy of Budgets and Financial Statement Relationships

5
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 Chapter 14 Cost Planning 547

       The Purchases/Production Budget 

 Recall that the following model was used to determine cost of goods sold under a 

periodic inventory system: 

Beginning inventory   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $

Add: Purchases   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .          

Goods available for sale   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $   

Less: Ending inventory   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (    )  

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $     

  By changing dollars to physical quantities, the same model can be used to de-

termine the quantity of merchandise to be purchased or manufactured. The captions 

change slightly, and the model would be revised as follows: 

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . .   units

Add: Purchases (or production) . . . . . . . . . . . . . . . . . . .                units

Goods available for sale   . . . . . . . . . . . . . . . . . . . . . . . .   units

Less: Ending inventory   . . . . . . . . . . . . . . . . . . . . . . . . .   (           ) units

Quantity of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . .                units

 To use the model, first enter the beginning and ending inventory quantities based on 

the firm’s inventory management policies and the quantity of goods sold from the 

sales forecast. The goods available for sale amount in units is calculated by working 

from the bottom up (the quantity of goods sold is added to ending inventory), and then 

beginning inventory is subtracted from goods available for sale to get the purchase or 

LO 5

 Understand how the 

purchases/production 

budget is developed. 

Calculations involving inventory accounts are sometimes easier to understand when viewed 

graphically. The key to understanding inventory is to think of “goods available” by looking at 

where those goods available come from and where they end up. Goods available come from 

two sources: beginning inventory and goods purchased (or produced) during the period. 

Goods available end up being sold or left unsold as ending inventory. Knowing any three 

of these components allows you to solve for the remaining item. This concept is illustrated 

here:

Goods
Available
for Sale

� �

Purchases (or
Production)

Beginning
Inventory

Ending
Inventory

Cost (or
Quantity) of
Goods Sold

Study

Suggestion
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548 Part 2 Managerial Accounting

production quantity. Of course, the model could be rearranged to permit calculation of 

the purchase or production quantity in a traditional equation format: 

Purchases 
or 

production
 � 

Quantity 
sold  � 

Beginning 
inventory  � 

Ending 
inventory

  A firm’s inventory management policies should recognize the average lead time 

to receive or make finished goods and/or raw materials. Likewise, these policies will 

ordinarily provide an allowance for forecast errors. For example, a finished goods 

inventory policy might be to have a desired ending inventory equal to 1.4 times the 

quantity expected to be sold in the subsequent month (or period). Remember that one 

period’s ending inventory is the next period’s beginning inventory. The beginning in-

ventory for the first budget period could be estimated using the firm’s inventory policy 

or the estimated ending inventory of the current period. 

  The results of the production and purchases budget model will frequently be ad-

justed to reflect production efficiencies or appropriate order quantities. For example, 

if the production budget calls for significantly different quantities of production each 

month for several months, management may elect to plan a constant production level 

and ignore the ending inventory policy because the benefits of production efficien-

cies are greater than the costs of carrying inventory. Likewise, if the purchases budget 

indicates that 38,400 units of raw material should be purchased but standard shipping 

containers contain 2,000 units each, the actual quantity ordered will be either 38,000 or 

40,000 units. Inventories will absorb the difference between the budget calculation and 

the practical order quantity. Remember that in most cases, the budget calculations result 

in a guide to action; they do not produce absolute amounts to be followed at all costs. 

  To complete a budgeted income statement, physical quantities developed in the 

model must be converted to dollars. This conversion is done by multiplying the cost 

of a unit by the budgeted quantity for each element of the model. (Standard costs, dis-

cussed later in this chapter, and the use of spreadsheet software facilitate this task.) 

  When the number of units to be produced is known, the quantity of each raw ma-

terial input to be purchased would be forecast using the same model. Of course, the 

quantity of each raw material used per unit of production must be substituted into the 

model, as follows: 

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . .   units

Add: Purchases (or production) . . . . . . . . . . . . . . . .                units

Raw materials available for use  . . . . . . . . . . . . . . . .   units

Less: Ending inventory. . . . . . . . . . . . . . . . . . . . . . .  (           ) units

Quantity of materials used in production  . . . . . . . . .                units

 Exhibit 14-5 illustrates the development of a manufacturing firm’s production budget 

and raw materials purchases budget to support the budgeted level of production. A 

merchandising firm’s purchases budget would be similar to a manufacturer’s produc-

tion budget. The computations involved are not complex, but they are numerous, and 

computer applications are widely used in the process. 

    If quantity forecast data are not desired because the cost of using the preceding 

approach is greater than its benefit, the approach can be easily modified to provide a 

dollar amount forecast for purchases or production. This is accomplished by using the 

complement of the budgeted gross profit ratio to calculate budgeted cost of goods sold. 

Beginning and ending inventories can be expressed as a function of budgeted cost of 
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I. Assumptions:
 A. Sales forecast in units per month:

 January 10,000 units

 February 12,000 units

 March 15,000 units

 April 11,000 units

 B. Inventory policy:

      Finished goods ending inventory should equal 1.4 times the subsequent month’s forecast sales. Raw 

materials ending inventory should equal 50% of the subsequent month’s budgeted raw material usage.

 C. Three pounds of raw materials are required for each unit of fi nished product.

II. Production budget calculations:
 A. Ending inventory of fi nished goods required:

  December January February March

Ending inventory units required (1.4 � 

 sales forecast for subsequent month) . . . . . . .  14,000 16,800 21,000 15,400

 B.  Production budget using the cost of goods sold model (assuming that December 31 inventory is equal 

to that required by the fi nished goods inventory policy):

    January February March

Beginning inventory (units)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  14,000 16,800 21,000

Add: Production (units) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    ?     ?     ?  

Goods available for sale (units) . . . . . . . . . . . . . . . . . . . . . . . . . .    ?     ?     ?

Less: Ending inventory (units) . . . . . . . . . . . . . . . . . . . . . . . . . . .  (16,800) (21,000) (15,400)

Quantity of goods sold (units) . . . . . . . . . . . . . . . . . . . . . . . . . . .  10,000 12,000 15,000

By working from the bottom up, the quantity of goods 

 available for sale is calculated fi rst, and then beginning 

 inventory is subtracted from goods available for sale to 

 get production in units of  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  12,800 16,200   9,400

(continued)

 Production Budget and Raw Materials Purchases Budget Illustration Exhibit 14-5

goods sold, and the dollar amount of budgeted purchases can then be determined. This 

process is illustrated in Exhibit 14-6. 

        The cost of goods manufactured budget will include budgeted amounts for direct 

labor and manufacturing overhead. Determining these budget amounts frequently 

involves the use of a standard cost system (discussed later in this chapter), which is 

based on an analysis of the labor and overhead inputs required per unit of product. 

  Many manufacturing firms increase the accuracy of their cost of production and 

cost of goods sold forecasts by using the contribution margin model for manufactur-

ing costs. (Note that in a merchandising firm, the cost of goods sold is a variable 

expense.) Variable costs of manufacturing (raw materials, direct labor, and vari-

able overhead) are determined, and the variable cost ratio (variable manufacturing 

costs as a percentage of selling price) is calculated. This ratio is then used instead 

of the cost of goods sold ratio, as illustrated in Exhibit 14-6. Fixed manufacturing 

expenses are budgeted separately because they are not a function of the quantity 

produced or sold. 
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550 Part 2 Managerial Accounting

III. Raw materials purchases budget calculations:

    January February March

A. Quantity of raw material used each month to produce 

the number of units called for by the production budget 

(3 pounds of raw materials per unit of fi nished product)  . . . . . . .  38,400 48,600 28,200

B. Ending inventory required (equal to 50% of next month’s 

usage in pounds) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  24,300 14,100        *

C. Purchases budget using cost of goods sold model with known data (assuming that December 31 

inventory is equal to that required by the raw materials inventory policy):

    January February

Beginning inventory (pounds)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  19,200 24,300

Add: Purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .            ?           ?

Raw materials available for use (pounds). . . . . . . . . . . . . . . . . . . . .           ?           ?

Less: Ending inventory (pounds) . . . . . . . . . . . . . . . . . . . . . . . . . . .  (24,300) (14,100)

Quantity of materials used (pounds)  . . . . . . . . . . . . . . . . . . . . . . . .  38,400 48,600

By working from the bottom up, the quantity of raw materials 

available for use is calculated fi rst, and then beginning inventory 

is subtracted from  raw materials available for use to get 

purchases in pounds of . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  43,500 38,400

Note that the purchases budget for March cannot be established until the sales budget for May is available because 

the inventory of fi nished goods at the end of March is a function of April production requirements.

*Won’t be known until the April production budget is established.

Exhibit 14-5 (concluded)

   The Cost of Goods Sold Budget 

 The cost of goods sold budget summarizes changes in the Merchandise Inventory 

account for the merchandising firm and changes in the Finished Goods Inventory ac-

count for the manufacturing firm as indicated by the results of the sales budget, the 

purchases/production budget, and the required ending inventory levels determined by 

management. For the merchandising firm, the cost of goods available for sale is deter-

mined by adding the beginning merchandise inventory and the purchases planned in 

the purchases budget. Ending inventory requirements are then subtracted from goods 

available for sale to calculate the budgeted cost of goods sold. This process is identi-

cal for the manufacturing firm except the merchandising firm has purchases and the 

manufacturing firm has the cost of goods manufactured as determined by the budgeted 

costs of each component of the production budget—the raw materials budget, the di-

rect labor budget, and the manufacturing overhead budget. 

   The Operating Expense Budget 

 The cost behavior patterns of selling, general, administrative, and other operating 

expenses are determined, and these expenses are budgeted accordingly. For example, 

sales commissions will be a function of the forecast of either sales dollars or units. The 

historical pattern of some expenses will be affected by changes in strategy that manage-

ment may plan for the budget period. In a participative budgeting system, the manager 

of each department or cost responsibility center will submit the anticipated cost of the 

LO 6

 Understand the 

importance of cost 

behavior patterns 

in developing the 

operating expense 

budget. 
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I. Assumptions:
 Sales forecast as shown below.

 Gross profi t ratio budgeted at 30%.

 Ending inventory planned to be 80% of next month’s cost of goods sold.

II. Required:
 Calculate the budgeted purchases for April, May, and June.

III. Budget calculations:

  March April May June July

Sales forecast  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $75,000 $55,000 $70,000 $80,000 $90,000

Cost of goods sold (Sales � (1 � 0.3))  . . . . . . . . . . .  52,500 38,500 49,000 56,000 63,000

Ending inventory (equal to 80% of next month’s 
 cost of goods sold)  . . . . . . . . . . . . . . . . . . . . . . . .    30,800   39,200   44,800   50,400              

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . .   $30,800 $39,200 $44,800

Add: Purchases. . . . . . . . . . . . . . . . . . . . . . . . . . . . .         ?            ?            ?     

Goods available for sale. . . . . . . . . . . . . . . . . . . . . . .   $    ?      $    ?      $    ?     

Less: Ending inventory. . . . . . . . . . . . . . . . . . . . . . . .     (39,200)   (44,800)   (50,400)

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . .   $38,500 $49,000 $56,000

By working from the bottom up, the amount of 

 goods available for sale is calculated fi rst, and 

 then beginning inventory is subtracted from 

 goods available for sale to get purchases of. . . . . .   $46,900 $54,600 $61,600

 Budgeted Purchases Using the Gross Profi t Ratio Exhibit 14-6

department’s planned activities, along with descriptions of the activities and explana-

tions of significant differences from past experience. After review by higher levels of 

management, and perhaps negotiation, a final budget will be established. Exhibit 14-7 

illustrates the significance of cost behavior patterns on the operating expense budget. 

      Operating managers have a natural tendency to submit budget estimates that are 

slightly higher than what the costs are really expected to be. This practice gives the 

manager some  budget slack  for contingencies or cost increases that may not have been 

anticipated. Adding budget slack or “padding the budget” can result in a significantly mis-

leading budget for the organization as a whole. In spite of budget managers’ pleas and/

or threats that padding be eliminated, the practice probably continues in virtually all or-

ganizations. Some budget managers deal with the problem by judgmentally reducing the 

grand total of all departmental expense budgets when the company budget is prepared. 

   The Budgeted Income Statement 

 The sales forecast, cost of goods sold budget, and operating expense budget data are 

used by management accountants to prepare a budgeted income statement. This proc-

ess is complex but necessary if the anticipated overall results of the budget period are 

to be evaluated in a meaningful way. 

  In many cases, if the budgeted income statement shows unacceptable results, top 

management will request that operating departments review their budget proposals 

and make appropriate adjustments so that profitability goals can be achieved. 

LO 7

Understand why a 

budgeted income 

statement is prepared.
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552 Part 2 Managerial Accounting

   The Cash Budget 

 The cash budget is very much like a budgeted statement of cash flows, but with a 

relatively short time frame. The financial manager must be able to anticipate short-

term borrowing requirements because arrangements for borrowing must be made in 

advance of the date the cash is needed. When considering a loan proposal, the bank 

lending officer will want to know how much cash will be needed, how soon it will be 

needed, and when the borrower expects to repay the loan. A potential borrower who 

cannot answer these questions because a cash budget has not been prepared may be 

denied an otherwise reasonable loan request or may be charged a higher interest rate 

because of the perceived risk caused by these uncertainties. The financial manager 

also must know when temporarily excess cash is available for investment and when it 

will be needed, so that cash can be invested to earn interest income. 

  A number of assumptions about the timing of cash receipts and disbursements 

must be made when the cash budget is prepared. For example, how long after the sale 

will an account receivable be collected? The days’ sales in receivables statistic will 

help answer this question. Again, the sales forecast comes into play. For example, 

LO 8

Understand how 

the cash budget is 

developed.

I. Assumptions:
  January February March

Sales units . . . . . . . . . . . . . . . . . . . . . . . . .    10,000   12,000   15,000

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . .  $50,000 $60,000 $75,000

II. Budget calculations:

 Variable 
 Activity Rate January February March

Selling expenses:

 Variable selling expenses:

  Sales commissions   . . . . .  5% of sales . . . . .  $  2,500 $  3,000 $  3,750

  Delivery expense  . . . . . . .  $0.25 per unit . . .  2,500 3,000 3,750

  Marketing promotions. . . .  $0.50 per unit . . .  5,000 6,000 7,500

  Bad debt expense . . . . . .  1% of sales . . . . .         500        600         750

Total variable expense . . . . . . . . . . . . . . . . . . . . . . .  $10,500 $12,600 $15,750

 Fixed selling expenses:

  Sales salaries   . . . . . . . . . . . . . . . . . . . . . . . . .  $  2,000 $  2,000 $  2,000

  Advertising   . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,000 3,000 3,000

  Depreciation   . . . . . . . . . . . . . . . . . . . . . . . . . .  960 960 960

  Other fi xed expenses    . . . . . . . . . . . . . . . . . . .         520        520        520

Total fi xed expense   . . . . . . . . . . . . . . . . . . . . . . . .  $  6,480 $  6,480 $  6,480

Total selling expense    . . . . . . . . . . . . . . . . . . . . . . .  $16,980 $19,080 $22,230

Administrative expenses:

  Administrative salaries    . . . . . . . . . . . . . . . . . . . .  $  5,000 $  5,000 $  5,000

  Facility expense   . . . . . . . . . . . . . . . . . . . . . . . . .  8,000 8,000 8,000

  Depreciation. . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,680 1,680 1,680

  Property taxes . . . . . . . . . . . . . . . . . . . . . . . . . . .  300 300 300

  Other fi xed expenses   . . . . . . . . . . . . . . . . . . . . .         480        480        480

Total administrative expense    . . . . . . . . . . . . . . . . .  $15,460 $15,460 $15,460

Budgeted operating expense. . . . . . . . . . . . . . . . . .  $32,440 $34,540 $37,690

Exhibit 14-7

Operating Expense 

Budget
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assume that, based on past experience, the entity expects that 25 percent of a month’s 

sales will be collected in the month of sale, 60 percent will be collected in the month 

following the month of sale, and 12 percent will be collected in the second month 

following the month of sale. (The last 3 percent will be collected over several months 

but is ignored in the budgeting process because of its relatively small amount and 

uncertain collection pattern. Some of these accounts may eventually be written off as 

uncollectible.) A cash receipts analysis for March and April might look like this: 

 January February March April

Sales forecast  . . . . . . . . . . . . . . . . . . . . . . . .  $50,000 $60,000 $75,000 $55,000

Collections:

 25% of current month’s sales   . . . . . . . . . .    $18,750 $13,750

 60% of prior month’s sales   . . . . . . . . . . . .    36,000 45,000

 12% of second prior month’s sales  . . . . . .        6,000     7,200

  Total collections    . . . . . . . . . . . . . . . . . .    $60,750 $65,950

 If this cash receipts forecast were being made in late December for the next four 

months, collections of sales made prior to January probably would be based on an 

estimate of when the accounts receivable at the end of December would be collected.

This approach, and an alternative format for the cash receipts forecast analysis, would 

look like this: 

 January February March April

Sales forecast  . . . . . . . . . . . . . . . . . . . . . . . .  $50,000 $60,000 $75,000 $55,000

Collections:

From December 31 accounts 

 receivable of $68,423 

 (amounts assumed) . . . . . . . . . . . . . . . . . .  $38,000 $25,000 $  3,000 $  1,000

From January sales . . . . . . . . . . . . . . . . . . . .  12,500 30,000 6,000

From February sales  . . . . . . . . . . . . . . . . . . .   15,000 36,000 7,200

From March sales  . . . . . . . . . . . . . . . . . . . . .    18,750 45,000

From April sales. . . . . . . . . . . . . . . . . . . . . . .                                              13,750

  Total collections . . . . . . . . . . . . . . . . . . . . .  $50,500 $70,000 $63,750 $66,950

 Note that the difference between the budgeted cash receipts for March and April in the 

two formats is the estimated collections of December 31 accounts receivable. Even though 

the estimated collections from sales occur over three months, the estimated collections of 

December 31 accounts receivable are more realistically spread over a longer period, and 

it has been recognized that not all of the receivables are likely to be collected. 

  It should be apparent that the keys to an accurate cash receipts forecast are the 

accuracy of the sales forecast and the accuracy of the collection percentage estimates. 

The actual calculation is clearly an ideal computer spreadsheet application. 

  On the cash disbursement side, the payment pattern for purchases must be de-

termined. If suppliers’ terms are 2/10, net 30, the financial manager will assume that 

two-thirds of a month’s purchases will be paid for in the same month as the purchase, 

and one-third will be paid for in the subsequent month. The format of the analysis of 

payments of accounts payable will be similar to that illustrated for cash receipts. As 

was the case for the cash receipts forecast, the accuracy of the cash payments forecast 

is a function of the accuracy of the sales forecast and the payment pattern estimates. 

(Remember that the sales forecast impacts the finished goods budget and the raw ma-

terials purchases budget. Therefore, cash disbursements also will be impacted by the 
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sales forecast.) A cash disbursements forecast for purchases budgeted for the months 

of April through June as calculated in Exhibit 14-6 would look like this: 

 April May June

Purchases forecast  . . . . . . . . . . . . . . . . . . .  $46,900 $54,600 $61,600

Payments:

 From March purchases  . . . . . . . . . . . . . .  $13,766

 From April purchases. . . . . . . . . . . . . . . .  31,267 $15,633

 From May purchases . . . . . . . . . . . . . . . .   36,400 $18,200

 From June purchases  . . . . . . . . . . . . . . .                                41,067

  Total payments. . . . . . . . . . . . . . . . . . .  $45,033 $52,033 $59,267

  In addition to the payments for purchases, a number of other cash disbursements 

must be estimated. For example, the frequency with which the company pays its 

employees will be related to projected payroll expense to determine this significant 

disbursement. All other operating expense outlays need to be included in cash disburse-

ments. Capital expenditure plans and anticipated dividend payments will also have to 

be considered. Of course, projected depreciation and amortization expenses are ignored 

in cash budgeting because these are not expenses requiring a cash disbursement. 

  Once the assumptions about the timing of cash receipts and disbursements have 

been made, the preparation of the cash budget is a straightforward process. Budgeted 

cash receipts are added to the beginning cash balance, budgeted disbursements are sub-

tracted, and a preliminary ending balance is determined. The organization will have an 

established minimum cash balance to be maintained. This “inventory” of cash serves 

the same purpose as an inventory of product; it is a cushion that can absorb forecast 

errors. If the cash forecast indicates a preliminary balance that is less than the desired 

minimum, temporary investments must be liquidated or a loan must be planned to bring 

the forecast balance up to the desired level. If the preliminary balance is greater than 

the minimum desired working balance, the excess is available for repayment of loans 

or for investment. The cash budget will be prepared for monthly periods at least; many 

organizations forecast cash flows on a daily basis for a week or two, and then weekly 

for a month or two, so optimum cash management results can be achieved. Exhibit 14-8 

illustrates a cash budget format and shows sources of the budget amounts. 

     The Budgeted Balance Sheet 

 The impact of all of the other budgets on the balance sheet is determined, and a 

budgeted balance sheet is prepared. This hierarchy is illustrated in Exhibits 14-3 and 

14-4. For example, the production and purchases budgets include inventory budget 

estimates. The operating expense budget is the source of the depreciation and amor-

tization impact on the balance sheet. The budgeted income statement indicates the 

effect of net income or loss on retained earnings. The cash budget, with its assump-

tions about collections of accounts receivable and payments of accounts payable and 

other liabilities, purchases of equipment, and payment of dividends and other financ-

ing activities, is the source of many budgeted balance sheet amounts. All of the cur-

rent assets (except inventories) are derived from the cash budget, as are the budgeted 

amounts for plant assets, liabilities, paid-in capital, treasury stock, and the dividend 

impact on retained earnings. In effect, the financial accounting process is applied 

using planned transaction amounts to generate an anticipated balance sheet. This bal-

ance sheet will be analyzed to determine that all of the appropriate financial ratios are 

within the limits established by top management. The reasons for any discrepancies 

will be determined, and appropriate changes in plans will be considered. This process 

LO 7

 Understand why a bud-

geted balance sheet is 

prepared. 
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CRUISERS, INC.
Cash Budget

For the Months of March and April

Date Budget Prepared: February 25
 Activity March April Source/Comments

Beginning cash balance $19,425  $  8,842 March: Forecast balance for March 1.

   April: Indicated cash balance at end of March.

Cash Receipts:
 From sales made in prior periods 45,000 53,200  Analysis of accounts receivable detail when budget 

  prepared, and sales forecast for subsequent 

periods with collection estimates based on 

past experience.

 From sales made in current period 18,750 13,750  Sales forecast and estimates based on past 

 experience.

 From investing activities 1,000 — Plans for sale of assets.

 From fi nancing activities     5,000            — Plans for new borrowings or sale of stock.

Total cash available $89,175 $ 75,792

Cash Disbursements:
 To suppliers for inventory purchases $44,333 $ 45,033  Analysis of accounts payable detail for purchases 

  that have been made and of purchases budget 

for subsequent periods with estimates based 

on supplier terms and past payment practices.

  To other creditors and employees

 for operating expenses and wages 20,000 24,000  Analysis of accrued liability detail for transactions 

  that have occurred and of production budget 

and operating expense budget for subsequent 

periods, and knowledge of past payment 

practices.

 For investing activities 8,000 17,000  Plans for purchase of plant and equipment, and 

 other investments.

 For fi nancing activities 3,000 — Plans for dividend payments, debt repayments, or

                    purchases of treasury stock.

  Total disbursements $75,333 $ 86,033

Indicated cash balance $13,842 $(10,241)

Desired cash balance     5,000      5,000  Based on fi nancial operating needs and amount of 

    “cushion” for error that is desired.

Excess (defi ciency) $  8,842 $(15,241)  Excess available for temporary investment or 

     repayment of loans. Defi ciency indicates a 

need to liquidate temporary investments or 

arrange fi nancing.

 Cash Budget Illustration and Assumptions Exhibit 14-8

may very well require modifications to some of the other budgets, and if so, the entire 

budgeting process may have to be repeated. Although this may seem like a tedious and 

frustrating thing to do, it is better done in the planning process than after the company 

has already acted. Recovery at that stage may be very difficult to accomplish, and the 

firm’s financial condition may have been adversely affected. 

  If desired, a budgeted statement of cash flows can be prepared from the budgeted 

income statement and balance sheet data. The process for doing this is the same as 

illustrated in Chapter 9. Many organizations prepare cash budgets on a monthly basis, 
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along with an overall annual cash budget, which serves the same purpose as a state-

ment of cash flows. 

  The most challenging parts of the budgeting process are developing the sales fore-

cast, coming up with the assumptions related to the timing of cash receipts and disburse-

ments, and establishing policies for ending inventory quantities, the minimum desired 

cash balance, and other targets. The budget calculations are easily made for most orga-

nizations using computer spreadsheet models or software products designed to provide 

comprehensive budgeting support. These tools make it feasible for planners to change 

various assumptions and quickly and easily see the effect on budgeted results. 

4. What does it mean when the cash budget forecasts a cash defi ciency?QWhat Does
It Mean?
Answer  on 
page  564

     Standard Costs 
   Using Standard Costs 

 Standard costs are budgets for a single unit of product which are used in the planning 

and control phases of the management process and in financial accounting to value the 

inventory of a manufacturing firm. A standard cost has two elements: the quantity of 

input and the cost per unit of input. The quantity of input could be weight or volume 

of raw materials, hours of labor, kilowatt hours of electricity, number of welding rods, 

or any other measure of physical input use. Standard cost systems are traditionally and 

most extensively used in the manufacturing environment, but their use in the service 

sector of the economy is growing rapidly. 

  Because the standard represents a unit budget (i.e., the expected quantity and cost 

of the resources required to produce a unit of product or provide a unit of service), 

standards are used extensively in the budget preparation process. Once the sales 

forecast has been developed and expressed in units, standards are used to plan for the 

inputs that will need to be provided to make the product or provide the service. 

  As the budget period proceeds, actual inputs used can be compared to the standard 

inputs that should have been used to make or service the actual output achieved. This 

comparison, which helps managers focus their efforts on achieving goals, is made in 

a performance report that will be discussed in detail in Chapter 15. 

  Frequently, control focuses on the quantity dimensions of the standard cost rather 

than the dollar amount of the standard cost (the product of quantity multiplied by unit 

cost) because the supervisor responsible can relate more easily to the physical quantity 

than to the dollar cost. For example, the supervisor responsible for raw material use 

and the supervisor responsible for order-processing activity probably relate more eas-

ily to pounds used and number of orders processed per employee, respectively, than 

they would to the costs of those inputs used during a reporting period. 

  Standard costs that have been appropriately developed (see the following dis-

cussion) can be used in the cost accounting system described in Chapter 13. This 

approach results in a cost system that is easier to use than one involving actual costs 

because when it comes to valuing inventory, standard costs have been developed prior 

to the accounting period, whereas actual costs aren’t known until after the accounting 

period has been completed. 

LO 9

 Understand why and 

how standards are 

useful in the planning 

and control process. 
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     Developing Standards 

 Because standards are unit budgets, all of the management philosophy and individual 

behavior considerations identified in the discussion of the budgeting process also 

apply to standards. The three approaches to developing standards are

   Ideal, or engineered, standards.  

  Attainable standards.  

  Past experience standards.  

    An  ideal standard  assumes that operating conditions will be ideal and that material 

and labor inputs will be provided at maximum levels of efficiency at all times. One of the 

work measurement techniques used by industrial engineers is called  motion and time study . 

This technique involves a very detailed analysis of the activities involved in performing a 

task, with the objective of designing workstation layout and operator movements so that 

the task can be performed most efficiently. Industrial engineers recognize that individual 

fatigue and other factors will result in actual performance over a period of time that will 

be less than 100 percent efficient, as defined by motion and time study analysis. However, 

these factors are ignored when an ideal standard is established. The principal disadvantage 

of ideal standards is that the standard will almost never be achieved, and as a result, super-

visors and employees will not use the standard as a realistic performance target. 

  An  attainable standard  recognizes that there will be some operating inefficien-

cies relative to ideal conditions. Actual performance will not always meet the stan-

dard, but employees are more likely to strive to achieve this type of standard than an 

ideal standard because of the sense of accomplishment that comes from meeting a 

legitimate goal. An attainable standard may present varying degrees of “tightness” or 

“looseness,” depending on management philosophy and operating circumstances. For 

example, some firms create a highly competitive work environment and establish tight 

standards that require considerable effort to achieve. Once an attainable standard is 

established, it is not set forever. Changes in worker efficiency and/or changes in the 

work environment may call for changes in the standard. 

  A past experience standard has the disadvantage of including all of the inefficien-

cies that have crept into the operation over time. Such a standard is typically not chal-

lenging, and performance is not likely to improve over time. Such a standard reflects 

current performance but is not likely to provide much incentive for improvement. 

  Establishing performance standards for an organization that has not used them 

before is a significant management challenge. It is only natural for workers to be 

uncomfortable with the idea that someone will now be measuring and watching their 

efficiency. The usefulness of standards for planning and control purposes will increase 

over time as those affected by them learn and become accustomed to how supervisors 

LO 10

 Understand how the 

standard cost of a 

product is developed. 

Business 
on the

Internet

Excellent software tools are available to support an organization’s planning and budgeting 

needs. Information about budgeting software as well as product variety, functionality, scalability, 

and technical requirements is readily available on the Internet. In some cases, online demos or 

downloads allow a test-drive of the product so potential users can gain an appreciation for a 

product’s look and feel. Choosing the right system is crucial for an organization. For an exten-

sive listing of budgeting software, a brief description of system features, and URL addresses 

for each budgeting software product see http://directory.google.com/Top/Computers/Software/

Accounting/Budgeting/.
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and managers use the resulting performance reports. Many organizations have experi-

enced productivity and profitability increases, and workers have experienced increases 

in job satisfaction and compensation as a result of well-designed and carefully imple-

mented standard cost systems. 

5. What does it mean to develop a standard cost?

6. What does it mean to have an attainable standard?QWhat Does
It Mean?
Answers  on 
page  565

   Costing Products with Standard Costs 

 The process of establishing a standard cost for a product involves aggregating the 

individual standard costs for each of the inputs to the product: raw materials, direct 

labor, and manufacturing overhead. Once the standard quantities allowed have been 

developed, as explained in the prior section, a standard cost for each unit of input is 

developed, and finally the standard cost for a unit of product is determined. 

  Developing the standard cost for each unit of input involves estimating costs for the 

budget period. The purchasing agent will provide input for raw material costs; the human 

resources department will be involved in establishing standard labor rates; and the pro-

duction, purchasing, and human resources departments will provide data for estimating 

overhead component costs. Because of the necessity to recognize cost behavior patterns 

for planning and control purposes, overhead costs will be classified as variable or fixed. 

Variable overhead usually will be expressed in terms of direct labor hours, machine hours, 

or some other physical measure that reflects the causes of overhead expenditures. Fixed 

overhead is expressed as a total cost per accounting period for planning and control pur-

poses, and it is allocated to individual products for product costing purposes. Recall from 

Chapter 13 that this allocation is made by developing a fixed overhead application rate 

that is established by dividing the total fixed overhead budget amount by an estimated 

total volume of activity (such as direct labor hours, machine hours, or some other measure 

of activity). But remember, since fixed overhead does not behave on a per unit basis, this 

approach is not valid for planning and controlling fixed overhead: It is used only to al-

locate fixed overhead to individual products for product costing purposes. 

  The result of this process is a standard cost calculation that might look like this 

for a SeaCruiser sailboat hull manufactured by Cruisers, Inc.:

Variable costs:

Raw materials:

 218 yds. of fi berglass cloth @ $2.10/yd    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   457.80

 55 gal. of epoxy resin @ $0.92/gal   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50.60

 1 purchased keel plate @ $132.16   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       132.16

  Total raw materials    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   640.56

Direct labor:

 26 hours of “build-up” labor @ $12.80/hr   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   332.80

 8 hours of fi nishing labor @ $19.30/hr  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      154.40

  Total direct labor   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   487.20

(continued)

LO 11

 Understand how 

standard costs are used 

in the cost accounting 

system. 

mar27068_ch14_538-579.indd   558mar27068_ch14_538-579.indd   558 11/12/09   9:52:32 AM11/12/09   9:52:32 AM



 Chapter 14 Cost Planning 559

Variable overhead (based on total direct labor hours):

 34 hours @ $3.20/hr  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   108.80

  Total standard variable cost per unit   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,236.56

Fixed costs:

  Fixed overhead (the $10.80 rate is based on total budgeted fi xed overhead for the

 year divided by total estimated direct labor hours to be worked during the year):

  34 hours @ $10.80/hr  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   367.20

Total standard cost per unit   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,603.76

 Note: For consistency purposes, the total variable and fi xed manufacturing overhead cost equals $14 per 

direct labor hour, as shown in Exhibit 13-6. This is the predetermined overhead application rate used for cost 

accounting. The fi xed overhead component of that rate is determined as explained in Exhibit 13-6; the variable 

component is developed by building a standard based on the relationship between the elements of variable 

overhead (e.g., utilities and maintenance) and the chosen activity base. In this example, that activity base is 

direct labor hours, but it can be any other physical measure that has a causal relationship with the cost. 

   In a similar fashion, the standard cost of every component of the boat would be 

developed. The standard cost of the SeaCruiser is the sum of the standard costs for all 

of its components. The standard cost of all other models would be compiled in the same 

way. A great deal of effort and organizational resources are involved in implementing 

a standard cost system; but the benefit/cost ratio is positive because of the planning, 

control, and product costing uses of the system. Many firms revise standard quantities 

allowed when necessary because of performance and operating changes, and they re-

vise standard costs per unit of input on an annual basis. However, some large firms with 

many products involving hundreds of raw material and direct labor inputs have adopted 

a different strategy. They may review and revise standards on a cyclical basis over a 

two- or three-year period, or they may retain standards for several years, anticipating 

and accepting differences between standard and actual cost that result from quantity 

or price changes. Managers of any firm using standards must weigh the trade-offs in-

volved in keeping the standards current compared to revising them periodically. 

   Other Uses of Standards 

 In addition to being used for product costing in a manufacturing environment, standards 

can be developed and used for planning and control of period costs and for qualitative 

goals in both manufacturing and service organizations. For example, a day care center 

could develop a standard cost for the food provided to its clients and/or a standard for 

the number of staff required for a given number of clients of a given age. 

  Both manufacturing firms and service organizations are seeking to respond to in-

creased competitive pressures by becoming more efficient. One result of this has been the 

development of goals, which can be expressed as standards, for such activities as these:

•    Quality control, including total quality management programs and statistical 

quality control measures.  

•   Inventory control, including just-in-time inventory management systems and 

flexible manufacturing environments.  

•   Machine usage, including downtime for setup, preventive maintenance, and 

unscheduled repairs.  

•   Service levels, including customer/client response times, out-of-stock 

frequencies, and delivery times.  
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Business in 

Practice

Planning and Sarbanes–Oxley Compliance

The purpose of Sarbanes–Oxley Act’s Section 404, management assessment of internal con-

trols, is to promote greater corporate control and make it difficult for individuals to commit fraud 

that has a materially adverse impact on the company. Section 404 requires that a company’s 

annual report contain an “internal control report,” which shall (1) state the responsibility of man-

agement for establishing and maintaining an adequate internal control structure and procedures 

for financial reporting; and (2) contain an assessment, as of the end of the issuer’s fiscal year, 

of the effectiveness of the internal control structure and procedures of the issuer for financial 

reporting. Companies with relatively mature control environments will have completed their initial 

404 compliance initiatives and should begin implementing the next level of financial process and 

systems improvements that will facilitate audits and improve the effectiveness of financial per-

formance management systems. As auditors steadily raise the bar for Section 404 compliance 

over the next several years, companies that want to minimize their audit costs and enhance their 

control environment should expect to refine their processes on an ongoing basis.

 Planning and budgeting do not play explicit roles in Sarbanes–Oxley compliance, but audi-

tors will likely pay closer attention to this function once companies pass the initial round of Sec-

tion 404 certification, for two reasons. First, companies that execute the forecasting, planning, 

and review cycle typically have a more mature control infrastructure, which was the prime mo-

tivation for Section 404. Second, managers that plan and forecast accurately have less reason 

to commit fraud than those that fall short of their projections. As part of their overall assessment 

of the maturity of a company’s financial controls, auditors will expect (or hope to find) several 

outcomes in forecasting, planning, and budgeting systems:

•  Operating units have predictive business models that identify and track the key factors 

driving business results for both revenues and costs. Companies with many projects or 

business lines with significant variability frequently reforecast, as well as track and assess, 

the relationship between drivers and results.

•  Operating units use predictive business models to forecast profitability in future quarters on 

a rolling basis.

•  Operating units can quickly identify the drivers of variances during the periodic review 

process (i.e., they can drill down to elements of original plans).

•  Finance organizations that manage the planning process solicit sales and expense 

projections from the lowest level of budget authority on a bottom-up basis to promote 

accuracy.

•  Finance/treasury organizations integrate operating plans into rolling cash flow forecasts.

•  Treasury groups frequently measure sensitivity of profits to changes in exchange rates and 

interest rates for both on- and off-balance-sheet items.

In conclusion, companies should evaluate their forecasting, planning, and reporting processes 

to determine the maturity of these systems. The goal of this evaluation will be to have a system 

that first improves corporate performance by doing more effective planning and budgeting 

and second facilitates ongoing Section 404 compliance. The payoff from improved planning is 

greater control and more consistent, predictable results.

Source: Intelligent Enterprise, May 2004; www.intelligententerprise.com/showArticle.jhtml?articleID=20300931; and 

Robert D. Kugel, “Planning and Sarbanes–Oxley Compliance,” VentanaViewTM.

   Few of these standards are expressed in terms of dollars per unit of product; they need 

not be expressed in dollars to be useful for management planning and control. 

  For manufacturing firms, standards often are developed to express organiza-

tional goals based on the notion of continuous improvement (e.g., “zero defects” or 
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“100 percent on-time deliveries”). Even though absolute perfection cannot be realisti-

cally achieved, many firms use this type of standard to emphasize the importance of 

making progress and showing improvement rather than simply meeting standards. To 

monitor progress toward such goals, performance must be measured in real time—as 

production occurs—so that feedback can be provided continually. Machine adjustments 

and/or changes in the work flow can be made as the need arises, and many problems can 

be solved on the factory floor. Management’s feedback loop is shortened significantly 

under this approach, which has the effect of increasing  throughput  (i.e., the output rate 

or cycle time) in the manufacturing process and reducing machine  downtime . 

        A similar approach can be taken to monitor the “quality” of production and/or 

customer service. For production quality, an important measure is the first-time pass 

rate for each process, as indicated by the number (or percentage) of defective units per 

batch inspected. The higher the first-time pass rate, the less rework and scrap, which 

in turn reduces labor and material costs, respectively. Perhaps more important, poor 

production quality leads to unhappy customers and lost sales opportunities. To moni-

tor customer service quality, procedures must be established to ensure that immediate 

and appropriate actions will be taken to resolve all of those customer complaints that 

management deems it feasible to resolve. The true “cost” of losing a valued customer 

may be unknown, but it is likely to exceed many of the readily measurable costs for 

which standards traditionally have been developed. 

     Budgeting for Other Analytical Purposes 
  Although this chapter emphasizes the budgeting of dollars and units of production for 

manufacturing firms, many organizations in the service sector of the economy also 

use budgeting techniques for other important resources such as personnel time or for 

nonfinancial measures such as the utilization of productive capacity. Consider the fol-

lowing examples:

•    Law firms and public accounting firms often are concerned with “time” 

budgets and the ability of professional staff to generate “billable hours.”  

•   Merchandising firms, especially large retail organizations, may be concerned 

with budgeted “sales dollars per square foot” of floor space.  

•   State and municipal governments must determine the best use of tax and 

other revenues and budget these resources to provide services or operate 

certain social programs, which are measured on a “per capita” basis.  

•   NFL teams must budget player contracts to operate within the “salary cap” 

requirement.  

•   Universities may make resources available to academic units based on 

budgeted “credit hours” for which they expect students to enroll.  

•   Not-for-profit agencies funded by the United Way may attempt to dem-

onstrate the outreach achieved by their programs when seeking a share of 

annual campaign contributions.  

    Within a manufacturing firm, budgets also can be developed to meet the needs of 

other functional areas, such as the research and development, marketing, or customer 

service departments. Likewise, activity-based costing principles (discussed in Chapter 

13) can be extended to the budgeting process. Activity-based budgeting is an attempt 

to relate the cost of performing each unit of activity (cost driver) to the demand for 

that activity. The budgeted cost per unit of activity (e.g., cost per part handled or cost 
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per unit inspected) can be compared to the actual cost incurred for the level of activity 

performed during the period, and corrective action can be taken if necessary. 

  Standard costs for raw materials, direct labor, and manufacturing overhead, as 

budgets for a single unit of product, provide benchmarks for evaluating actual perfor-

mance. This control process, which is referred to as variance analysis, will be devel-

oped in Chapter 15. Capital budgeting (discussed in Chapter 16) involves long-term 

strategic planning and the commitment of a significant amount of the firm’s resources 

for extended periods of time. Whereas the operating budget reflects the firm’s strate-

gic plans to achieve current-period profitability, the capital budget provides an overall 

blueprint to help the firm meet its long-term growth objectives. 

    Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter. 

   Summary 

 A budget is a financial plan. Many organizations have a policy to require budgets be-

cause budgets force planning, provide a benchmark against which to compare perfor-

mance, and require coordination between the functional areas of the organization. 

  To a large extent, the budgeting process is influenced by behavioral consider-

ations. How the budget is used by management will influence the validity of the 

budget as a planning and control tool. In most instances, an interactive, participative 

approach to budget preparation, together with an attitude that the budget is an operat-

ing plan, results in a most useful budget document. 

  Budgets can be prepared for a single period or on a multiperiod, rolling basis. 

Which is most appropriate for any activity depends on the degree of control over the 

activity and the rapidity with which the environment of the activity changes. Different 

activities may have different budget time frames. 

  Fixed costs classified according to a time frame perspective are known as com-
mitted costs and discretionary costs. A committed cost is one that will be incurred to 

execute long-range policy decisions to which the firm has committed. A discretionary 

cost is one that can be adjusted in the short run at management’s discretion. 

  An operating budget is made up of several component budgets. The sales forecast 

(or revenue budget) is the starting point for all of the other budgets that become part 

of the operating budget. There is a hierarchy of budgets, and the results of one budget 

will provide input for the preparation of another budget. 

  The purchases/production budget is prepared once the sales forecast has been de-

termined and an inventory policy has been established. Ending inventory is expressed 

as a function of the expected sales or usage of the subsequent period. One period’s 

ending inventory is the next period’s beginning inventory. 

  Operating managers have a natural tendency to build slack into their budget esti-

mates. When budget managers combine departmental budgets into an overall organi-

zational budget, the cumulative slack can cause the overall budget to lose significance. 

Budget managers must be aware of the slack issue and deal with it in ways that lead 

to the achievement of organizational goals. 
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  The operating expense budget is a function of the sales forecast, cost behavior pat-

terns, and planned changes from past levels of advertising, administrative, and other 

activities. 

  A budgeted income statement shows planned operating results for the entity as a 

whole. If top management is not satisfied with budgeted net income, changes in opera-

tions may be planned and/or various elements of the operating budget may be returned 

to operating managers for revision. 

  Once the income statement budget has been settled, a cash budget can be prepared. 

Cash flows from operating activities are forecast by adjusting net income for noncash 

items included in the income statement, as well as expectations about   cash receipts and 

disbursements related to revenues and expenses. Cash flows from investing and financ-

ing activities are estimated, and the estimated cash balance at the end of the fiscal period 

is determined. Cash in excess of a minimum operating balance is available for invest-

ment. A deficiency in cash means that plans should be made to liquidate temporary 

investments or borrow money, or that cash payment assumptions must be revised. 

  The budgeted balance sheet uses data from all of the other budgets. Management 

uses this budget to evaluate the entity’s projected financial position. If the result is not 

satisfactory, appropriate operating, investing, and financing plans will be revised. 

  The challenge to accurate budgeting is having an accurate estimate of activity and 

assumptions and policies that reflect what is likely to happen in the future. Computer 

spreadsheet models can make the budget calculation a relatively easy process that can be 

repeated many times to determine the impact of changes in estimates and assumptions. 

  A standard cost is a unit budget for a component of a product or service. As such, 

standards are used like any budget in planning and controlling. Standards can also 

facilitate the calculation of product costs for inventory valuation purposes. 

  Because a standard is a unit budget, it can be used in the process of building the 

various component budgets of the operating budget. Standards also provide a bench-

mark for evaluating performance. Standards are usually expressed in monetary terms 

($/unit) but can also be useful when expressed in physical quantities (lbs/unit). 

  Standards are usually established on the basis of engineering studies and should 

be attainable. Ideal standards and past experience standards are less useful because 

they are not likely to serve as positive motivators. 

  The standard cost for a product is the sum of the standard costs for raw materials, 

direct labor, and manufacturing overhead used in making the product. A fixed manu-

facturing overhead standard is a unitized fixed expense and therefore must be used 

carefully because fixed expenses do not behave on a per unit basis. 

  Standards are useful for the entire range of planning and control activities; they 

are not restricted to use in product costing. Thus many service organizations and 

manufacturing firms have developed standards for period costs. Standards can also be 

developed for qualitative goals that may not be expressed in financial terms.  

   Key Terms and Concepts 

    attainable standard (p. 557)    A standard cost or production standard that is achievable under 

actual operating conditions.  

    budget (p. 538)    A financial plan.  

    budget slack (p. 551)    Allowances for contingencies built into a budget. Sometimes called 

padding or cushion.  
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    committed cost (p. 541)    A cost that is incurred because of a long-range policy decision.  

    continuous budget (p. 543)    A budget that is prepared for several periods in the future and then 

revised several times prior to the budget period. Sometimes called a rolling budget.  

    discretionary cost (p. 541)    A cost that can be raised or lowered in the short run.  

    fixed cost (p. 540)    A cost that does not change in total as the level of activity changes within the 

relevant range.  

    ideal standard (p. 557)    A standard cost or a production standard that assumes ideal operating 

conditions and maximum efficiency at all times.  

    master budget (p. 544)    An operating plan comprising the sales forecast (or revenue budget), the 

purchases/production budget, the operating expense budget, the income statement budget, the 

cash budget, and the budgeted balance sheet. Sometimes this is called the operating budget.  

    mixed cost (p. 541)    A cost that has both fixed and variable elements.  

    operating budget (p. 544)    An operating plan comprising the sales forecast (or revenue budget), 

the purchases/production budget, the operating expense budget, the income statement budget, the 

cash budget, and the budgeted balance sheet. Sometimes this is called the master budget.  

    participative budgeting (p. 542)    A budgeting process that involves the input and negotiation of 

several layers of management.  

    past experience standard (p. 557)    A standard cost or production standard that is based on 

historical data.  

    planning (p. 538)    The management process of identifying and quantifying the goals of the 

organization.  

    rolling budget (p. 543)    A budget that is prepared for several periods in the future, then revised 

several times prior to the budget period. Sometimes called a continuous budget.  

    sales forecast (p. 544)    Expected sales for future periods; a key to the budgeting process.  

    single-period budget (p. 542)    A budget that has been prepared only once prior to the budget 

period. This contrasts with a continuous budget.  

    standard cost (p. 539)    A unit budget allowance for a cost component of a product or activity.  

    top-down budgeting (p. 542)    A budgeting approach that implies little or no input from lower 

levels of management.  

    variable cost (p. 540)    A cost that changes in total as the volume of activity changes.  

    zero-based budgeting (p. 542)    A budgeting process that involves justifying resource 

requirements based on an analysis and prioritization of unit objectives without reference to prior 

period budget allowances.  

 

1.  It means that the final budget results from the joint efforts of people at every level 

of management. 

2.          It means that the budget is prepared for several periods in the future, so subse-

quent budgeting involves refining the budgets previously prepared for subsequent 

periods, plus preparing the first budget for a new period added at the end of the 

budget horizon. 

3.    It means that the level of planned operating activity determines the quantity of product 

or the capacity for services needed to fulfill the plan, and that this in turn influences 

the level of operating expenses and other costs that will be incurred as well as the level 

of cash and other resources that will be needed to support fulfillment of the plan. 

4.    It means that the amount of cash available for the period (beginning cash bal-

ance � cash receipts) is exceeded by the cash requirements (cash disburse-

ments � desired ending cash balance) for the period. Having an understanding of 

AA N S W E R S  T O

What Does 
It Mean?
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this situation allows management to take the steps necessary to secure borrowings 

from its bank to ensure that all cash requirements will be fulfilled. 

5.    It means that a budgeted unit cost for material, labor, and overhead is developed to 

facilitate the determination of a product or process cost and for use in the planning 

and control activities of the firm. 

6.    It means that barring unusual circumstances, workers should be able to acquire 

and use materials, perform direct labor, and support the manufacturing process at 

the standard. 

     Self-Study Material 

 Visit the Web site at www.mhhe.com/marshall9e to take a self-study quiz 
for this chapter. 

  Matching   Following are a number of key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter for 

the key term or concept to each definition provided (items 1–12). Note that not all key 

terms and concepts will be used. Answers are provided at the end of this chapter.  

 a.   Budgeting  

 b.   Top-down budgeting  

 c.   Participative budgeting  

 d.   Zero-based budgeting  

 e.   Single-period budget  

 f.   Rolling (or continuous) budget  

 g.   Operating budget  

 h.   Budget slack (or budget padding)  

 i.   Cash budget  

 j.    Committed cost  

 k.   Discretionary cost  

 l.   Standard cost  

 m.   Ideal (or engineered) standard  

 n.   Attainable standard  

 o.   Past experience standard

 p. Predetermined overhead  

application rate  

 1.      A budgeting process that involves justifying resource requirements based 

on an analysis and prioritization of unit objectives without reference to 

prior period budget allowances.  

 2.   A budgeting approach that implies little or no input from lower levels of 

management.  

 3.   A budget that is prepared for several periods in the future and that is 

revised several times prior to the budget period.  

 4.   A plan comprised of the sales budget (or sales forecast), the purchases/

production budget, the operating expense budget, the income statement 

budget, the cash budget, and the budgeted balance sheet.  

 5.   A budgeting process that involves input and negotiation at several 

management layers.  

 6.   Allowances for contingencies built into a budget.  

 7.   A cost that is incurred because of a long-range policy decision.  

 8.   A unit budget allowance for a cost component of a product or an activity.  

 9.   A standard cost or production standard that is based on historical data.  
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566 Part 2 Managerial Accounting

 10.   A standard cost or production standard that assumes optimal operating 

conditions and maximum efficiency at all times.  

 11.   The rate per unit of activity (e.g., direct labor hour) used to apply 

manufacturing overhead to work in process.  

 12.   A standard cost or production standard that is achievable under actual 

operating conditions.  

   Multiple Choice    For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter. 

 1.    The cash budget is prepared

 a.    concurrently with the sales forecast.  

 b.   based upon the purchases/production budget.  

 c.   after the budgeted income statement.  

 d.   from the budgeted balance sheet.  

 e.   independently from the other budgets.  

 2.      The operating budget requires the preparation of many detailed budgets, 

including the following: (1) cash budget, (2) balance sheet budget, (3) sales 

budget, (4) income statement budget, and (5) purchases budget. In which order 

must these budgets be prepared?

 a.    5, 3, 1, 2, 4.  

 b.   1, 3, 4, 5, 2.  

 c.   3, 5, 4, 1, 2.  

 d.   1, 2, 3, 5, 4.  

 e.   3, 5, 1, 4, 2.  

 3.      Zero-based budgeting

 a.     drops one period (i.e., week, month, or quarter) and adds another at the end 

of each successive period.  

 b.    presents a statement of expectations for a period of time but does not present 

a fi rm commitment.  

 c.    presents a plan for a range of activity so that the plan can be adjusted to the 

actual activity level.  

 d.    classifi es budget requests by activity and estimates the benefi ts arising from 

each activity.  

 e.   None of the above.  

 4.      Which of the following is not a benefi t of budgeting?

 a.     Budgeting provides benchmarks against which performance can be measured.  

 b.    Budgeting forces managers to concentrate on planning and to formalize their 

planning efforts.  

 c.    Budgeting helps managers build favorable variances into the performance 

evaluation process.  

 d.    Budgeting requires different functional areas of the fi rm to communicate and 

coordinate activities.  

 e.   All of the above are benefi ts of budgeting.  
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 5.      Seebold, Inc., has budgeted sales and production over the next quarter as follows:

  July August  September October

Sales in units   . . . . . .  15,000 18,000 ? 22,000

Production in units   . .  15,900 18,900 21,300 —

  On July 1, Seebold, Inc., has 4,500 units in fi nished goods. Ending inventory 

of fi nished goods for each month is budgeted to be 30% of the next month’s 

budgeted sales in units. Calculate the budgeted unit sales for September.  (Hint: 
Use the cost of goods sold model.)  

 a.    20,000.  

 b.   21,000.  

 c.   21,400.  

 d.   22,100.  

 6.      Long Company’s budgeted sales are as follows:

  January February  March April

Units sales   . . . . . . . . .  1,500 1,250 1,625 1,375

  The ending inventory of fi nished goods for each month must be equal to 40% 

of the next month’s budgeted unit sales. Finished goods inventory on January 1 

was 600 units. Calculate the number of units scheduled for production in March. 

 (Hint: Use the cost of goods sold model.)  

 a.    1,275.  

 b.   1,400.  

 c.   1,525.  

 d.   1,625.  

 7.      Dax, Inc., collects its accounts receivable as follows: 30% in the month of sale, 

60% in the next month, and 8% in the second month after the sale; 2% are 

uncollectible. Budgeted sales for the next four months are March, $16,000; April, 

$22,000; May, $19,000; and June, $23,000. Budgeted collections for June are

 a.    $20,060.  

 b.   $20,380.  

 c.   $21,260.  

 d.   $21,380.  

 8.      Under a standard cost system

 a.     fi xed overhead applied to production should always equal budgeted fi xed 

overhead.  

 b.    past experience standards are normally used to estimate the cost per unit of 

input.  

 c.    attainable standards are more likely to be achieved by workers than are ideal 

standards.  

 d.    actual raw material prices and actual direct labor rates are charged to 

production.  
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 9.      Attainable standards, as compared to ideal standards,

 a.    do not allow for operating ineffi ciencies.  

 b.   are more likely to elicit employee enthusiasm.  

 c.   are more diffi cult to adjust for changes in worker effi ciency.  

 d.   are more diffi cult to achieve.  

10.      Budget slack is the situation in which

 a.    there is an intentional overstatement of expenses.  

 b.   there is an intentional overstatement of revenues.  

 c.   the company is ahead of schedule in preparing the budget.  

 d.   sales are slow during certain budget periods.  

         Exercises 

   Production and purchases budgets   Olympia Productions, Inc., makes award 

medallions that are attached to ribbons. Each medallion requires 18 inches of ribbon. 

The sales forecast for February is 8,000 medallions. Estimated beginning inventories 

and desired ending inventories for February are:

 Estimated  Desired
 Beginning Inventory Ending Inventory

Medallions   . . . . . . . . . . . . .  4,000 3,200

Ribbon (yards)   . . . . . . . . . .  200 80

   Required: 
a.    Calculate the number of medallions to be produced in February.  

b.   Calculate the number of yards of ribbon to be purchased in February.  

      Production and purchases budgets   Pelican Co. is forecasting sales of 40,300 

units of product for October. To make one unit of finished product, 10 pounds of 

raw materials are required. Actual beginning and desired ending inventories of raw 

materials and finished goods are:

 October 1 October 31
 (Actual) (Desired)

Raw materials (pounds)   . . . . . . . . . 48,550 44,300

Finished goods (units) . . . . . . . . . . . 3,850 5,400

   Required: 
a.    Calculate the number of units of product to be produced during October.  

b.   Calculate the number of pounds of raw materials to be purchased during October.  

      Purchases budget   Each gallon of Old Guard, a popular aftershave lotion, 

requires 6 ounces of ocean scent. Budgeted production of Old Guard for the first 

three quarters of 2010 is:

accounting

Exercise 14.1
 LO 4, 5 

Exercise 14.2
 LO 4, 5 

Exercise 14.3
 LO 5 
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Quarter I  10,000 gallons

Quarter II  18,000 gallons

Quarter III  11,000 gallons

  Management’s policy is to have on hand at the end of every quarter enough ocean 

scent inventory to meet 30% of the next quarter’s production needs. At the beginning 

of Quarter I, 18,000 ounces of ocean scent were on hand. 

  Required: 
a.    Calculate the number of ounces of ocean scent to be purchased in each of the 

first two quarters of 2010.  

b.   Explain why management plans for an ending inventory instead of planning 

to purchase each quarter the amount of raw materials needed for that quarter’s 

production.  

      Production and purchases budgets   Osage Inc. has actual sales for June and 

July and forecast sales for August, September, October, and November as follows:

Actual:

 June . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4,150 units

 July . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4,350 units

Forecasted:

 August   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4,200 units

 September   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4,950 units

 October   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,900 units

 November . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,700 units

   Required: 
a.    The firm’s policy is to have finished goods inventory on hand at the end of the 

month that is equal to 70% of the next month’s sales. It is currently estimated 

that there will be 3,300 units on hand at the end of July. Calculate the number of 

units to be produced in each of the months of August, September, and October.  

b.   Each unit of finished product requires 5 pounds of raw materials. The firm’s 

policy is to have raw material inventory on hand at the end of each month that 

is equal to 80% of the next month’s estimated usage. It is currently estimated 

that 13,000 pounds of raw materials will be on hand at the end of July. Calculate 

the number of pounds of raw materials to be purchased in each of the months of 

August and September.  

      Cash receipts budget   Kiel Center’s sales are all made on account. The firm’s 

collection experience has been that 35% of a month’s sales are collected in the month 

the sale is made, 55% are collected in the month following the sale, and 8% are 

collected in the second month following the sale. The sales forecast for the months of 

June through September is: 

June . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $140,000

July   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000

August   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000

September . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 195,000

Exercise 14.4
 LO 4, 5 

Exercise 14.5
 LO 4, 8 
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   Required: 
 Calculate the cash collections that would be included in the cash budgets for August 

and September. 

     Cash receipts budget   Flagstaff Co. has actual sales for July and August and 

forecast sales for September, October, November, and December as follows:

Actual:

 July . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $73,500

 August   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78,750

Forecasted:

 September   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,500

 October   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,500

 November . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,500

 December . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,250

  Based on past experience, it is estimated that 30% of a month’s sales are collected 

in the month of sale, 50% are collected in the month following the sale, and 18% are 

collected in the second month following the sale. 

  Required: 
 Calculate the estimated cash receipts for September, October, and November. 

     Developing direct labor cost standards   Brass Creations Co. makes decorative 

candle pedestals. An industrial engineer consultant developed ideal time standards for 

one unit of the Cambridge model pedestal. The standards follow, along with the cost 

accountant’s determination of current labor pay rates:

Worktype 1 . . . . . . . . . . . . . . . . . . . . . .  0.20 hour @ $18.40 per hour

Worktype 2 . . . . . . . . . . . . . . . . . . . . . .  0.30 hour @ $16.50 per hour

Worktype 3 . . . . . . . . . . . . . . . . . . . . . .  0.42 hour @ $28.00 per hour

   Required: 
a.    Using the preceding data, calculate the direct labor cost for a Cambridge model 

pedestal.  

b.   Would it be appropriate to use the cost calculated in part a as a standard cost 

for evaluating direct labor performance and valuing inventory? Explain your 

answer.  

      Developing raw material cost standards   Ozark Manufacturing Co. 

manufactures and sells household cleaning products. The company’s research 

department has developed a new cleaner for which a standard cost must be 

determined. The new cleaner is made by mixing 18 quarts of triphate solution and 

8 pounds of sobase granules and boiling the mixture for several minutes. After the 

solution has cooled, 4 ounces of methage are added. This “recipe” produces 15 quarts 

of the cleaner, which is then packaged in one-quart plastic dispenser bottles. Raw 

material costs are:

Exercise 14.6
 LO 4, 8 

Exercise 14.7
 LO 9, 10 

Exercise 14.8
 LO 9, 10 
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Triphate solution . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $0.45 per quart

Sobase granules . . . . . . . . . . . . . . . . . . . . . . . . . . . .  0.90 per pound

Methage . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.40 per ounce

Bottle  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  0.25 each

   Required: 
a.    Using the preceding data, calculate the raw material cost for one bottle of the 

new cleaner.  

b.   Assume that the preceding costs are the current best estimates of the costs at 

which required quantities of the raw material can be purchased. Would you 

recommend that any other factors be considered in establishing the raw material 

cost standard for the new cleaner?  

c.   Explain the process that would be used to develop the direct labor cost standard 

for the new product.  

      Standard absorption cost per unit   DMA, Inc., processes corn into corn starch 

and corn syrup. The company’s productivity and cost standards follow:

   From every bushel of corn processed, 12 pounds of starch and 6 pounds of syrup 

should be produced.  

  Standard direct labor and variable overhead total $0.86 per bushel of corn 

processed.  

  Standard fixed overhead (the predetermined fixed overhead application rate) is 

$0.66 per bushel processed.  

    Required: 
a.    Calculate the standard absorption cost per pound for the starch and syrup 

produced from the processing of 15,000 bushels of corn if the average cost 

per bushel is $5.68.  

b.   Comment about the usefulness of this standard cost for management planning 

and control purposes.  

      Standard absorption cost per unit   A cost analyst for Stamper Manufacturing 

Co. has assembled the following data about the Model 24 stamp pad:

   The piece of sheet metal from which five pad cases can be made costs $0.24.  

  This amount is based on the number of sheets in a 4,200-pound bundle of sheet 

metal, which is the usual purchase quantity.  

  The foam pad that is put in the case costs $0.06, based on the number of pads 

that can be cut from a large roll of foam.  

  Production standards, based on engineering analysis recognizing attainable 

performance, provide for the manufacture of 1,000 pads by two workers in an 

eight-hour shift. The standard direct labor pay rate is $15 per hour.  

  Manufacturing overhead is applied to units produced using a predetermined 

overhead application rate of $16 per direct labor hour, of which $6 per hour is 

fixed manufacturing overhead.  

Exercise 14.9
 LO 10, 11 

Exercise 14.10
 LO 10, 11 
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    Required: 
a.    Calculate the standard absorption cost of a package of 10 stamp pads.  

b.   Stamper Manufacturing Co.’s management is considering a special promotion 

that would result in increased sales of 500 packages of 10 pads per package. 

Calculate the cost per package that is relevant for this analysis.  

      Problems 

   Purchases budget   Brooklyn Furniture, a retail store, has an average gross profit 

ratio of 42%. The sales forecast for the next four months follows:

May . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $100,000

June  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  88,000

July . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  124,000

August   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  160,000

  Management’s inventory policy is to have ending inventory equal to 80% of the cost 

of sales for the subsequent month, although it is estimated that the cost of inventory 

at April 30 will be $45,000. 

  Required: 
  Calculate the purchases budget, in dollars, for the months of May and June.

     Purchases budget—analytical   Gemstone, Ltd., is a retail jeweler. Most of the 

firm’s business is in jewelry and watches. The firm’s average gross profit ratio for 

jewelry and watches is 80% and 40%, respectively. The sales forecast for the next 

two months for each product category is as follows:

 Jewelry Watches

September  . . . . . . . . . . . . . . . . . . . . . . . . .  $186,000 $90,000

October. . . . . . . . . . . . . . . . . . . . . . . . . . . .  144,000 76,500

  The company’s policy, which is expected to be achieved at the end of August, is to 

have ending inventory equal to 120% of the next month’s cost of goods sold. 

  Required: 
a.    Calculate the cost of goods sold for jewelry and watches for September and 

October.  

b.   Calculate a purchases budget, in dollars, for each product for the month of 

September.  

      Cash budget—part 1   PrimeTime Sportswear is a custom imprinter that began 

operations six months ago. Sales have exceeded management’s most optimistic 

projections. Sales are made on account and collected as follows: 60% in the month 

after the sale is made and 35% in the second month after sale. Merchandise purchases 

and operating expenses are paid as follows:

accounting

Problem 14.11
 LO 4, 5 

Problem 14.12
 LO 4, 5 

Problem 14.13
 LO 4, 8 
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In the month during which the merchandise 

  is purchased or the cost is incurred  . . . . . . . . . . . . . . . . . . . . . .  70%

In the subsequent month. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  30%

  PrimeTime Sportswear’s income statement budget for each of the next four months, 

newly revised to reflect the success of the firm, follows:

  July August September October

Sales $84,000 $108,000 $ 136,000 $118,000

Cost of goods sold:

  Beginning inventory $12,000 $    28,800 $   41,200 $ 43,800

  Purchases 75,600 88,000 97,800 66,200

  Cost of goods available for sale $87,600 $ 116,800 $ 139,000 $110,000

  Less: Ending inventory   (28,800)     (41,200)  (43,800)  (40,000)

  Cost of goods sold $58,800 $      75,600 $  95,200 $ 70,000

Gross profi t $25,200 $  32,400 $  40,800 $ 48,000

Operating expenses   21,000       25,600    28,600    32,200

Operating income $  4,200 $      6,800 $  12,200 $ 15,800

  Cash on hand June 30 is estimated to be $75,000. Collections of June 30 accounts 

receivable were estimated to be $40,000 in July and $30,000 in August. Payments 

of June 30 accounts payable and accrued expenses in July were estimated to be 

$48,000. 

  Required: 
a.    Prepare a cash budget for July.  

b.   What is your advice to management of PrimeTime Sportswear?  

      Cash budget—part 2   Refer to the PrimeTime Sportswear data presented in 

Problem 14.13. 

  Required: 
a.    Prepare a cash budget for August and September. What are the prospects for this 

company if its sales growth continues at a similar rate?  

b.   Assume now that PrimeTime Sportswear is a mature firm, and that the July–

September data represent a seasonal peak in business. Prepare a cash budget for 

October, November, and December, assuming that the income statements for 

November and December are the same as October’s. Explain how the cash bud-

get would be used to support a request to a bank for a seasonal loan.  

      Cash budget   The monthly cash budgets for the second quarter of 2010 follow 

($000 omitted) for Morrison Mfg. Co. A minimum cash balance of $30,000 is 

required to start each month, and a $100,000 line of credit has been arranged with a 

local bank at a 8% interest rate. 

Problem 14.14
 LO 4, 8 

Problem 14.15
 LO 8 
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574 Part 2 Managerial Accounting

 April May June Total
Cash balance, beginning  . . . . . . . . . . . . . . . . . . $ 26 $ ? $ ? $ 26

Add collections from customers . . . . . . . . . . . . .    ?  108   ?   ?

    Total cash available . . . . . . . . . . . . . . . . . . . $ 94 $ ?   $166 $338

Less disbursements:

  Purchase of inventory . . . . . . . . . . . . . . . . . . . $ ? $ 60 $ 48 $ ?

  Operating expenses . . . . . . . . . . . . . . . . . . . .   30   ?   ?   ?

  Capital additions . . . . . . . . . . . . . . . . . . . . . . .   34   8   ?   44

  Payment of dividends . . . . . . . . . . . . . . . . . . .   –   –   ?    8

    Total disbursements  . . . . . . . . . . . . . . . . . . $ ?  $108 $ 82 $304

Excess (defi ciency) of cash available 

  over disbursements. . . . . . . . . . . . . . . . . . . . $(20) $ ? $  84 $ ?

Borrowings . . . . . . . . . . . . . . . . . . . . . . . . . . . . ? – – ?

Repayments (including interest)  . . . . . . . . . . . .      –      –     ?       ?   

Cash balance, ending . . . . . . . . . . . . . . . . . . . . $ ?   $30 $ ?   $ 33

  Required: 
  Calculate the missing amounts.    (Hint: The total cash available includes col-
lections from customers for all three months, plus the beginning cash balance from 
April 1, 2010.)  

     Cash budget—comprehensive   Following are the budgeted income statements 

for the second quarter of 2010 for Marine Tech, Inc.:

  April May June
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $224,000 $272,000 $304,000

Cost of goods sold* . . . . . . . . . . . . . . . . . . . . .   153,600  182,400  201,600

Gross profi t . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 70,400 $ 89,600 $102,400

Operating expenses†  . . . . . . . . . . . . . . . . . . . .    35,200   40,000   43,200

Operating income . . . . . . . . . . . . . . . . . . . . . . .  $ 35,200 $ 49,600 $ 59,200

*Includes all product costs (i.e., direct materials, direct labor, and manufacturing overhead).

†Includes all period costs (i.e., selling, general, and administrative expenses).

  The company expects about 40% of sales to be cash transactions. Of sales on account, 

65% are expected to be collected in the first month after the sale is made, and 35% 

are expected to be collected in the second month after sale. Depreciation, insurance, 

and property taxes represent $19,200 of the estimated monthly cost of goods sold and 

$12,800 of the estimated monthly operating expenses. The annual insurance premium 

is paid in January, and the annual property taxes are paid in August. Of the remainder 

of the cost of goods sold and operating expenses, 90% are expected to be paid in 

the month in which they are incurred, and the balance is expected to be paid in the 

following month. 

  Current assets as of April 1, 2010, consist of cash of $22,400 and accounts 

receivable of $239,680 ($168,000 from March credit sales and $71,680 from 

February credit sales). Current liabilities as of April 1 consist of $28,800 of accounts 

payable for product costs incurred in March; $7,360 of accrued liabilities for 

Problem 14.16
 LO 8 

e celx

mar27068_ch14_538-579.indd   574mar27068_ch14_538-579.indd   574 11/12/09   9:52:32 AM11/12/09   9:52:32 AM



 Chapter 14 Cost Planning 575

operating expenses incurred in March; and a $76,000, 12%, 120-day note payable 

that is due on April 17, 2010.  

  An estimated income tax payment of $72,000 will be made in May. The regular 

quarterly dividend of $25,600 is expected to be declared in May and paid in June. 

Capital expenditures amounting to $27,520 will be made in April. 

  Required: 
a.    Complete the monthly cash budgets for the second quarter of 2010 using the fol-

lowing format. Note that the ending cash balance for June is provided as a check 

figure.  

b.   Assume that management of Marine Tech, Inc., desires to maintain a mini-

mum cash balance of $20,000 at the beginning of each month and has 

arranged a $100,000 line of credit with a local bank at an interest rate of 

10% to ensure the availability of funds. Borrowing transactions are to occur 

only at the end of months in which the budgeted cash balance would other-

wise fall short of the $20,000 minimum balance. Repayments of principal 

and interest are to occur at the end of the earliest month in which sufficient 

funds are expected to be available for repayment. Explain how this minimum 

cash balance requirement would affect the monthly cash budgets prepared in 

part a.  

MARINE TECH, INC.
Cash Budget

For the Months of April, May, and June, 2010

 April May June

Beginning cash balance . . . . . . . . . . . . . . . . . . . . . . . . . . .  $22,400 $ $

Cash Receipts:
From cash sales made in current month . . . . . . . . . . . . . . . 

From credit sales made in:

  February . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

  March . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

  April  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

  May  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Total cash available. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    $    $   

Cash Disbursements:
For cost of goods sold and operating expenses

  incurred in:

    March . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ $ $

    April  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

    May . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

    June . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

For payment of note payable and interest . . . . . . . . . . . . . . 

For capital expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . 

For payment of income taxes . . . . . . . . . . . . . . . . . . . . . . . 

For payment of dividends . . . . . . . . . . . . . . . . . . . . . . . . . . 

Total disbursements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    $    $   

Ending cash balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $    $    $43,520
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576 Part 2 Managerial Accounting

      Sales, production, purchases, and cash budgets   Soprano Co. is in the 

process of preparing the second quarter budget for 2010, and the following data have 

been assembled:

•    The company sells a single product at a selling price of $40 per unit. The 

estimated sales volume for the next six months is as follows:

March  . . . . . .   6,000 units June . . . . . . . . . . .  8,000 units

April   . . . . . . .   7,000 units July . . . . . . . . . . . .  9,000 units

May   . . . . . . .  10,000 units August  . . . . . . . . .  6,000 units

•     All sales are on account. The company’s collection experience has been that 

40% of a month’s sales are collected in the month of sale, 55% are collected 

in  the month following the sale, and 5% are uncollectible. It is expected 

that the net realizable value of accounts receivable (i.e., accounts receivable 

less allowance for uncollectible accounts) will be $132,000 on March 31, 

2010.  

•   Management’s policy is to maintain ending finished goods inventory 

each month at a level equal to 50% of the next month’s budgeted sales. 

The finished goods inventory on March 31, 2010, is expected to be 

3,500 units.  

•   To make one unit of finished product, 3 pounds of materials are required. 

Management’s policy is to have enough materials on hand at the end of each 

month to equal 40% of the next month’s estimated usage. The raw materials 

inventory is expected to be 10,200 pounds on March 31, 2010.  

•   The cost per pound of raw material is $6.00, and 80% of all purchases are 

paid for in the month of purchase; the remainder is paid in the following 

month. The accounts payable balance for raw material purchases is expected 

to be $26,280 on March 31, 2010.  

    Required: 
a.    Prepare a sales budget in units and dollars, by month and in total, for the second 

quarter (April, May, and June) of 2010.  

b.   Prepare a schedule of cash collections from sales, by month and in total, for the 

second quarter of 2010.  

c.   Prepare a production budget in units, by month and in total, for the second quar-

ter of 2010.  

d.   Prepare a materials purchases budget in pounds, by month and in total, for the 

second quarter of 2010.  

e.   Prepare a schedule of cash payments for materials, by month and in total, for the 

second quarter of 2010.  

      Sales, production, purchases, and cash budgets   Rolen, Inc., is in the 

process of preparing the fourth quarter budget for 2010, and the following data have 

been assembled:

•    The company sells a single product at a price of $25 per unit. The estimated 

sales volume for the next six months is as follows:

Problem 14.17
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Problem 14.18
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September . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  13,000 units

October . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  12,000 units

November  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  14,000 units

December  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  20,000 units

January  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  9,000 units

February . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  10,000 units

•     All sales are on account. The company’s collection experience has been 

that 30% of a month’s sales are collected in the month of sale, 68% are 

collected in the month following the sale, and 2% are uncollectible. It is 

expected that the net realizable value of accounts receivable (i.e., accounts 

receivable less allowance for uncollectible accounts) will be $211,000 on 

September 30, 2010.  

•   Management’s policy is to maintain ending finished goods inventory 

each month at a level equal to 30% of the next month’s budgeted sales. 

The finished goods inventory on September 30, 2010, is expected to be 

3,600 units.  

•   To make one unit of finished product, 5 pounds of materials are required. 

Management’s policy is to have enough materials on hand at the end of each 

month to equal 40% of the next month’s estimated usage. The raw materials 

inventory is expected to be 25,200 pounds on September 30, 2010.  

•   The cost per pound of raw material is $2, and 70% of all purchases are paid 

for in the month of purchase; the remainder is paid in the following month. 

The accounts payable for raw material purchases is expected to be $37,980 

on September 30, 2010.  

    Required: 
a.    Prepare a sales budget in units and dollars, by month and in total, for the fourth 

quarter (October, November, and December) of 2010.  

b.   Prepare a schedule of cash collections from sales, by month and in total, for the 

fourth quarter of 2010.  

c.   Prepare a production budget in units, by month and in total, for the fourth 

quarter of 2010.  

d.   Prepare a materials purchases budget in pounds, by month and in total, for the 

fourth quarter of 2010.  

e.   Prepare a schedule of cash payments for materials, by month and in total, for the 

fourth quarter of 2010.  

      Cases 

  Standard-setting process   Canada Printing Group, Inc. (CPGI), has recently 

begun the process of acquiring small to medium-size local and regional printing firms 

across the country to facilitate its corporate strategy of becoming the low-cost pro-

vider of graphic arts and printing services in Canada. To emphasize the importance 

of cost control, CPGI uses a standard cost system in all of its printing plants. Most 

of the smaller firms that CPGI has acquired have never used a standard cost system 

accounting

Case 14.19
LO 10
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578 Part 2 Managerial Accounting

before. Therefore, when CPGI acquires a new printing plant, its first task is to evalu-

ate the operation and set standards for the printing presses.  

  One such recent acquisition was Pierre’s Lithographing of Montreal. Pierre has a 

five-year-old, 40-inch, four-color press that is in very good condition. Specifications 

provided by the manufacturer of the press indicate that under ideal conditions, the 

press should be able to produce 10,000 impressions per hour. CPGI has many similar 

presses throughout its organization, and in most locations the standard has been 

set at 9,000 impressions per hour. Many of Pierre’s jobs have been for smaller run 

quantities, which means that the presses are stopped many times during the day as 

the press operator sets up the press for each new job. Additionally, the jobs that Pierre 

attracts are very complex and require high-quality results. Pierre suggests that even if 

everything ran perfectly throughout a day, the most he could expect the press to run 

would be 8,000 impressions per hour. 

  As usual with new acquisitions, CPGI has prepared a time study of the press for 

the past six months to determine how productive each of the operators has been. The 

results of the time study are as follows:

Press Operator Average Impressions per Hour

M. Lemieux  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6,800

G. LeFleur  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,700

M. Richard. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  7,400

P. Roy  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6,100

P. Turgeon . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6,500

  Overall average  . . . . . . . . . . . . . . . . . . . . . . . . . . .  6,500

   Required: 
a.    CPGI is considering five possibilities for setting the press standard for impres-

sions per hour: 10,000, 9,000, 8,000, 7,400, or 6,500. Discuss the appropriate-

ness, including a list of pros and cons, of setting the press standard at each level 

identified.  

b.   What qualitative factors should CPGI consider when setting a standard for the 

same model press at other sites across Canada?  

c.   Which level would you choose for the press standard at Pierre’s Lithographing 

of Montreal? Explain your answer.  

    Budget of the United States government: Internet assignment  The Office 

of Management and Budget provides access to the budget of the United States 

government at its Web site: www.gpoaccess.gov/usbudget/citizensguide.html. “A 

Citizen’s Guide to the Federal Budget” provides information about the budget and 

the budget process for the general public. Access the guide for the most current fiscal 

year presented on the Web site and complete the following requirements: 

  Required: 
a.    Why was the guide designed, and what information is presented at this site?  

b.   What is the federal budget?  

c.   What percentage of the gross domestic product does spending for federal 

programs represent? What percentage does state and local government spend-

ing represent?  

Case 14.20
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d.   What was the amount of total receipts? Where did they come from?  

e.   What was the amount of total outlays? Where did they go?  

f.   Explain the process used by the government to create a budget.  

g.   How is the federal budget monitored?  

h.   What is meant by a budget surplus? A budget deficit?  

i.   Why is a budget deficit important? A budget surplus?  

j.   How does the government’s budget process compare to the operating budgeting 

process described in the chapter? What are the similarities and differences?  

      Budgeting software review, collaborative project: Internet assignment   
Form a group of three or four students to research, evaluate, and report on software 

solutions available to support the budgeting needs of an organization. Choose three 

planning/budgeting products from the following list of company Web sites, and 

review the information about the software solutions available on each company’s 

Web site. The list provided is meant to serve only as a starting point for this case; it is 

not a comprehensive listing of all budgeting software tools on the market. In fact, you 

are encouraged to search for other products and include them in your analysis. 

  Your information gathering should focus on things such as company history, 

product features and functionality, for what size organization the product is designed, 

product scalability, technology requirements, budgeting process employed by the 

system, customer references and/or testimonials, product demos, training, and/or 

other services available for implementation. After you have compiled information 

about each product, write a summary report that provides a comparative assessment 

of the three products.

Software Company Web Site Address

Applix, Inc. www.applix.com

Centage Corporation www.centage.com

Clarity Systems www.claritysystems.com

Cognos Incorporated www.cognos.com

Infor Global Solutions  www.extensity.com

Hyperion Solutions Corporation  www.hyperion.com

Microsoft FRx Software  www.microsoft.com/forecaster

Prophix Software www.prophix.com

RAC Software, Inc.  www.racsoft.com

SAS Financial Intelligence www.sas.com/solutions/fi nancial

   Answers to Self-Study Material 

    Matching:  1. d, 2. b, 3. f, 4. g, 5. c, 6. h, 7. j, 8. l, 9. o, 10. m, 11. p, 12. n 

    Multiple choice:  1. c, 2. c, 3. d, 4. c, 5. b, 6. c, 7. a, 8. c, 9. b, 10. a           

Case 14.21
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15 Cost Control

   Answering the question “How well am I doing?” is a fundamental extension of the planning pro-

cess and an important dimension of managerial accounting. Every strategic plan is, or should be, 

accompanied by an appropriate set of metrics that identify success. Every operational budget 

has a related analysis activity that compares actual performance to the budget. And every daily 

to-do list either receives a checkmark indicating completion or grows longer when tasks fail to be 

completed on time. 

   Performance reporting  is a controlling activity that involves comparing actual results with 

planned results, with the objective of highlighting those activities for which actual and planned 

results differ, favorably or unfavorably, so appropriate action can be taken by either changing the 

way activities are carried out or adjusting goals (see the gray shaded area of the planning and 

control cycle). Ideally, a well-designed control system will provide leading indicators that identify 

when performance begins to drift from expectations so that corrective actions can be initiated as 

soon as possible. 

Implement Plans 

Decision Making Decision Making

Decision Making

Planning and Control Cycle

Data Collection and Performance Feedback
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      Performance reporting tools, such as effectively designed measurement systems and the 

technology to deliver timely performance information to managers, are necessary for a successful 

control environment. This chapter will review the process of performance analysis as an extension 

mar27068_ch15_580-619.indd   580mar27068_ch15_580-619.indd   580 11/12/09   9:53:17 AM11/12/09   9:53:17 AM



 Chapter 15 Cost Control 581

of the planning and managing activities described in Chapters 13 and 14. It will then explain how 

 variances  (the difference between planned and actual results) are analyzed so that managers can 

identify why they occurred and plan appropriate response actions. 

  As you study the material presented in this chapter, remember that budgets and standards 

should be used in conjunction with a performance reporting system that is designed to meet 

the information needs of management but also serves to motivate those whose performance is 

being evaluated to achieve the goals defined in the plan. When appropriately designed and imple-

mented, a control system establishes performance targets and provides benchmarks against 

which actual results can be compared to answer the question “How well am I doing?” 

  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand 

1.    That all costs are controllable by someone at some time but that in the short run some costs 

may be classified as noncontrollable.  

2.   How performance reporting facilitates the management by exception process.  

3.   What a flexible budget is and how it is used.  

4.   How and why the two components of a standard cost variance are calculated.  

5.   The specific names assigned to variances for different product inputs.  

6.   How the analysis and control of fixed overhead variances and variable cost variances differ.  

7.   The alternative methods of accounting for variances.  

8.   How the operating results of segments of an organization can be reported most meaningfully.  

9.   How return on investment and residual income are used to evaluate investment center 

performance.  

       Cost Classifications 
   Relationship of Total Cost to Volume of Activity 

 Exhibit 15-1 highlights cost classification topics covered in this chapter. Chapter 14 

emphasized that for planning purposes, it is necessary to understand how costs are 

expected to change as the level of planned activity changes. For control purposes, 

understanding the behavior patterns of fixed and variable cost items is equally impor-

tant. Rarely, if ever, does an organization perform  exactly  as planned. In the process 

of analyzing performance, any differences between planned and actual costs should be 

evaluated. Actual cost is compared to expected cost for the level of activity achieved 

based on the fixed and/or variable cost behavior pattern of each cost item. As activity 

changes from that originally planned, the expected total amount of variable cost would 

be expected to change to an amount determined by multiplying the variable rate by 
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the amount of activity achieved—just as the total variable amount would have been 

determined in the original budget. The total amount of fixed cost expected would not 

change if the actual and expected level of activity were different. Later in this chapter, 

a flexible budget will be introduced to implement this concept. 

   Cost Classification According 
to a Time Frame Perspective 

 Frequently, reference is made to a “noncontrollable” cost, which implies that there is 

really nothing the manager can do to influence the amount of the cost. This may be 

true in the short run (e.g., for the coming quarter or year), but in the long run every 

cost incurred by the organization is controllable by someone. For example, real estate 

taxes on a firm’s plant and office facilities usually cannot be influenced by manage-

ment in the short run because the assessed valuation and tax rates are established by 

taxing authorities. However, when the decision was made to build or buy the facilities, 

the relative level of property taxes was established. Land in a prime location and a 

fancy building with plenty of space for possible expansion could be expected to result 

in higher property taxes over the years than more modest facilities. The point is not 

whether appropriate facilities were obtained but that the decision makers (top manage-

ment or the board of directors) had control over the general level of property taxes 

when the decision was being made. It is not appropriate to think of any cost as being 

noncontrollable over all time frames. 

LO 1

 Understand that all 

costs are controllable 

by someone at some 

time but that in the 

short run some costs 

may be classified as 

noncontrollable. 

Variable cost Direct cost Product cost Committed cost Differential cost

Fixed cost Indirect cost

Direct
material

Discretionary cost Allocated cost

Mixed cost

Direct
labor

Controllable cost Sunk cost

Manufacturing
overhead

Noncontrollable cost Opportunity cost

Period cost

Selling expenses

Administrative
expenses

Cost Classifications:
Different Costs for Different Purposes

Cost Behavior
Chapters 12,14, and 15

Cost Assignment
Chapter 13

Product Costing
Chapter 13

Time Horizon
Chapters 14 and 15

Decision Making
Chapter 16

[Chapter 15 Topics]

Exhibit 15-1 Cost Classifi cations—The Big Picture
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     Performance Reporting 
   Characteristics of the Performance Report 

 The performance report compares actual results to budgeted amounts. The perfor-

mance reporting system is an integral part of the control process because those activi-

ties that are performing differently from expectations are highlighted, and the managers 

responsible for achieving goals are provided with information about activities that need 

attention. 

  The general format of a performance report is: 

 (1) (2) (3) (4) (5)

  Budget  Actual  Variance
 Activity Amount Amount (2) – (3) Explanation

 The variance usually is described as favorable or unfavorable, depending on the nature 

of the activity and the relationship between the budget and actual amounts. For revenues, 

a  favorable variance  is the excess of actual revenues over the budget amount. An ac-

tual expense that is greater than a budgeted expense causes an  unfavorable variance.  
Similarly, actual revenues that fall short of the budgeted amount cause an unfavorable 

variance, and when actual expenses are less than budgeted expenses, a favorable variance 

exists. Sometimes the favorable or unfavorable nature of the variance must be determined 

based on the relationship of one variance to another. For example, if a favorable variance 

in advertising expense resulted from not placing as many ads as planned, and this caused 

lower sales than were forecast, the variance is not really favorable to the company. 

  The explanation column of the performance report is used to communicate to 

upper-level managers concise explanations of significant variances. Because top man-

agement probably doesn’t want to be inundated with details, a system of responsibility 

reporting is used by many organizations.  Responsibility reporting  involves succes-

sive degrees of summarization, such that each layer of management receives detailed 

performance reports for the activities directly associated with that layer but summaries 

of the results of activities of lower layers in the chain of command. 

  The paramount concern of a manager should be with the actions that are going to be 

taken to eliminate unfavorable variances and to capture favorable ones. Performance re-

ports should not be used to find fault or place blame; such uses are likely to result in dys-

functional behavior when developing budget amounts and/or reporting actual results. 

   Management by exception  is frequently used in connection with performance 

reporting to permit managers to concentrate their attention on only those activities 

that are not performing according to plan. The presumption is that management time 

is scarce and that if a thorough job of planning is done, a manager’s attention need 

be devoted only to those areas not performing according to plan. To facilitate the use 

of management by exception, the variance is frequently expressed as a percentage of 

the budget, and only those variances in excess of a predetermined percentage (e.g., 

10 percent) are investigated. The objective of this analysis is to understand why an 

unusual variance occurred and, if appropriate, to take action to eliminate unfavorable 

variances and capture favorable variances. 

  Performance reports must be issued soon after the period in which the activity 

takes place if they are to be useful for influencing future activity. Otherwise, it would 

be difficult to link results to the actions that caused those results. If the time lag is too 

long between the activity and the analysis, the actions are forgotten or confused with 

later activities. Not all performance reports need to be issued with the same frequency. 

LO 2

 Understand how 

 performance reporting 

facilitates the manage-

ment by exception 

process. 
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584 Part 2 Managerial Accounting

Thus production supervisors might receive weekly cost and volume reports, a super-

visor responsible for the use of a high-cost raw material might receive a daily usage 

report, and the advertising manager might receive only a monthly expenditure report. 

  An issue that arises in the design of a performance report is the extent of the 

cost-generating activities listed for a particular responsibility area relative to the 

degree of short-term control that the manager has over those activities. For example, 

should the performance report for a production line show the depreciation expense, 

property taxes, insurance cost, and other “noncontrollable” expenses associated with 

that production line? Or should the performance report be limited to those expenses 

over which the supervisor has real short-term control? Advocates of the all-inclusive 

report format suggest that it is appropriate for the supervisor to be aware of all costs, 

even though she or he may not be able to influence them in the short run. Advocates 

of the limited format believe that the report should focus only on those costs that the 

supervisor can control. They argue that the inclusion of other costs causes confusion 

and may focus attention on the wrong costs (i.e., those that can’t be controlled in the 

short run). There is no “right” answer to this issue. One middle ground solution is to 

periodically provide the supervisor with all cost data but to focus the performance 

report on those costs that can be controlled in the short run. Notice that at the heart of 

the issue is the allocation of fixed costs, and recall the previously discussed warning 

not to allocate fixed costs arbitrarily because “they don’t behave that way.” 

  A performance report for the April 2010 production of SeaCruiser sailboats made 

by Cruisers, Inc., is presented in Exhibit 15-2. (Actual costs in this exhibit have been 

brought forward from Exhibit 13-6.) Note that the manufacturing overhead has been 

classified according to cost behavior. This classification is appropriate because the ef-

forts made to control these costs will be a function of their cost behavior pattern. The 

performance report in Exhibit 15-2, although interesting and perhaps helpful to top man-

agement’s determination of why budgeted results were not achieved, is not very useful 

for operating managers and supervisors. Here are some questions raised by this report:

1.    Were there significant but offsetting variances in raw materials?  

2.   Which workers were not efficient?  

CRUISERS, INC.
Performance Report—SeaCruiser Sailboats

April 2010

 Activity Budget Actual Variance* Explanation

Raw materials  . . . . . . . . . . .  $370,300 $368,510 $  1,790 F Variance not signifi cant in total.

Direct labor  . . . . . . . . . . . . .  302,680 330,240 27,560 U New workers not as effi cient as planned.

Manufacturing overhead:

 Variable  . . . . . . . . . . . . . .  89,400 103,160 13,760 U  Related to additional hours caused by 

 labor ineffi ciency.

 Fixed  . . . . . . . . . . . . . . . .    193,200   185,800     7,400 F  Plant fi re insurance premium credit 

Totals   . . . . . . . . . . . . . . . . .  $955,580 $987,710 $32,130 U  received.

*F is favorable, U is unfavorable.

Exhibit 15-2 Performance Report Illustration
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3.   Were the new workers being paid a lower-than-budget wage rate until they 

became proficient?  

4.   Is the training program for new workers effective?  

5.   How does the manufacturing overhead variance affect the validity of the 

predetermined overhead application rate used to apply overhead to production?  

    A method for answering these questions, and others, and for preparing a perfor-

mance report that is useful for the cost-controlling efforts of operating managers and 

supervisors will be discussed later in this chapter. 

1. What does it mean to use a performance report to evaluate the results achieved 

during a period?

2. What does it mean to have a favorable variance?

3. What does it mean to capture favorable variances and eliminate unfavorable 

variances?

QWhat Does
It Mean?

Answers  on 
page  604

   The Flexible Budget 

 Consider the following partial performance report for the hull manufacturing depart-

ment of Cruisers, Inc., for the month of March: 

  Budget  Actual 
 Activity Amount Cost Variance Explanation

Raw materials  . . . . . . .  $  54,936   $  46,125  $  8,811 F  Produced fewer boats 

 than planned.

Direct labor  . . . . . . . . .     39,936      32,893  7,043 F Same as above.

Variable overhead  . . . .        9,984        8,128  1,856 F Same as above.

Fixed overhead  . . . . . .      36,720      37,320       600 U Immaterial.

Total . . . . . . . . . . . . . .   $141,576   $124,466  $17,110 F

 Now suppose you find out that the budget amount was based on the expectation that 

120 hulls would be built during March but that 100 hulls were actually built. Because 

we know that some of these product costs are variable and would change in total as 

more or less activity occurs, does it make sense to compare costs that were budgeted 

for 120 hulls to actual costs incurred to produce 100 hulls? What could be done to 

make this performance report more useful for managers? 

  The purpose of a flexible budget is to highlight the significance of cost behavior 

for planning and control purposes and to avoid the potential risk associated with com-

paring actual performance for the period with a budget that was constructed sometime 

earlier. A flexible budget can be prepared for any level of activity, as illustrated here: 

  Variable  Flexible Budget Allowance
 Activity Rate/Hull 100 Hulls 120 Hulls 140 Hulls

Raw materials  . . . . . . . . . . . . . . .  $ 457.80 $   45,780 $  54,936  $  64,092 

Direct labor  . . . . . . . . . . . . . . . . .     332.80      33,280 39,936       46,592 

Variable overhead  . . . . . . . . . . . .     83.20       8,320       9,984      11,648 

  $873.80 $  87,380 $104,856  $122,332 

Fixed overhead  . . . . . . . . . . . . . .      36,720     36,720     36,720 

Total . . . . . . . . . . . . . . . . . . . . . .  $124,100 $141,576 $159,052

LO 3

 Understand what a 

flexible budget is and 

how it is used. 
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 Notice that the variable rates for direct materials, direct labor, and variable overhead 

are used to calculate a budget allowance for any level of activity—but in particular 

for the level of activity achieved this period—so that a valid comparison can be made 

against actual costs incurred for that level of activity. (Why isn’t the fixed overhead 

budget amount also adjusted?) Adjusting the original budget so it reflects budgeted 

amounts for actual activity is called  flexing the budget . 
  The performance report using the  flexible budget  would look like this: 

  Budget Actual
 Activity Allowance Cost Variance Explanation

Raw materials  . . . . . . . . . . . . . . . .   $  45,780  $  46,125  $345 U Immaterial.

Direct labor  . . . . . . . . . . . . . . . . . .       33,280      32,893  387 F Immaterial.

Variable overhead  . . . . . . . . . . . . .         8,320        8,128  192 F Immaterial.

Fixed overhead  . . . . . . . . . . . . . . .      36,720      37,320   600 U Immaterial.

Total . . . . . . . . . . . . . . . . . . . . . . .   $124,100   $124,466  $366 U

 The variances now are relatively insignificant, and the initial conclusion made from 

this report is the correct one: The production manager is performing according to plan 

for the number of hulls that were actually produced. 

  Of course, there is a question about why 100 hulls were produced when the origi-

nal budget called for production of 120 hulls. The answer to that question, however, is 

not relevant to controlling costs for the number of hulls actually produced. 

  Flexible budgeting does not affect the predetermined overhead application rate 

used to apply overhead to production. To the extent that the actual level of produc-

tion differs from the activity estimate used in developing the predetermined overhead 

application rate, fixed manufacturing overhead will be overapplied or underapplied. 

However, this is not a cost control issue. It is an accounting issue, usually resolved by 

closing the amount of overapplied or underapplied overhead to Cost of Goods Sold. 

  Flexible budgeting means that  the budget allowance for variable costs should be 
flexed to show the costs that should have been incurred for the level of activity actually 
experienced . As illustrated with the Cruisers, Inc., example, this is done by multiply-

ing the variable cost per unit of  each  variable cost item (i.e., direct materials, direct 

labor, and variable manufacturing overhead) by the actual activity level (e.g., number 

of units produced in a month) to determine the  budget allowance  against which actual 

costs can be meaningfully compared. The variance in the level of activity should be in-

vestigated and explained so that improvements in activity forecasting can be achieved, 

but this is a separate and distinct issue from the analysis of cost performance. 

4. What does it mean to do fl exible budgeting?

5. What does it mean to state that budgeted fi xed expenses are not fl exed?QWhat Does
It Mean?
Answers  on 
page  605

     Standard Cost Variance Analysis 
   Analysis of Variable Cost Variances 

 To achieve the control advantages associated with the standard cost system discussed 

in Chapter 14, performance reports must be provided to individuals responsible for 

incurring costs. The total variance for any particular cost component is referred to as 

LO 4

 Understand how and 

why the two compo-

nents of a standard 

cost variance are 

calculated. 
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the  budget variance  because it represents the difference between budgeted cost and 

actual cost. The budget variance is caused by two factors: the difference between the 

standard and actual  quantities  of the input, and the difference between the standard 

and actual  unit costs  of the input. Even if the same individual were responsible for 

both quantity and price, it would be desirable to break the budget variance into the 

 quantity variance  and the  cost per unit of input variance . However, since different 

managers are usually responsible for each component of the total variance, it is es-

sential to separate the two components so that each manager can take the appropriate 

action to eliminate unfavorable variances or capture those that are favorable. 

  As is the case with much of managerial and financial accounting, different organi-

zations use different terms for these variances. In the discussion that follows, quantity 

variance will be referred to as a  usage  or  efficiency variance , and the cost per unit of 

input variance will be referred to as a  price, rate , or  spending variance . These terms are 

generally, but not exclusively, used in practice. In addition, variances will be referred to 

here as  favorable  or  unfavorable . In some organizations, a favorable variance is shown 

as a positive but otherwise unlabeled amount, and an unfavorable variance is shown as 

a negative amount. Whether a variance is favorable or unfavorable is determined in the 

context of the item being evaluated and the goals of the organization. Thus spending 

less for raw materials because lower-than-specified-quality materials were purchased 

may give rise to an arithmetically favorable variance (actual cost was less than standard 

cost) that is not desirable because of the negative impact on product quality. 

  To illustrate the two components of the budget variance, we will focus on the 

“build-up” labor of the SeaCruiser hull for which the standard cost was summarized 

on page 558. Assume that 100 hulls were made last month. The following table sum-

marizes the actual and standard labor hours and the hourly rates for build-up labor 

inputs. Note that variances are also indicated (F is favorable, U is unfavorable). 

Actual 2,540 hours @ $12.95/hr. $32,893

Standard 2,600 hours @ $12.80/hr.   33,280

Budget variance     60 F $  0.15 U $     387 F

 The analysis of the budget variance into the quantity variance and the cost per unit of 

input variance is: 

Variance due to hours difference:

 60 hours � $12.80 (standard rate) $768 F

Variance due to rate difference:

 $0.15/hr. � 2,540 hours (actual hours) $381 U

Budget variance $387 F

 The quantity variance (due to the difference between standard hours allowed and the actual 

hours worked) is called the  direct labor efficiency variance  because it relates to the effi-

ciency with which labor was used. In this case, the efficiency variance is favorable because 

the 100 hulls were produced in fewer build-up labor hours than were allowed at standard. 

Note that standard quantities for variable cost inputs are based on the flexible budget-

ing concept described earlier in this chapter; the standard quantity allowed is adjusted in 

response to the number of units produced. The cost per unit of input variance (due to the 

difference between the actual and standard hourly pay rates) is called the  direct labor rate 
variance . In this case, the rate variance is unfavorable because workers were paid a higher 

rate than allowed at standard. Part of the budget variance is really a joint variance due to the 

fact that there was a difference between both standard and actual  hours  and the standard 
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and actual  rates  per hour. However, rather than report three variances, the joint variance 

is included with the rate variance. This keeps the efficiency variance “pure,” which is ap-

propriate because efficiency is usually more subject to control than are pay rates. 

  The efficiency variance would be reported to the supervisor responsible for di-

rect labor inputs to the product. The rate variance would be reported to the human 

resources manager or other individual responsible for pay rates. Management by 

exception procedures are appropriate, and, if a variance is significant, the reasons for 

it will be determined so that appropriate action can be taken to eliminate unfavorable 

variances and capture favorable ones. 

  The variances are labeled favorable or unfavorable based on the arithmetic differ-

ence between standard and actual, but these labels are not necessarily synonymous with 

“good” and “bad,” respectively. This example illustrates a trade-off that can frequently 

be made. Even though the workers were paid more than the standard rate, the work was 

performed efficiently enough to more than make up for the unfavorable rate variance. If 

this occurred because of a conscious decision by the production supervisor, it may be 

appropriate to make a permanent change in the way the work is done and to change the 

standards accordingly. Alternatively, achieving a favorable rate variance by using less 

skilled employees may result in a more-than-offsetting unfavorable efficiency variance. 

  The budget variance for raw materials and variable overhead can also be analyzed 

and separated into two components, as illustrated for direct labor. The label assigned 

to each of the components varies from input to input, but the calculations are similar. 

The labels generally used are  raw materials usage variance, raw materials price 
variance, variable overhead efficiency variance , and  variable overhead spending 
variance . These variances are summarized here: 

 Variance due to Difference
   between Standard and Actual  

   Cost per Unit
 Input Quantity of Input

 Raw materials Usage Price

 Direct labor Effi ciency Rate

 Variable overhead Effi ciency Spending

 The terms  usage  and  efficiency  refer to quantity of input; from the perspective of 

direct labor, efficiency relates to the quantity of hours actually used relative to the 

quantity called for by the standard. The variable overhead quantity variance is called 

the  efficiency variance  because variable overhead is, in most cases, assumed to be 

related to direct labor hours. The terms used for cost per unit of input variances are 

consistent with the way costs are usually referred to:  price  for raw materials and  rate  

for employee wages. “Spending” is used for variable overhead because of the number 

of different cost items that comprise overhead; although an overall spending rate is 

calculated, the variance simply reflects the fact that actual overhead costs differ from 

the spending that was anticipated when the rate was established. 

  The general model for calculating each variance is: 

 Standard Actual Standard
Quantity variance � � quantity   � quantity � �  cost per
 allowed used unit

Cost per unit Standard Actual Actual
of input    � � cost per   � cost per � �  quantity
variance unit unit used

LO 5

 Understand the specific 

names assigned to 

variances for different 

product inputs. 
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This model can also be expressed in the following way:

Actual quantity used
�

Actual cost per unit

Actual quantity used
�

Standard cost per unit

Standard quantity allowed
�

Standard cost per unit

Cost per unit
of input variance Quantity variance

     The arithmetic sign of the variance calculated using either of the preceding versions of the 

model indicates whether the variance is favorable (�) or unfavorable (�). Variance calcu-

lation examples for some of the SeaCruiser hull costs are illustrated in Exhibit 15-3. 

  Although the total budget variance of $234 F calculated in Exhibit 15-3 is easily 

considered immaterial, some of the individual variances are much more significant. It 

just happens that they are largely offsetting. This emphasizes the need to analyze the 

variances for each standard. Thus, although not illustrated in Exhibit 15-3, variances 

for the other raw material, direct labor, and variable overhead components of the Sea-

Cruiser hulls would also be computed. 

  What use will be made of the information in Exhibit 15-3? Remember that the 

objectives of variance analysis are to highlight deviations from planned results. With 

respect to raw materials, it is possible that the favorable price variance of $1,125 was 

caused by buying lower-quality fiberglass that resulted in the unfavorable usage vari-

ance of $1,470. As a result of the performance report, there should be communication 

between the purchasing agent and the raw materials supervisor to resolve the issue. 

Without this analysis and communication, the purchasing agent, being unaware that 

the price savings were more than offset by higher usage, might continue to buy lower-

quality material. Likewise, the favorable labor efficiency variance of $768 might be the 

result of using more experienced and higher-paid employees this month, which in turn 

Integrate your knowledge! When studying the analysis of standard cost variances, knowing that 

the model is an application of the flexible budget concept presented earlier in the chapter is use-

ful. Actual costs are at one end of the model. In order to evaluate actual results (cost � quantity), 

the question is “How much cost should have been incurred (standard cost � standard quantity) 

given the actual units produced?” Calculating total standard cost as the standard quantity 

allowed � standard cost per unit is simply flexing the budget for the actual units produced 

during the period.

Actual Results:

Actual quantity used
�

Actual cost per unit

Actual quantity used
�

Standard cost per unit

Flexible Budget:

Standard quantity allowed
�

Standard cost per unit

Cost per unit
of input variance

Total flexible budget variance

Quantity variance

Study

Suggestion
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caused a $381 unfavorable rate variance. After analysis and discussion, the direct labor 

supervisor, production superintendent, and human resources manager might decide to 

continue this trade-off. Variance analysis information should result in actions to maintain 

or increase the profitability of the company. If the benefit of calculating variances is not 

greater than the cost of doing so, there isn’t much sense in making the calculations. 

      As is the case with any performance reporting, variances should be communicated 

to the individuals responsible as promptly as possible after the activity has occurred. 

This way, the causes of the variances can be easily remembered and appropriate ac-

tion can be taken. All variances need not be reported with the same frequency. In most 

organizations, the usage of raw materials and the efficiency of direct labor are most 

subject to short-term control, so these variances will be reported more frequently than 

  I. Assumptions:

The following performance report summarizes budget and actual usage and costs 

for the items shown for a month in which 100 SeaCruiser hulls were produced:

 Budget Actual Variance
Raw materials:

 Glass fi ber cloth: .................................  $45,780 $46,125 $345 U

  Budget: Standard/hull of 218 yds. 

   @ $2.10/yd. � 100 hulls

  Actual: 22,500 yds. @ $2.05/yd.

Direct labor:

 Build-up labor:  ..................................    33,280   32,893 387 F

  Budget: Standard/hull of 26 hrs. 

   @ $12.80/hr. � 100 hulls

  Actual: 2,540 hrs. @ $12.95/hr.

Variable overhead:

 Related to build-up labor: ...................   8,320  8,128 192 F

  Budget: Standard/hull of 26 hrs. 

   @ $3.20/hr. � 100 hulls

  Actual: 2,540 hrs. @ $3.20/hr.                    

   Totals ...........................................  $87,380 $87,146 $234 F

  II. Required:

Analyze the budget variance for each item by calculating the quantity and cost per 

unit of input variances.

III. Solution:

Quantity Standard Actual Standard

� � quantity � quantity � � cost pervariance
 allowed used unit

Raw materials 

 usage variance  � [(218 yds. � 100 hulls) � 22,500 yds.] � $2.10

 � $1,470 U

Direct labor 

 effi ciency variance � [(26 hrs. � 100 hulls) � 2,540 hrs.] � $12.80

 � $768 F

Variable overhead 

 effi ciency variance � [(26 hrs. � 100 hulls) � 2,540 hrs.] � $3.20

 � $192 F
(continued)

Exhibit 15-3

Calculation of Standard 

Cost Variances
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the cost per unit of input variances. In many situations, it is appropriate to report raw 

materials usage variances and direct labor efficiency variances in physical terms be-

cause supervisors are more accustomed to thinking in terms of pounds, square feet, and 

direct labor hours as opposed to dollars. For example, using the data in Exhibit 15-3, 

and eliminating standard cost per unit from the model, the quantity variances would 

be calculated and expressed as follows:     

 
Quantity

     
variance

   � �  Standard

 
   

 quantity      

allowed   

  �  

Actual 

 
   

 qantity     

used  

  �
Raw materials 

 usage variance   � (218 yds. � 100 hulls) � 22,500 yds.

� 700 yds. U

Direct labor 

 efficiency variance � (26 hrs. � 100 hulls) � 2,540 hrs.

� 60 hrs. F

  Some organizations calculate and report the raw materials price variance at the 

time materials are purchased rather than when they are used. This variance is called 

the  raw materials purchase price variance . This is especially appropriate if raw 

materials inventories are maintained, as opposed to having materials put directly into 

production, because it shows the purchasing manager any price variance soon after the 

purchase is made rather than later when the material is used. For example, if 25,000 

yards of glass fiber cloth were purchased at a cost of $2.05 per yard, and the standard 

cost was $2.10 per yard, the purchase price variance would be calculated as follows: 

  General Model 
Cost per unit

of input 

variance

 �  

 
� 
Standard

cost per 

unit   

 � 

Actual

cost per 

unit   

 �
   

� 

Actual

quantity

used

 

Cost per unit Standard Actual Actual

of input  � � cost per � cost per � �  quantity

variance unit unit used

Raw materials 

 price variance � ($2.10/yd. � $2.05/yd.) � 22,500 yds.

  � $1,125 F

Direct labor 

 rate variance � ($12.80/hr. � $12.95/hr.) � 2,540 hrs.

  � $381 U

Variable overhead 

 spending variance � ($3.20/hr. � $3.20/hr.) � 2,540 hrs.

  � 0

IV. Recap of variances:

 Usage/Effi ciency Price/Rate/Spending Total

Raw materials . . . .  $1,470 U $1,125 F $345 U

Direct labor . . . . . .  768 F 381 U 387 F

Variable overhead  .        192 F   0    192 F

  Totals . . . . . . . .  $   510 U $   744 F $234 F

Exhibit 15-3

(concluded)
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  Modification for Purchase Price Variance 

    
Cost per unit

of input 

variance

 �  
 
� 
Standard

cost per 

unit   

 � 
Actual

cost per 

unit    
�
   
� 

Actual

quantity

purchased
 

� ($2.10 � $2.05) � 25,000 yds.

� $1,250 F

6. What does it mean to have an unfavorable raw materials usage variance?

7. What does it mean to analyze the direct labor budget variance to determine the 

effi ciency variance and rate variance components?

8. What does it mean to state that a favorable usage variance may not really be 

favorable?

9. What does it mean to state that for variance analysis to be effective, it should 

result in better communication between managers?

QWhat Does
It Mean?
Answers  on 
page  605

   Analysis of Fixed Overhead Variance 

 The fixed manufacturing overhead variance is analyzed differently from the variable 

cost variances because of the cost behavior pattern difference. For control purposes, 

the focus is on the difference between the fixed overhead that was budgeted for the 

period and actual fixed overhead expenditures. This difference is labeled a  budget 
variance  (the same term used to identify the difference between budgeted and actual 

variable costs). A variance also arises if the number of units of product made differs 

from planned production. The reason for this is that fixed overhead is applied to pro-

duction using a predetermined application rate (see Exhibit 13-6) based on planned 

activity. If actual activity is different, the amount of fixed overhead applied to produc-

tion will be different from that planned to be applied. This variance is called a volume 
variance. And remember that since fixed costs do not behave on a per unit basis, it is 
not appropriate to make any per unit fixed overhead variance calculations. 
  To illustrate the calculation of fixed overhead variances, we return to the pro-

duction of SeaCruiser sailboats by Cruisers, Inc. The predetermined fixed overhead 

application rate shown in the standard cost calculation on page 559 is $10.80 per 

direct labor hour. To recap from Chapter 13, this rate would have been determined as 

follows: 

Total estimated (budgeted) fixed manufacturing 

 overhead for the year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,240,000

Total estimated (budgeted) direct labor hours 

 for the year (1,250 sailboats @ 240 hours each) . . . . . . . . . . . . 300,000 hours

Predetermined fixed overhead application rate 

 ($3,240,000/300,000 hours)  . . . . . . . . . . . . . . . . . . . . . . . . . . . $10.80/direct labor hour

 Now assume that the actual fixed manufacturing overhead for the year totaled $3,327,500, 

and that the actual level of production was 1,288 sailboats. The standard direct labor 

hours allowed for actual production during the year would be 309,120 hours (1,288 

actual sailboats � 240 standard hours allowed per sailboat). The Fixed Manufacturing 

Overhead account would appear as follows: 

LO 6

 Understand how the 

analysis and control 

of fixed overhead vari-

ances and variable cost 

variances differ. 
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Fixed Manufacturing Overhead

Actual costs incurred 3,327,500  Fixed manufacturing

  overhead applied to 

production (309,120 

direct labor hours � 

$10.80/direct labor hr.) 3,338,496

Balance 

 (overapplied overhead) $10,996

 The overapplied overhead is made up of a budget variance and a volume variance, as 

follows: 

Budget variance:

 Budgeted fixed manufacturing overhead   . . . . . . . . . . . .   $3,240,000

 Actual fixed manufacturing overhead  . . . . . . . . . . . . . . .    3,327,500

  Budget variance   . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $    87,500 U

Volume variance:

 Budgeted direct labor hours for year     . . . . . . . . . . . . . . 300,000 hrs.

 Standard direct labor hours allowed for actual

  production during year   . . . . . . . . .   . . . . . . . . . . . . . . 309,120 hrs.

Excess of standard hours allowed for volume of

  production actually achieved over estimated hours . . . 9,120 hrs.

Predetermined fixed overhead application rate   . . . . . . . .    � $10.80/hr.

  Volume variance   . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        98,496 F

Net variance (overapplied overhead)   . . . . . . . . . . . . . . . . .   $   10,996 F

 This is another situation in which the net variance is small, but it results from signifi-

cantly larger offsetting variances that may deserve investigation. The amount of fixed 

overhead actually incurred versus the amount applied to production during the year could 

be different for a variety of reasons. The cost category of fixed overhead comprises many 

individual cost items (e.g., supervisor salaries, depreciation, property taxes, and main-

tenance), and each line item should be evaluated to understand its individual effect on 

the budget variance. One possibility is that responsible managers could have paid more 

or less to acquire a particular fixed overhead item during the year. Conversely, property 

taxes, which are beyond management’s control, may have increased. And just because 

a variance is favorable does not necessarily mean it is good for the company. For ex-

ample, a favorable maintenance variance could indicate a manager’s attempt to improve 

his or her performance by delaying or completely ignoring scheduled maintenance of 

equipment—a savings today that will likely require much higher costs in the long term. 

  The volume variance explains the effect of treating fixed overhead costs dif-

ferently for planning and control purposes as opposed to product-costing purposes. 

For planning purposes, fixed costs are expected to total $3,240,000, but for product-

costing purposes, fixed costs are unitized over 300,000 estimated direct labor hours of 

activity (at the rate of $10.80/direct labor hour) in order to allow each unit produced 

to absorb a share of the total fixed costs. Note that only when Cruisers, Inc., generates 

exactly 300,000 direct labor hours will the units produced exactly absorb budgeted 

fixed costs of $3,240,000. If the company generates more or less than 300,000 direct 
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labor hours, too much or too little fixed overhead will be applied to production. The 

following graph demonstrates this concept: 

Fixed overhead applied to 
production at the rate of 
$10.80/direct labor hour

$

$3,338,496

$3,240,000

Volume
variance

Budgeted fixed overhead

300,000
Budgeted

hours

309,120
Standard

hours
applied

Labor hours

 The graph illustrates that when Cruisers, Inc., generates more than 300,000 direct 

labor hours, it will apply more than the $3,240,000 amount of expected fixed overhead 

for the year. Likewise, if Cruisers, Inc., fails to generate the 300,000 direct labor hours, 

it will apply less than the $3,240,000 expected fixed overhead. By generating 9,120 

more direct labor hours than planned, Cruisers, Inc., overapplied fixed overhead costs 

to the units produced in the amount of $98,496 (9,120 direct labor hours � $10.80 

per direct labor hour). This volume variance means that work in process and finished 

goods inventories as well as cost of goods sold would have been overstated as a result 

of achieving a larger number of direct labor hours than estimated. 

  The preceding illustration uses annual data; in practice, the analysis is likely to 

be made monthly or with a frequency that leads to the most effective control of fixed 

overhead. As stated earlier, by its very nature, fixed overhead is difficult to control on 

a short-term basis. Yet, for many firms, it has become a significant cost that may be 

greater than all of the variable costs combined, so it does receive much management 

attention. 

10.   What does it mean to state that the analysis of fi xed manufacturing overhead 

variance is not likely to be done with the same frequency as the analysis of 

variable cost variances?QWhat Does
It Mean?
Answer  on 
page  605

   Accounting for Variances 

 Some interesting issues arise in connection with accounting for variances. Usually, if 

the net total of all of the favorable and unfavorable variances is not significant relative 

to the total of all production costs incurred during the period, the net variance will be 

included with cost of goods sold in the income statement. Since standard costs were 

used in valuing inventories during the period, standard costs were also released to cost 

LO 7

 Understand the 

alternative methods 

of accounting for 

variances. 
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of goods sold; classifying the net variance with this amount has the effect of report-

ing cost of goods sold at the actual cost of making those items. If the net variance is 

significant relative to total production costs, it may be allocated between inventories 

and cost of goods sold in proportion to the standard costs included in these inventories 

and cost of goods sold in proportion to the standard costs included in these accounts. 

On the other hand, if the standards represent currently attainable targets, then a net 

unfavorable variance can be interpreted as the cost of production inefficiencies that 

should be recognized as a cost of the current period. If this is the case, none of the 

net variance should be assigned to inventory because doing so results in postponing 

the income statement recognition of the inefficiencies until the product is sold. A net 

variance that is favorable would indicate that the standards were too loose, and so it 

would be appropriate to allocate the variance between inventory and cost of goods 

sold. In any event, the financial statements and explanatory notes are not likely to 

contain any reference to the standard cost system or accounting for variances because 

disclosures about these details of the accounting system do not increase the usefulness 

of the statements as a whole. 

Business in 

Practice

  How Well Am I Doing? 

  Performance reporting is a critical component of the planning and control cycle; it helps manag-

ers identify those activities for which actual and planned results differ so appropriate action can 

be taken. This process ranges from the evaluation of a single raw material used in the production 

cycle to an analysis of the entire operating budget and provides a yardstick against which further 

comparisons may be made. To fully appreciate how well a company is performing, however, the 

dimensions of time and industry should be examined. 

  The time dimension suggests that the current performance evaluation results be compared 

with results of prior periods to establish performance trends within the company. This perspec-

tive gives managers a longer-run internal view of the effectiveness of their planning strategy to 

support an objective of continuous improvement. The industry dimension suggests that the 

current performance evaluation results should be compared with those of similar organizations 

to establish performance benchmarks within the industry. This perspective gives managers a 

bigger-picture external view of their performance in the marketplace. 

  To facilitate evaluation, industry organizations and trade associations provide many sources 

of specific information. For example, Printing Industries of America, Inc. (PIA) and the Graphic 

Arts Technical Foundation have launched the Graphic Arts Information Network—an Internet 

portal to the industry’s largest knowledge resource at www.gain.org. For more than 80 years, 

PIA Ratios reports have been the printing industry’s premier tool for measuring individual com-

pany performance and benchmarking it against industry averages and the performance of in-

dustry profit leaders—printers in the top 25% of profitability. See Programs & Services/Sections, 

Groups & Councils/Print Sales & Marketing Executives/Printing Industries of America Ratios for 

information about best practices, benchmarks, PIA ratios, and industry statistics and surveys. 

  Agile Manufacturing Benchmarking Consortium ™  at www.ambcbenchmarking.org is a 

group of manufacturing process improvement professionals who identify best practices sur-

rounding manufacturing issues for the overall operations of the members. The organization’s 

mission is to identify “Best in Class” business processes, which, when implemented, lead mem-

ber companies to exceptional performance. 

  The American Productivity & Quality Center (APQC) at www.apqc.org is a resource for 

process and performance improvement for organizations of all sizes across all industries. APQC 

works with organizations to improve productivity and quality. This center provides the tools, 

information, and support needed to discover and implement best practices.   
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      Analysis of Organizational Units  
  Reporting for Segments of an Organization 

 A segment of an organization is a division, product line, sales territory, or other orga-

nizational unit. Management frequently reports company results by segment in such a 

way that the total income for each segment equals the total company net income. For 

example, assume that Cruisers, Inc., has three divisions: sailboats, motorboats, and 

repair parts. The following income statement might be prepared: 

CRUISERS, INC. 
Segmented Income Statement 
Quarter Ended July 31, 2010

 Total Sailboat Motorboat Repair Parts
 Company Division Division Division

Sales. . . . . . . . . . . . . . $560,000 $320,000 $160,000 $80,000

Variable expenses  . . .  240,000  128,000     72,000  40,000

Contribution margin. . . $320,000 $192,000 $ 88,000 $40,000

Fixed expenses. . . . . .  282,000  164,000   72,000  46,000

Operating income . . . . $ 38,000 $ 28,000 $ 16,000 $ (6,000)

 From an analysis of this segmented income statement, management might consider 

eliminating the repair parts division because it is operating at a loss. In fact, you 

might think that operating income would increase by $6,000 if this division were 

eliminated. 

  Now suppose that, as a result of a detailed analysis of the fixed expenses, you 

learn that the fixed expenses assigned to each division represent the sum of the fixed 

expenses incurred in each division ( direct fixed expenses ) plus an allocated share of 

the corporate fixed expenses ( common fixed expenses ) that would continue to be in-

curred even if one of the divisions were to be closed. (Would the president’s salary—a 

common fixed expense—be reduced if one of the divisions were closed?) Your analy-

sis of fixed expenses shows the following: 

 Total Sailboat Motorboat Repair Parts
 Company Division Division Division

Direct fi xed expenses  . . . . . . . .  $170,000 $100,000 $40,000 $30,000

Common fi xed expenses 

 allocated in proportion 

 to sales  . . . . . . . . . . . . . . . . .    112,000     64,000   32,000   16,000

Total fi xed expenses  . . . . . . . . .  $282,000 $164,000 $72,000 $46,000

 Since the common fixed expenses will continue to be incurred even if the repair parts 

division is closed, Cruisers, Inc., would be worse off by $10,000 if the division were 

eliminated. Why? Because that division’s contribution to common fixed expenses and 

profits (referred to as  segment margin ) would also be eliminated. This is illustrated 

clearly in a more appropriately designed segmented income statement: 

LO 8

 Understand how 

the operating results 
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CRUISERS, INC. 
Segmented Income Statement 
Quarter Ended July 31, 2010

  Total Sailboat Motorboat Repair Parts
 Company Division Division Division

Sales. . . . . . . . . . . . . . . . . .  $560,000 $320,000 $160,000 $80,000

Variable expenses  . . . . . . .    240,000   128,000     72,000   40,000

Contribution margin. . . . . . .  $320,000 $192,000 $  88,000 $40,000

Direct fixed expenses. . . . .    170,000   100,000     40,000   30,000

Segment margin . . . . . . . . .  $150,000 $  92,000 $  48,000 $10,000

Common fixed expenses . . .   112,000

Operating income. . . . . . . .  $  38,000

 

The key feature of the corrected segmented income statement is that common fixed 

expenses have not been  arbitrarily allocated  to the segments. The corrected statement 

reflects the contribution of each segment to the common fixed expenses and company 

profit. Using this approach should avoid analytical errors like the one that would have 

resulted in closing the repair parts division. 

  The same statement format separating direct and common fixed expenses should 

be used whenever both classifications of fixed expenses exist. For example, if the sail-

boat division’s segment margin of $92,000 were to be broken down by sales territory, 

that division’s $100,000 of direct fixed expenses would be analyzed, and the portion 

that is direct  to each territory  would be subtracted from the territory contribution 

margin to arrive at the territory’s segment margin. The division’s fixed expenses that 

are common from a territory perspective  would not  be allocated to the territories; they 

would be subtracted as a single amount from the total territory segment margin to ar-

rive at the division’s segment margin of $92,000. 

  Sometimes the segments of an organization are referred to as  responsibility cen-
ters, cost centers, profit centers , or  investment centers . A  responsibility center  is an 

element of the organization over which a manager has been assigned responsibility 

and authority, and for which performance is evaluated. A  cost center  does not directly 

generate any revenue for the organization. For example, the industrial engineering 

department would be a cost center. An organization segment that is responsible for 

selling a product, like the sailboat division of Cruisers, Inc., could be either a  profit 
center  or an  investment center . The methods used to evaluate the performance of 

each kind of center (or segment) are summarized in Exhibit 15-4.    

   Because individuals would like to think of their efforts in terms of profits rather 

than costs, sometimes an effort is made to convert cost centers to profit centers or 

Exhibit 15-4

Methods of Evaluating 

Responsibility Centers 

(Segments)

Segment How Performance Is Evaluated

Cost center Actual costs incurred compared to budgeted costs.

Profit center Actual segment margin compared to budgeted segment margin.

Investment center  Comparison of actual and budgeted return on investment (ROI) 

 based on segment margin and assets controlled by the segment.
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investment centers by establishing a  transfer price  at which products, components, 

or services are “sold” from one segment of the organization to another. Since the rev-

enue of one segment becomes the cost of another segment, it is difficult to establish 

a transfer price that is considered fair by all concerned. This issue, plus the increased 

bookkeeping costs, means that significant behavioral and other qualitative benefits 

must be expected to warrant transfer pricing at the cost center level of the organiza-

tion. Transfer pricing is commonly applied to intersegment transactions between 

major divisions of a company and to affiliates organized as separate legal entities. 

These transfer prices can influence bonuses, source of supply decisions, and state and 

national income tax obligations. The determination of an appropriate transfer price in 

these situations is often quite complex. 

11.   What does it mean to have a responsibility reporting system?

12.   What does it mean to state that common fi xed expenses should never be arbi-

trarily allocated to segments (for example, products or organizational units)?QWhat Does
It Mean?
Answers  on 
page  605

   The Analysis of Investment Centers 

 The manager of an investment center has a much higher level of responsibility for 

decision making in the organization than does the manager of a cost center or profit 

center. Not only is the investment center manager responsible for the incurrence of 

cost and the generation of revenue, but she also has autonomy for investing in the 

assets that will be used in conducting the operating activities of the organizational 

unit. Because of this additional dimension of responsibility, appropriate measures 

of performance are important for evaluating investment center managers across the 

organization. Many times the performance evaluation system is directly related to a 

manager’s compensation or other bonus opportunities, and logically so; the evalu-

ation system should motivate managers to maximize their individual performance, 

which, in turn, should contribute to maximizing the performance of the organization 

as a whole. 

  Exhibit 15-4 identified the comparison of actual and budgeted return on invest-

ment (ROI) based on income (segment margin) and assets controlled by the invest-

ment center manager as the primary method of evaluating performance. The DuPont 

model for separating ROI into margin and turnover presented in Chapter 3 is a par-

ticularly useful tool for this analysis because it gives a manager insight into the vari-

ous factors within the numerator and denominator of the ROI model that can affect 

the overall ratio. Selected relevant information from the segmented income statement 

for the year ended July 31, 2010, for Cruisers, Inc., and information on the amount 

of operating assets in each division are presented here to illustrate this performance 

analysis technique: 

 Total Sailboat Motorboat Repair Parts
 Company Division Division Division

Sales . . . . . . . . . . . . . . . . . . . . .  $   560,000 $320,000 $160,000 $  80,000

Segment margin . . . . . . . . . . . .  $   150,000 $  92,000 $  48,000 $  10,000

Divisional operating assets  . . . . .  $1,200,000 $600,000 $500,000 $100,000

LO 9

 Understand how 

return on investment 
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 Total Sailboat Motorboat Repair Parts
 Company Division Division Division

DuPont Performance Analysis:

Margin (Segment 

 margin/Sales) . . . . . . . . . . . . . .  26.8% 28.8% 30.0% 12.5%

Turnover (Sales/

 Operating assets). . . . . . . . . . .  0.47 turns 0.53 turns 0.32 turns 0.80 turns

ROI (Segment margin/

 Operating assets) or 

 (Margin � Turnover) . . . . . . . . .  12.5% 15.3% 9.6% 10.0%

  With the information from a DuPont analysis, division managers can focus their 

attention on those activities that would increase profit margin without sacrificing sales, 

such as increasing revenues and/or reducing expenses, or that would increase turnover 

by increasing sales while holding operating assets constant and/or while holding sales 

constant and decreasing operating assets. Also notice how a performance ranking of 

each division manager changes with the details provided by the DuPont analysis. This 

information provides each division manager with an understanding of his or her rela-

tive performance within the organization: 

  Sailboat  Motorboat  Repair Parts 
  Division Division Division

DuPont Performance Analysis:

Margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28.8% 30.0% 12.5%

 Performance ranked by margin  . . . . . . . . . . . . . . 2 1 3

Turnover  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.53 turns 0.32 turns 0.80 turns

 Performance ranked by turnover  . . . . . . . . . . . . . 2 3 1

ROI  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.3% 9.6% 10.0%

 Performance ranked by ROI. . . . . . . . . . . . . . . . . 1 3 2

  If the performance evaluation system is not carefully designed, it will lead to 

dysfunctional behavior on the part of the investment center manager.  Dysfunctional 
behavior  means that a manager will act in his or her own best interest without regard 

to the effect of his or her decision on the organization. For example, what would 

happen if the sailboat division manager were faced with an opportunity for a new 

sailboat line that would generate an ROI of 13.5 percent? If the only measure of 

performance used by Cruisers, Inc., to evaluate the manager’s performance is ROI, 

and if his performance is tied to compensation, you can be assured that the manager 

of the sailboat division will reject the opportunity since his current ROI would be 

lowered if he invested in this sailboat line. But is this decision good for Cruisers, 

Inc.? The answer is no because its overall ROI is 12.5 percent and a new sailboat 

line earning a return of 13.5 percent would enhance the overall ROI. For this reason, 

known as  suboptimization , ROI should not be the sole measure of investment center 

performance. 

  Another approach used to evaluate the performance of an investment center, which 

eliminates this risk of suboptimization, is known as  residual income . This technique 

evaluates the manager’s ability to generate a minimum required ROI. Therefore, the 

investment center manager’s goal is to maximize the dollar amount of earnings above 
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this minimum requirement rather than to maximize a percentage amount of ROI. 

 Residual income is calculated as follows: 

    Residual income � Operating income � Required ROI $ (Operating assets � Required ROI %)

  To illustrate, we will continue with the information from the segmented income 

statement at July 31, 2010, for Cruisers, Inc., and assume that the required ROI has 

been set at 10 percent: 

 Total Sailboat Motorboat Repair Parts
 Company Division Division Division

Divisional operating assets  . . . . .  $1,200,000 $600,000 $500,000 $100,000

Residual Income Analysis:

Segment margin  . . . . . . . . . . . .  $   150,000 $  92,000 $  48,000 $  10,000

ROI required (Operating 

 assets � 10%)  . . . . . . . . . . . .       120,000     60,000     50,000     10,000

Residual income  . . . . . . . . . . . .  $     30,000 $  32,000 $   (2,000) $           0

Performance ranked 

 by residual income  . . . . . . . . .   1 3 2

  Residual income is positive when the investment center is earning an ROI greater 

than the required ROI, 10 percent in this example. A negative residual income means 

that a division is losing organization value by not earning the required ROI, and viewing 

this underachievement brings greater emphasis to its significance. Notice in the preced-

ing illustration that a performance ranking based on residual income produces the same 

order as using ROI, but using residual income would now allow the manager of the 

sailboat division to invest in the new sailboat line with an expected return of 13.5 per-

cent because any opportunity that provides at least a 10 percent ROI would increase the 

division’s residual income. It is clear that no single measure of performance will satisfy 

all information analysis needs of an organization at the same time while providing the 

behavioral incentive for managers to act in the best interest of the company as a whole. 

13.   What does it mean when an investment center manager suboptimizes company 

performance?

14.  What does it mean when residual income is zero?QWhat Does
It Mean?
Answers  on 
page  605

   The Balanced Scorecard 

 A high-level approach to measuring and reporting organizational performance is ac-

complished by using a balanced scorecard. The  balanced scorecard  is a set of inte-

grated financial and operating performance measures that highlight and communicate 

an organization’s strategic goals and priorities. Developed by Harvard Professor Rob-

ert S. Kaplan and David P. Norton, this concept promotes the use of a few key finan-

cial and nonfinancial measures of performance. Too often performance analysis is so 

intensely focused on financial measures, such as operating income, segment margin, 

or ROI, that managers lose sight of other key indicators that can provide additional 

insight to understanding performance. The balanced scorecard approach takes a “big 

picture” outlook and provides an analytical framework to support an organizationally 

integrated planning and performance measurement system. 
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  The balanced scorecard framework is integrated through four key perspectives: 

the financial perspective, which is concerned with financial performance and im-

provements; the customer perspective, which is concerned with customer satisfaction 

and the organization’s ability to serve the customer in a timely manner; the internal 

business process perspective, which is concerned with improvements in key operat-

ing areas to achieve greater efficiency and productivity; and the learning and growth 

perspective, which is concerned with empowering employees with new knowledge 

resources. Within each perspective, the organization will define several key objectives 

and related performance measurement targets, as illustrated in Exhibit 15-5. 

      The organizational investment flow and return on investment flow in Exhibit 15-5 

illustrate the integrative nature of this measurement and reporting concept. As Cruis-

ers, Inc., invests in programs and activities that focus on improving customer satis-

faction, business processes, and organizational learning, the rewards will be upward 

flowing and will result in improved financial strength. Talented and happy employees 

(Assumed Data for Illustrative Purposes) Budget Actual

 Return on   Organizational 

investment  Financial Perspective investment

  Return on investment  12% 12.5%

  Contribution margin per sailboat $950   $925

  Revenue growth  10%    15%

 Customer Perspective

  Market share  40%    44%

  Customer satisfaction index  90    93

  Number of new customers  25    22

 Internal Business Process Perspective

  Percentage of systems automated  65%    60%

  Percentage of on-time deliveries  95%    88%

  Sailboat manufacturing time (days)    5      5.5

 Learning and Growth Perspective

  Training hours per employee  30    33

  Percentage of employees on project teams  50%    45%

  Employee satisfaction index  90    86

Exhibit 15-5

Balanced Scorecard for 

Cruisers, Inc.

Business 
on the

Internet

The Balanced Scorecard Institute provides training and consulting services to assist companies, 

nonprofit organizations, and government agencies in applying best practices in balanced score-

card (BSC) and performance measurement for strategic management and organizational trans-

formation. At www.balancedscorecard.org, you will find a vast resource designed for managers 

and analysts to obtain information, ideas, tools, and lessons learned in building strategic man-

agement and performance measurement systems as they use balanced scorecard concepts. 

As the institute focuses on the needs of managers involved in deploying strategic plans and 

improving their organizations’ strategic performance, many areas of the Web site are particularly 

interesting and provide useful information such as frequently asked questions, the nine steps to 

success, performance measurement, and examples of company success stories.
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602 Part 2 Managerial Accounting

will work toward improvements in business activities and operations, which should 

add value for the customer and ultimately provide for a greater return on investment 

for the organization.    

  Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter.  

   Summary 

 All costs are controllable by someone at some time; but in the short run some costs 

may be classified as noncontrollable because there is really nothing a manager can do 

to influence the amount of cost in the short run. 

  Part of the payoff of the budgeting process involves comparing planned results 

with actual results. This is accomplished in a performance report. The variance shown 

in the performance report is the difference between the budget and actual amounts. 

Management by exception involves focusing attention on those activities that have a 

significant variance. The objective of this analysis is to understand why the variance 

occurred and, if appropriate, to take action to eliminate unfavorable variances and 

capture favorable variances. 

  Flexible budgeting recognizes cost behavior patterns. The original budget amount 

for variable items based on planned activity is adjusted by calculating a budget allow-

ance based on actual activity for the period. This results in a variable cost variance that 

is meaningful because the effect of a difference between budgeted and actual volumes 

of activity is removed from the variance. Only variable cost budgets are flexed. 

  Variances from standard can be caused by a difference between standard and ac-

tual quantities and by a difference between standard and actual costs per unit of input. 

Variance analysis breaks the total variance into the amounts caused by each difference. 

This is necessary because different managers are responsible for each component of 

the total variance. The objective of reporting variances is to have the appropriate man-

ager take action to eliminate unfavorable variances and to capture favorable variances. 

Communication between managers is essential to achieve this objective. 

  Variances can be labeled in many ways, but a generally used classification is the 

following:

 Variance due to Difference 
  between Standard and Actual 

  Cost per Unit 
Input Quantity of Input

Raw materials Usage Price

Direct labor Effi ciency Rate

Variable overhead Effi ciency Spending

  Quantity variances for raw materials and direct labor are frequently expressed by 

quantity as well as dollar amount because the manager responsible for controlling the 

variance usually thinks in quantity terms. 
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  Fixed manufacturing overhead variances are analyzed differently from variable 

cost variances because the cost behavior pattern is different. The fixed overhead bud-

get variance is the difference between total budgeted and total actual fixed overhead. 

The fixed overhead volume variance arises because the actual level of activity differed 

from that used in calculating the fixed overhead application rate. 

  In most standard cost systems, standard costs are recorded in Work in Process 

Inventory and Finished Goods Inventory. Variances are usually taken directly to the 

income statement in the fiscal period in which they arise as an adjustment of Cost of 

Goods Sold. 

  Segment reporting for an organization involves assigning revenues and expenses 

to divisions, product lines, geographic areas, or other responsibility centers. In this 

process, costs that are common to a group of segments should not be arbitrarily al-

located to individual segments in that group. 

  Investment center performance is measured by return on investment and is sepa-

rated into margin and turnover as defined by the DuPont model. Managers are able 

to focus on each component of the DuPont formula in order to understand where 

performance improvements may be achieved. Residual income is an ROI alternative 

that measures the amount of income an investment center generates above a minimum 

required return on investment. This method seeks to maximize dollar amounts and 

eliminates the risk of suboptimization—decisions that result when an investment cen-

ter manager rejects an opportunity to invest in a project that would increase the ROI 

of the company as a whole but would lower the ROI of the investment center. 

  A balanced scorecard communicates the set of integrated financial and operating 

performance measures that highlight an organization’s priorities in achieving its stra-

tegic goals. 

   Key Terms and Concepts   

  balanced scorecard (p. 600)    A set of integrated financial and operating performance measures 

that communicates an organization’s priorities associated with achieving strategic goals.  

   budget variance (p. 587)    The difference between budgeted and actual amounts.  

   common fixed expense (p. 596)    An expense that is not assigned to an organizational segment in 

a segmented income statement because the expense would be incurred even if the segment were 

eliminated.  

   cost center (p. 597)    A responsibility center for which performance is evaluated by comparing 

budgeted cost with actual cost.  

   cost per unit of input variance (p. 587)    That part of a variable cost budget variance due to a 

difference between the standard and actual cost per unit of input. See also raw materials price 
variance, direct labor rate variance, and variable overhead spending variance.  

   direct fixed expense (p. 596)    An expense assigned to an organizational segment in a segmented 

income statement that would not be incurred if the segment were eliminated.  

   direct labor efficiency variance (p. 587)    That part of the direct labor budget variance due to the 

difference between actual hours required and standard hours allowed for the work done.  

   direct labor rate variance (p. 587)    That part of the direct labor budget variance due to the 

difference between the actual hourly wage rate paid and the standard rate.  

   favorable variance (p. 583)    The excess of actual revenue over budgeted revenue, or budgeted 

cost over actual cost.  

   flexible budget (p. 586)    A budget adjusted to reflect a budget allowance based on the actual level 

of activity, rather than the planned level of activity used to establish the original budget.  
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604 Part 2 Managerial Accounting

   investment center (p. 597)    A responsibility center for which performance is evaluated by 

comparing budgeted return on investment with actual return on investment.  

   management by exception (p. 583)    A management concept that involves thorough planning and 

then corrective effort only in those areas that do not show results consistent with the plan.  

   performance reporting (p. 580)    Comparing planned and actual activity or costs.  

   profit center (p. 597)    A responsibility center for which performance is evaluated by comparing 

budgeted profit with actual profit.  

   quantity variance (p. 587)    The part of a variable cost budget variance due to a difference 

between the standard and actual quantity of inputs. See also raw material usage variance, direct 
labor efficiency variance, and variable overhead efficiency variance.  

   raw materials price variance (p. 588)    That part of the raw materials budget variance due to the 

difference between standard cost and actual cost of raw materials used.  

   raw materials purchase price variance (p. 591)    A variance recognized soon after the purchase 

of raw materials that is caused by the difference between standard cost and actual cost of raw 

materials purchased.  

   raw materials usage variance (p. 588)    That part of the raw materials budget variance due to the 

difference between standard usage and actual usage of raw material.   

  residual income (p. 599)    The amount of income an investment center generates above a 

minimum required return on investment.  

   responsibility center (p. 597)    An element of the organization over which a manager has been 

assigned responsibility and authority.  

   responsibility reporting (p. 583)    A system of performance reporting that involves successive degrees 

of summarization as the number of management responsibility levels being reported about increases.  

   segment   (p. 596)  A unit of the organization, such as a product line, sales territory, or group of 

related activities.  

   segment margin   (p. 596)  The contribution of a segment of an organization to the common fixed 

expenses and operating income of the organization.  

   suboptimization   (p. 599)  The result of an investment center manager rejecting an opportunity to 

invest in a project that would increase the ROI of the company as a whole but would lower the 

ROI of the investment center.  

   transfer price   (p. 598)  A price established for the “sale” of goods or services from one segment 

of the organization to another segment of the organization.  

   unfavorable variance   (p. 583)  The excess of budgeted revenue over actual revenue, or actual 

cost over budgeted cost.  

   variable overhead efficiency variance   (p. 588)  That part of the variable overhead budget variance 

due to the difference between actual hours required and standard hours allowed for the work done.  

   variable overhead spending variance   (p. 588)  That part of the variable overhead budget 

variance due to the difference between actual variable overhead cost and the standard cost 

allowed for the actual inputs used (based on direct labor hours, for example).  

   variance   (p. 581)  The difference between budget and actual; variances are labeled as “favorable” 

or “unfavorable,” usually on the basis of the arithmetic difference between budget and actual.  

   volume variance   (p. 592)  A fixed manufacturing overhead variance caused by actual activity being 

different from the estimated activity used in calculating the predetermined overhead application rate.  

   

 1.     It means that actual results are compared to planned or budgeted results, and ex-

planations for variances are determined.  

 2.   It means that actual results are better than planned results; for example, actual sales 

are greater than forecast sales, or actual expenses are less than budgeted expenses.  

 3.   It means that managers usually should work to repeat activities that have resulted in fa-

vorable variances and to eliminate activities that have caused unfavorable variances.  

AA N S W E R S  T O

What Does 
It Mean?
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 4.   It means that when the performance report is prepared, the budgeted amounts re-

flect expected costs at the actual level of activity achieved, rather than originally 

budgeted costs for the expected level of activity.  

 5.   It means that because fixed expenses are not expected to change if the level of ac-

tivity changes within the relevant range, it is not appropriate to change the budget 

for fixed expenses even though actual activity differs from planned activity.  

 6.   It means that more than the standard amount of raw material allowed was used for 

the production achieved.  

 7.   It means that the variance associated with each cost element—rate paid and hours 

used—is determined separately and reported to the individuals who are respon-

sible for the rate paid and hours used.  

 8.   It means that the variance may have resulted from an undesirable activity, such as 

purposely not putting enough ingredients into a batch, that could adversely affect 

the quality of the product.  

 9.   It means that responsible managers don’t operate in a vacuum and that their con-

trol activities have to be coordinated to achieve optimum results.  

10.   It means that because costs are fixed, this type of overhead is difficult to control on 

a short-term basis by shift or by week. But because fixed costs are becoming in-

creasingly significant for many firms, they are likely to receive a lot of attention.  

11.   It means that a performance report for a particular area of responsibility reflects 

those items over which the managers of that area have control.  

12.   It means that because these expenses would not decrease in total even if the seg-

ment disappeared, erroneous conclusions can result from an analysis that includes 

arbitrarily allocated common fixed expenses.  

13.   It means that the manager has rejected an opportunity to invest in a project that 

would increase the ROI of the company as a whole because it would lower the 

ROI of the investment center.  

14.   It means that the investment center is earning an ROI exactly equal to the mini-

mum required ROI used to calculate residual income.  

    Self-Study Material 

 Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter. 

  Matching   Following are a number of key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter for 

the key term or concept to each definition provided (items 1–20). Note that not all key 

terms and concepts will be used. Answers are provided at the end of this chapter. 

 a.    Performance report  

 b.   Flexible budget  

 c.   Organization segment  

 d.   Direct fixed expenses  

 e.   Common fixed expenses  

 f.   Management by exception  

 g.   Segment margin  

 h.   Responsibility reporting  

 i.   Overapplied overhead  

 j.   Underapplied overhead  

 k.   Favorable variance  

 l.   Unfavorable variance  

 m.   Direct labor rate variance  

 n.   Direct labor efficiency variance  
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606 Part 2 Managerial Accounting

 1.    The excess of actual cost over budgeted cost.  

 2.   The contribution of a segment of an organization to the common fixed 

expenses and operating income of the organization.  

 3.   A system of performance reporting that involves successive degrees of 

summarization as the number of management levels being reported about 

increases.  

 4.   A management concept that involves thorough planning and then exerting 

corrective effort only in those areas that do not show results consistent with 

the plan.  

 5.   A report comparing planned and actual activity or costs.  

 6.   A budget that has been adjusted to reflect a budget allowance based on 

actual level of activity rather than the planned level of activity used to 

establish the original budget.  

 7.   An expense assigned to an organizational segment in a segmented income 

statement that would not be incurred if the segment were eliminated.  

 8.   The excess of budgeted cost over actual cost.  

 9.   An expense that is not assigned to an organizational segment in a 

segmented income statement because the expense would be incurred even 

if the segment were eliminated.  

 10.   A set of integrated financial and operating performance measures that 

communicate an organization’s strategic goals and priorities.  

 11.   That part of the variable overhead variance due to the difference between 

actual hours required and standard hours allowed for the work done.  

 12.   A fixed manufacturing overhead variance caused by actual activity being 

different from the estimated activity used in calculating the predetermined 

overhead application rate.  

 13.   That part of the direct labor variance due to the difference between actual 

hours required and standard hours allowed for the work done.  

 14.   A debit balance in the manufacturing overhead account that results from 

actual overhead costs in excess of applied overhead.  

 15.   That part of the total raw materials variance due to the difference between 

standard usage and actual usage of raw materials.  

 16.   That part of the variable overhead variance due to the difference between 

actual variable overhead cost per hour and the standard rate used to apply 

overhead.  

 17.   The difference between budgeted amount and actual amount.  

 18.   That part of the direct labor variance due to the difference between the 

actual hourly wage rate paid and the standard rate used to cost a product.  

 19.   That part of the total raw materials variance due to the difference between 

standard cost and actual cost of raw materials used.  

 o.   Volume variance  

 p.   Raw materials usage variance  

 q.   Raw materials price variance  

 r.   Variable overhead efficiency 

variance  

 s.   Variable overhead spending 

variance  

 t.   Variance  

 u.   Residual income  

 v.   Balanced scorecard   
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 20.   The amount of income an investment center generates above a minimum 

required return on investment.     

  Multiple Choice   For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter. 

 1.    To be most effective, performance reports should be

 a.    issued to all managers within the organization at the level of summarization 

or detail most appropriate to their needs.  

 b.   controlled by the management by exception concept, which highlights only 

those variances that are significant.  

 c.   designed to avoid dysfunctional behavior by reporting positive as well as 

negative variances.  

 d.   issued soon after the period in which the activity took place so that results 

can be meaningfully linked to the actions that caused the results.  

 e.   all of the above.     

 2.   Zona Company’s income statement for 2010 for Brands A and Z and for the 

company as a whole follows:

 Total Brand A Brand Z

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $450,000 $250,000 $200,000

Variable expenses  . . . . . . . . . . . . . . . . . . . .   (322,000)  (160,000)  (162,000)

Contribution margin . . . . . . . . . . . . . . . . . . .  $128,000 90,000 38,000

Direct fi xed expenses  . . . . . . . . . . . . . . . . .     (53,000)    (22,000)    (31,000)

Segment margin  . . . . . . . . . . . . . . . . . . . . .  $  75,000 $  68,000 $    7,000

Common fi xed expenses . . . . . . . . . . . . . . .     (45,000)

Operating Income  . . . . . . . . . . . . . . . . . . . .  $  30,000

  If Brand Z’s sales increase by $25,000 and its direct fixed expenses increase by 

$3,000, operating income for the company as a whole would increase by 

 a.    $875.  

 b.   $1,167.  

 c.   $1,750.  

 d.   $4,167.  

 e.   $1,900.   

  Use the following data for Questions 3 through 6.  
 Precision Inc.’s standard cost per unit, based on a budgeted level of production of 

400 units, is as follows:

Raw materials (200 pounds @ 30 cents per pound)  . . . . . . .  $60.00

Direct labor (3 hours @ $15.00 per hour) . . . . . . . . . . . . . . .  45.00

  The actual results for the 380 units produced were as follows:

Raw materials cost for 76,300 pounds used  . . . . . . . . . . . . $25,942

Direct labor cost for 1,200 hours worked  . . . . . . . . . . . . . . . 16,200
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 3.       Raw material price variance is

 a.   $2,905 U.  

 b.   $3,052 U.  

 c.   $3,075 U.  

 d.   $3,052 F.  

 e.   $3,075 F.     

 4.   Raw material usage variance is 

 a.   $300 U.  

 b.   $180 U.  

 c.   $90 U.  

 d.   $300 F.  

 e.   $90 F.     

 5.   Labor rate variance is 

 a.   $1,200 U.  

 b.   $1,800 U.  

 c.   $1,200 F.  

 d.   $1,800 F.     

 6.   Labor efficiency variance is 

 a.   $0.  

 b.   $900 U.  

 c.   $300 U.  

 d.   $900 F.  

  Use the following data for Questions 7 through 10. 
 Air Fresh Industries uses a standard overhead costing system for the production of its 

EnergyPro cooling systems. Based on a capacity of 120,000 direct labor hours, the 

standard costs per unit of EnergyPro are applied to production as follows:

Variable overhead portion  . . . . . . . . . . . . . . . .  2 hours @ $16 � $32

Fixed overhead portion  . . . . . . . . . . . . . . . . . .  2 hours @ $10 � $20

  During August, 30,000 units of EnergyPro were scheduled for production, but only 

27,000 units were actually produced. Actual direct labor cost incurred was $885,600 

for 55,350 actual hours of work. Actual variable overhead cost incurred was 

$863,450, and actual fixed overhead cost was $622,000.   

 7.   The variable overhead spending variance was 

 a.   $540 U.  

 b.   $21,600 F.  

 c.   $22,140 F.  

 d.   $24,000 F.  

 e.   $96,540 F.  

 8.      The variable overhead efficiency variance was 

 a.   $540 U.  

 b.   $21,600 U.  
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 c.   $20,700 U.  

 d.   $74,400 F.  

 e.   $72,540 F.  

 9.      The fixed overhead budget variance was 

 a.   $22,000 U.  

 b.   $46,500 U.  

 c.   $60,000 U.  

 d.   $46,500 F.  

 e.   $60,000 F.  

10.      The fixed overhead volume variance was 
 a.   $22,000 U.  

 b.   $46,500 U.  

 c.   $60,000 U.  

 d.   $46,500 F.  

 e.   $60,000 F.  

       Exercises 

  Flexible budgeting   The cost formula for the maintenance department of Rainbow, 

Ltd., is $12,600 per month plus $4.50 per machine hour used by the production 

department. 

  Required: 
a.    Calculate the maintenance cost that would be budgeted for a month in which 

15,200 machine hours are planned to be used.  

b.   Prepare an appropriate performance report for the maintenance department 

assuming that 16,120 machine hours were actually used in the month of June 

and that the total maintenance cost incurred was $83,650.     

   Flexible budgeting  Rocky Mountain Manufacturing produces a single product. 

The original budget for November was based on expected production of 35,000 units; 

actual production for November was 33,250 units. The original budget and actual 

costs incurred for the manufacturing department follow:            

 Original Budget Actual Costs

Direct materials  . . . . . . . . . . . . . . . .  $   551,250 $   541,500

Direct labor  . . . . . . . . . . . . . . . . . . .  427,000 413,500

Variable overhead  . . . . . . . . . . . . . .  217,000 195,250

Fixed overhead  . . . . . . . . . . . . . . . .       170,000      172,500

 Total. . . . . . . . . . . . . . . . . . . . . . .  $1,365,250 $1,322,750

  Required: 
 Prepare an appropriate performance report for the manufacturing department. 

accounting

Exercise 15.1
LO 3

Exercise 15.2
LO 3
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     Performance reporting and flexible budgeting  Following is a partially 

completed performance report for a recent week for direct labor in the binding 

department of a book publisher:

 Original Budget Flexed Budget Actual Budget Variance

Direct labor $4,800 $5,330

 The original budget is based on the expectation that 8,000 books would be bound; the 

standard is 20 books per hour at a pay rate of $12 per hour. During the week, 7,600 books 

were actually bound. Employees worked 410 hours at an actual total cost of $5,330. 

  Required: 
a.    Calculate the flexed budget amount against which actual performance should be 

evaluated and then calculate the budget variance.  

b.   Calculate the direct labor efficiency variance in terms of hours.  

c.   Calculate the direct labor rate variance.  

      Performance reporting and flexible budgeting  For the stamping department 

of a manufacturing firm, the standard cost for direct labor is $12 per hour, and the 

production standard calls for 1,000 stampings per hour. During June, 168 hours were 

required for actual production of 148,000 stampings. Actual direct labor cost for the 

stamping department for June was $2,184. 

  Required: 
a.    Complete the following performance report for June:

 Flexed Budget Actual Budget Variance

Direct labor

b.   Analyze the budget variance by calculating the direct labor efficiency and rate 

variances for June.  

c.   What alternatives to the preceding monthly report could improve control over 

the stamping department’s direct labor?  

       Direct labor variances—solving for unknowns  Ackerman’s Garage uses 

standards to plan and control labor time and expense. The standard time for an engine 

tune-up is 3 hours, and the standard labor rate is $25 per hour. Last week, 42 tune-

ups were completed. The labor efficiency variance was 14 hours unfavorable, and the 

labor rate variance totaled $140 favorable. 

  Required: 
a.    Calculate the actual direct labor hourly rate paid for tune-up work last week.  

b.   Calculate the dollar amount of the labor efficiency variance.  

c.   What is the most likely explanation for these two variances? Is this a good 

trade-off for the management of the garage to make? Explain your answer.  

      Direct labor variances—solving for unknowns  Coastal Industries has 

established direct labor performance standards for its maintenance and repair shop. 

Exercise 15.3
LO 4, 5

Exercise 15.4
LO 4, 5

Exercise 15.5
LO 4, 5

Exercise 15.6
LO 4, 5
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However, some of the labor records were destroyed during a recent fire. The actual 

hours worked during March were 4,000, and the total direct labor budget variance 

was $2,200 unfavorable. The standard labor rate was $18 per hour, but recent 

resignations allowed the firm to hire lower-paid replacement workers for some jobs, 

and this produced a favorable rate variance of $3,200 for March. 

  Required:  
a.   Calculate the actual direct labor rate paid per hour during March.  

b.   Calculate the dollar amount of the direct labor efficiency variance for March.  

c.   Calculate the standard direct labor hours allowed for the actual level of activity 

during March.  (Hint: Use the formula for the quantity variance and solve for the 
missing information.)   

      Direct material variances—solving for unknowns  Birchwood, Inc., manufactures 

end tables, armchairs, and other wood furniture products from high-quality materials. 

The company uses a standard costing system and isolates variances as soon as possible. 

The purchasing manager is responsible for controlling direct material price variances, 

and production managers are responsible for controlling usage variances. During August, 

the following results were reported for the production of Knotty Birch armchairs:

Units produced  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,000 armchairs

Direct materials purchased  . . . . . . . . . . . . . . . . . . . . . . . .  12,000 board feet

Direct materials issued into production  . . . . . . . . . . . . . . .  11,500 board feet

Standard cost per unit (12 board feet � $12)  . . . . . . . . . .  $144 per unit produced

Purchase price variance  . . . . . . . . . . . . . . . . . . . . . . . . . .  $2,500 unfavorable

   Required: 
a.    Calculate the actual price paid per board foot purchased.  

b.   Calculate the standard quantity of materials allowed (in board feet) for the num-

ber of units produced.  

c.   Calculate the direct materials usage variance.  

d.   What is the most likely explanation for the price and usage variances? Is this a 

good trade-off for management of Birchwood, Inc., to make? Explain your answer.      

  Direct material variances—solving for price and usage variances  
Fiberworks Company is a manufacturer of fiberglass toy boats. The company has 

recently implemented a standard cost system and has designed the system to isolate 

variances as soon as possible. During the month of August, the following results were 

reported for the production of 50,000 toy boats:

Direct materials (fi berglass) purchased  . . . . . . . . .  100,000 pounds

Direct materials issued into production  . . . . . . . . .    80,000 pounds

Standard pounds allowed per boat   . . . . . . . . . . .  1.5 pounds

Standard price per pound   . . . . . . . . . . . . . . . . . .  $7.50

Cost of fi berglass purchased   . . . . . . . . . . . . . . . .  $725,500

   Required: 
a.    Calculate the actual cost per pound of fiberglass purchased during August.  

b.   Calculate the direct materials purchase price variance for August.  

Exercise 15.7
LO 4, 5

Exercise 15.8
LO 4, 5
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612 Part 2 Managerial Accounting

c.   Calculate the direct materials usage variance for August.  

d.   Comment on calculating the material price variance based on pounds purchased 

rather than pounds issued into production.      

  Segmented income statement  The president of Truman, Inc., attended a 

seminar about the contribution margin model and returned to her company full of 

enthusiasm about it. She requested that last year’s traditional model income statement 

be revised, and she received the following report:

   Division
 Total 
 Company A B C

Sales . . . . . . . . . . . . . . . . . . . . .  $400,000 $160,000 $100,000 $140,000

Variable expenses  . . . . . . . . . . .    240,000   104,000   60,000    76,000

Contribution margin . . . . . . . . . .  $160,000 $ 56,000 $ 40,000 $  64,000

Fixed expenses . . . . . . . . . . . . .   120,000   40,000   44,000    36,000

Net income (loss) . . . . . . . . . . . .  $ 40,000 $ 16,000 $  (4,000) $ 28,000

  The president was told that the fixed expenses of $120,000 included $84,000 that had 

been split evenly between divisions because they were general corporate expenses. 

After looking at the statement, the president exclaimed, “I knew it! Division B is a 

drag on the whole company. Close it down!” 

  Required: 
 a.   Evaluate the president’s remark.  

b.   Calculate what the company’s net income would be if Division B were closed 

down.  

c.   Write a policy statement related to the allocation of fixed expenses.     

   Segmented income statement  Vogel Co. produces three models of heating and 

air conditioning thermostat components. The following table summarizes data about 

each model:

 BV19 HV41 MV12

Selling price per unit  . . . . . . . . . . . . . . . . . . . .  $       36 $       60 $       30

Contribution margin per unit  . . . . . . . . . . . . . .  12 18 6

Units sold per month . . . . . . . . . . . . . . . . . . . .      4,000     2,000     6,000

Total contribution margin . . . . . . . . . . . . . . . . .  $48,000 $36,000 $36,000

Direct fi xed expenses. . . . . . . . . . . . . . . . . . . .    21,600   17,100   24,300

Segment margin  . . . . . . . . . . . . . . . . . . . . . . .  $26,400 $18,900 $11,700

Allocated company fi xed expenses  . . . . . . . . .    10,000     5,000   15,000

Operating income (loss) . . . . . . . . . . . . . . . . . .  $16,400 $13,900 $ (3,300)

  Required: 
a.    Criticize the preceding presentation. On what basis does the $30,000 of 

company fixed expenses appear to be allocated?  

b.   Calculate the effect on total company net income if the MV12 model were 

discontinued.  

Exercise 15.9
LO 8

Exercise 15.10
LO 8
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c.   Calculate the contribution margin ratio for each model.  

d.   If an advertising campaign focusing on a single model were to result in an 

increase of 5,000 units in the quantity of units sold, which model should be 

advertised? Explain your answer.  

e.   If an advertising campaign focusing on a single model were to result in an increase 

of $15,000 in revenues, which model should be advertised? Explain your answer.      

  Investment center analysis; ROI and residual income  The Central Division 

of American, Inc., has operating income of $19,200 on sales revenue of $160,000. 

Divisional operating assets are $100,000, and management of American has 

determined that a minimum return of 16% should be expected from all investments. 

  Required: 
 a.   Using the DuPont model, calculate The Central Division’s margin, turnover, 

and ROI.  

b.   Calculate The Central Division’s residual income.      

  Investment center analysis; ROI and residual income  Milano Corporation 

has three operating divisions and requires a 12% return on all investments. Selected 

information is presented here:

 Division A Division B Division C

Revenues  . . . . . . . . . . . . . . .  $500,000 ? ?

Operating income  . . . . . . . . .  $  60,000 ? $80,000

Operating assets . . . . . . . . . .  $250,000 $600,000 ?

Margin . . . . . . . . . . . . . . . . . .  ?         12% ?

Turnover  . . . . . . . . . . . . . . . .  ?        1 turn     2 turns

ROI  . . . . . . . . . . . . . . . . . . . .  ? ? ?

Residual income  . . . . . . . . . .  ? ? $20,000

  Required: 
   a. Calculate the missing amounts for each division.  

b.   Comment on the relative performance of each division.  

c.   Provide an example to show how residual income improves decision making at 

the divisional level.      

  Problems 

  Calculate variable cost variances—explain results   The standards for one 

case of Springfever Tonic are:

Direct materials  . . . . . . . . . . . . . . . . . . . . 6 lbs. @ $5.00/lb. � $30

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . 5 hrs. @ $12.00/hr. �  60

Variable overhead (based 

 on direct labor hours). . . . . . . . . . . . . . 5 hrs. @ $6.00/hr. �  30

Exercise 15.11
LO 9

Exercise 15.12
LO 9

accounting

Problem 15.13
LO 4, 5
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614 Part 2 Managerial Accounting

 During the week ended March 28, the following activity took place: 

  16,000 lbs. of raw materials were purchased for inventory at a cost of $4.95 per 

pound. 

  2,500 cases of finished product were produced. 

  15,600 lbs. of raw materials were used. 

  12,200 direct labor hours were worked at a total cost of $152,500. 

  $76,860 of actual variable overhead costs were incurred. 

  Required: 
 Calculate each of the following variances and provide plausible explanations for the 

results: 

  a.  Price variance for raw materials purchased.  

b.   Raw materials usage variance.  

c.   Direct labor rate variance.  

d.   Direct labor efficiency variance.  

e.   Variable overhead spending variance.  

f.   Variable overhead efficiency variance.     

  Calculate variable cost variances—explain results The standards for one 

case of liquid weed killer are:

Direct materials  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3 lbs. @ $ 6.00/lb.

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.8 hrs. @ $12.00/hr.

Variable overhead (based on machine hours)  . . . . . . . . . . .  0.6 hr. @ $ 3.50/hr.

  During the week ended August 6, the following activity took place: 

  2,390 machine hours were worked. 

  11,400 lbs. of raw material were purchased for inventory at a total cost of 

$70,680. 

  3,800 cases of finished product were produced. 

  11,290 lbs. of raw material were used. 

  6,720 labor hours were worked at an average rate of $12.25 per hour. 

  $8,126 actual variable overhead costs were incurred. 

  Required: 
 Calculate each of the following variances and provide plausible explanations for the 

results: 

a.    Price variance for raw materials purchased.  

b.   Raw materials usage variance.  

c.   Direct labor rate variance.  

d.   Direct labor efficiency variance.  

e.   Variable overhead spending variance.  

f.   Variable overhead efficiency variance.      

  Direct labor variances—insurance company application  The Foster 

Insurance Company developed standard times for processing claims. When a claim 

Problem 15.14
LO 4, 5

e celx

Problem 15.15
LO 4, 5

mar27068_ch15_580-619.indd   614mar27068_ch15_580-619.indd   614 11/12/09   9:53:21 AM11/12/09   9:53:21 AM



 Chapter 15 Cost Control 615

was received at the processing center, it was first reviewed and classified as simple or 

complex. The standard time for processing was:

Simple claim  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  36 minutes

Complex claim  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.25 hours

 Employees were expected to be productive 7.5 hours per day. Compensation costs 

were $135 per day per employee. During July, which had 20 working days, the 

following number of claims were processed:

Simple claims  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000 processed

Complex claims. . . . . . . . . . . . . . . . . . . . . . . . . . . 960 processed

  Required: 
 a.   Calculate the number of workers that should have been available to process July 

claims.  

b.   Assume that 23 workers were actually available throughout the month of July. 

Calculate a labor efficiency variance expressed as both a number of workers and 

a dollar amount for the month.      

  Direct labor variances—banking application  Pioneer State Bank developed 

a standard for teller staffing that provided for one teller to handle 12 customers per 

hour. During April, the bank averaged 57 customers per hour and had six tellers on 

duty at all times. (Relief tellers filled in during lunch and rest breaks.) The teller 

compensation cost is $15 per hour. The bank is open eight hours a day, and there 

were 22 working days during April. 

  Required:  
a.   Calculate the teller efficiency variance during April expressed in terms of 

number of tellers and cost per hour.  

b.   Now assume that in April, during the 11:00 a.m. to 1:00 p.m. period every day, 

the bank served an average of 84 customers per hour. During the other six hours 

of the day, an average of 48 customers per hour were served. 

 1.    Calculate a teller efficiency variance for the 11:00 to 1:00 period expressed 

in terms of number of tellers per hour and total cost for the month.  

 2.    Calculate a teller efficiency variance for the other six hours of the day 

expressed in terms of number of tellers per hour and total cost for the month.  

 3.    As teller supervisor, explain the significance of the variances calculated in 

(1) and (2), and explain how you might respond to the uneven work flow 

during each day         .

  Fixed overhead variances—various issues  Silverstone’s production budget 

for March called for making 200,000 units of a single product. The firm’s production 

standards allow one-quarter of a machine hour per unit produced. The fixed overhead 

budget for March was $108,000. Silverstone uses an absorption costing system. 

Actual activity and costs for March were:

Problem 15.16
LO 4, 5

Problem 15.17
LO 5, 6
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616 Part 2 Managerial Accounting

Units produced  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  195,000

Fixed overhead costs incurred  . . . . . . . . . . . . . . . . . . .  $111,000

  Required: 
a.    Calculate the predetermined fixed overhead application rate that would be used 

in March.  

b.   Calculate the number of machine hours that would be allowed for actual March 

production.  

c.   Calculate the fixed overhead applied to work in process during March.  

d.   Calculate the over- or underapplied fixed overhead for March.  

e.   Calculate the fixed overhead budget and volume variances for March.      

  Variable and fixed overhead variances—various issues  Presented here are 

the original overhead budget and the actual costs incurred during July for Rembrant, 

Inc. Rembrant’s managers relate overhead to direct labor hours for planning, control, 

and product costing purposes. The original budget is based on budgeted production of 

30,000 units in 6,000 standard direct labor hours. Actual production of 32,400 units 

required 6,750 actual direct labor hours.

  Original Budget Actual Costs

Variable overhead  . . . . . . . . . . .  $45,000 $50,700

Fixed overhead  . . . . . . . . . . . . .   54,000  56,400

  Required: 
 a.   Calculate the flexed budget allowances for variable and fixed overhead for July.  

b.   Calculate the direct labor efficiency variance for July expressed in terms of 

direct labor hours.  

c.   Calculate the predetermined overhead application rate for both variable and 

fixed overhead for July.  

d.   Calculate the fixed and variable overhead applied to production during July if 

overhead is applied on the basis of standard hours allowed for actual production 

achieved.  

e.   Calculate the fixed overhead budget and volume variances for July.  

f.   Calculate the over- or underapplied fixed overhead for July.     

  Cases 

  Performance reporting   The chair of the Science Department of State University 

has a budget for laboratory supplies. Supplies have a variable cost behavior pattern 

that is a function of the number of students enrolled in laboratory courses. For plan-

ning purposes, when the budget was prepared in March 2010, it was estimated that 

there would be 300 students enrolled in laboratory courses during the fall 2010 se-

mester. Actual enrollment for the fall semester was 318 students. 

Problem 15.18
LO 5, 6

e celx

accounting

Case 15.19
LO 3
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  Required: 
a.    Explain what action should be taken with respect to the supplies budget when 

the actual enrollment is known.  

b.   Would your answer to part a be any different if the actual enrollment turned out 

to be 273 students? Explain your answer.  

c.   Suppose the budget item in question was the salary for the lab assistant. How 

would your answer to part a and part b change, if at all? Explain your answer.      

  Flexible budgeting  One of the significant costs for a nonpublic college or 

university is student aid in the form of gifts and grants awarded to students because of 

academic potential or performance, and/or financial need. Gifts and grants are only a 

part of a financial aid package, usually accounting for no more than 20% of the total 

package. Federal and state grants, other scholarships, loans, and income from work 

constitute the rest of financial aid, but these funds are not provided by the institution. 

Assume that for the 2010–2011 academic year, Mission College had a gift and grant 

budget of $1,200,000 and that all of these funds had been committed to students by 

May 15, 2010. The college had capacity to enroll up to 250 additional students. 

  Required: 
 Explain why and how flexible budgeting should be applied by the management of 

Mission College in administering its gift and grant awards budget. 

  Frequency of performance reporting  If a company uses a standard cost system, 

should all variances be calculated with the same frequency (e.g., monthly) and should 

they always be expressed in dollar amounts? Explain your answer and include in it 

the reason for calculating variances. 

  Rank the importance of eight variances  Assume that you are the production 

manager of a small branch plant of a large manufacturing firm. The central 

accounting control department sends you monthly performance reports showing 

the flexed budget amount, actual cost and variances for raw materials, direct labor, 

variable overhead (which is expressed on a direct labor hour basis), and fixed 

overhead. The variable cost budget variances are separated into quantity and cost 

per unit of input variances, and the fixed overhead budget and volume variances are 

shown. All variances are expressed in dollars.  

  Required: 
 a.   Rank the eight variances in descending order of their usefulness to you for 

planning and controlling purposes. Explain your ranking.  

b.   Given the usefulness ranking in part a, explain how the frequency of reporting 

and the units in which each variance is reported might make the performance 

reports more useful.     

   Direct material variances—the price versus usage trade-off  Williamson, 

Inc., manufactures quality replacement parts for the auto industry. The company uses 

a standard costing system and isolates variances as soon as possible. The purchasing 

manager is responsible for controlling the direct material price variances for hundreds 

of raw material items that are used in the company’s various production processes. 

Case 15.20
LO 3

Case 15.21
LO 4

Case 15.22
LO 5

Case 15.23
LO 4, 5
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618 Part 2 Managerial Accounting

Recent experience indicates that, in the aggregate, direct material price variances 

have been favorable. However, several problems have occurred. Direct material usage 

variances have become consistently unfavorable for many items, and the company’s 

total budget variance for direct materials has been unfavorable during each of the past 

six months. Direct laborers have complained about the quality of certain raw material 

items, and major customers have canceled purchase orders. In the meantime, the 

company’s raw materials inventory has increased by nearly 240%.  

  Required: 
a.    Give a probable explanation of why these results have occurred.  (Hint: What 

might the purchasing manager be doing that is dysfunctional for the company as 
a whole?)   

b.   How could the performance reporting system be improved to encourage more 

appropriate behavior on the part of the purchasing manager?      

  Evaluate the effects of erroneous standards  During the year ended May 31, 

2009, Teller Register Co. reported favorable raw material usage and direct labor and 

variable overhead efficiency variances that totaled $114,312. Price and rate variances 

were negligible. Total standard cost of goods manufactured during the year was 

$952,600.  

  Required: 
a.    Comment about the effectiveness of the company’s standards for controlling 

material and labor usage.  

b.   If standard costs are used for valuing finished goods inventory, will the ending 

inventory valuation be higher or lower than if actual costs are used? Explain 

your answer.  

c.   Assume that the ending inventory of finished goods valued at standard cost is 

$79,380. Calculate the adjustment to finished goods inventory that would be 

appropriate because of the erroneous standards.      

  Using standard costs to record inventory transactions  York Co. uses a 

standard cost system. When raw materials are purchased, the standard cost of the raw 

materials purchased is recorded as an increase in the Raw Materials Inventory account. 

When raw materials are used, the standard cost of the materials allowed for the units 

produced is recorded as an increase in the Work in Process Inventory account. 

Likewise, the standard cost of direct labor and variable manufacturing overhead is 

recorded as an increase in Work in Process Inventory.  

  Required: 
a.    Explain where in the financial statements the difference between the actual and 

standard cost of raw materials purchased will be recorded.  

b.   In this system, under what circumstances will the increases and decreases in the 

Finished Goods Inventory account (due to production and sales, respectively) 

represent the actual cost of products made and sold?  

c.   How does the accounting for overapplied or underapplied overhead, originally 

discussed in Chapter 13, differ from York Co.’s cost accounting system?     

Case 15.24
LO 5

Case 15.25
LO 7
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 Chapter 15 Cost Control 619

   The planning and control environment: Internet assignment  The 

Consortium for Advanced Manufacturing—International (CAM-I) is an international 

consortium of companies, consultancies, and academics that have elected to work 

cooperatively in a precompetitive environment to solve problems common to the 

group. Its sole purpose is to support member companies in their quest for excellence 

in today’s highly competitive global marketplace. This case requires you to use the 

CAM-I Web site at www.cam-i.org to complete the following requirements.  

  Assume that a start-up manufacturing company has recently hired you, and your 

first task is to develop a cost planning and control environment for the firm.  

  Required: 
a.    Review CAM-I’s executive overview. Summarize the history of the organiza-

tion and describe how CAM-I’s “participative model” produces value for its 

members.  

b.   Review CAM-I’s columns and news. Choose an article from the list that would 

guide you by specifically addressing a planning or control system topic, and 

write a brief summary of the article. Explain how information in the article will 

support the development of your planning and control system.  

c.   Review CAM-I’s member companies. Choose two companies from different 

industries and list several reasons for their membership in the organization.  

d.   Review CAM-I’s programs. Choose a program that you expect to be beneficial 

and write a memo to your new supervisor describing your rationale to justify the 

cost of joining this program.  

e.   Review CAM-I’s online bookstore. Identify two items from the cost manage-

ment resources that would help you with your new responsibility. Explain your 

choices.  

f.   Consider CAM-I’s private forums. How would participation in CAM-I be 

justified for your organization from a benefit/cost perspective?     

  Answers to Self-Study Material 

   Matching: 1. l, 2. g, 3. h, 4. f, 5. a, 6. b, 7. d, 8. k, 9. e, 10. v, 11. r, 12. o, 13. n, 

14. j, 15. p, 16. s, 17. t, 18. m, 19. q, 20. u  

  Multiple choice: 1. e, 2. c, 3. b, 4. c, 5. d, 6. b, 7. c, 8. b, 9. a, 10. c       

Case 15.26
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16 Costs for Decision 
Making

 American cartoonist Scott Adams, creator of the  Dilbert  comic strip, once declared that “informed 

decision-making comes from a long tradition of guessing and then blaming others for inadequate 

results.” Dilbert’s satirical view of planning and control perhaps holds more truth about the art of 

decision making than one would care to admit as he typically portrays the corporate office culture 

as an inefficient political environment where mismanagement spawns ridiculous decisions. In Chap-

ter 16, however, a more systematic approach to the decision-making process is examined for both 

short- and long-term decisions.   

Implement Plans 

Decision Making Decision Making

Decision Making

Planning and Control Cycle

Data Collection and Performance Feedback
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Analysis:

Plans versus
Actual Results
(Controlling)

Strategic, 
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Planning

  Decision making encompasses the entire planning and control cycle and involves members 

from all functional areas of the organization. Some decisions required in the planning process 

are short term in nature and include the allocation of company resources for those discretionary 

cost items discussed in Chapter 14 such as advertising, charitable contributions, and employee 

development programs. Implementing the operational and financial budgets discussed in Chap-

ter 14 requires decisions from those managers responsible for executing the activities defined by 

those budgets. Once feedback information is available from the performance reporting system 

discussed in Chapter 15, decisions will be required to enhance or correct operational plans 

and/or activities. 
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 Chapter 16 Costs for Decision Making 621

  Decisions regarding the long-run competitive strategy for product markets and prices are 

made in conjunction with the investment in physical capacity resources necessary to meet the 

objectives of the firm’s strategy. Capital budgeting is the process of analyzing proposed capital 

expenditures—investments in plant, equipment, new products, and so on—to determine whether 

the investment will generate a large enough return on investment (ROI) over time to contribute to 

the organization’s overall ROI objective. 

  This chapter will examine several examples of short- and long-run decisions—and es-

tablish a way of thinking about the costs involved in the decision-making process. The anal-

ysis necessary for those unique opportunities that present themselves on a random basis, 

such as special discounted price offers a firm receives for a one-time sale of its product, 

will be significantly different from the analysis required for the investment in additional plant 

capacity. 

  LEARNING OBJECTIVES (LO) 

  After studying this chapter you should understand 

 1.    The meaning and application of the following cost terms: differential, allocated, sunk, and 

opportunity.  

 2.   How costs are determined to be relevant for short-run decisions.  

 3.   How to analyze relevant costs for the following decisions: sell or process further, 

special pricing, target costing, make or buy, continue or discontinue a segment, and 

product mix.  

 4.   The attributes of capital budgeting that make it a significantly different activity from 

operational budgeting.  

 5.   Why present value analysis is appropriate in capital budgeting.  

 6.   The concept of cost of capital and why it is used in capital budgeting.  

 7.   The use of and differences between various capital budgeting techniques: net present value, 

present value ratio, and internal rate of return.  

 8.   How issues concerning estimates, income taxes, and the timing of cash flows and 

investments are treated in the capital budgeting process.  

 9.   How the payback period of a capital expenditure project is calculated.  

 10.   Why the accounting rate of return of a project is calculated and how it can be used most 

appropriately.  

 11.   Why not all management decisions are made strictly on the basis of quantitative analysis 

techniques.     
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622 Part 2 Managerial Accounting

    Cost Classifications 
   Cost Classifications for Other Analytical Purposes 

 Exhibit 16-1 highlights the final branch of the cost classification model and presents 

the cost terminology and concepts used in the decision-making process. 

  Differential costs are brought into focus when possible future activities are ana-

lyzed. A  differential cost  is one that will differ according to the alternative activity 

that is selected. For example, if a modification of an existing product is being consid-

ered, only the changes in cost resulting from the modification need to be considered 

relative to the additional revenues expected to result from the modification. Those 

costs that will continue to be incurred whether or not the modification is made are not 

germane to the decision. 

     Allocated costs  are those that have been assigned to a product or activity (a 

“cost object”) using some sort of systematic process. For example, overhead costs 

are allocated to production runs using the overhead application rate, the derivation of 

which was described in Chapter 13. At this point a reminder about cost allocations is 

appropriate. Many cost allocation methods are arbitrary and do not result in assigning 

costs in a way that reflects the reason why the costs were incurred. (Recall the discus-

sion about common fixed expenses in Chapter 15.) Therefore, managers must be very 

careful about the conclusions made from any analysis that includes allocated costs. 

A general rule, similar to the warning against unitizing fixed costs, is appropriate to 

learn:  Do not arbitrarily allocate costs to a responsibility center because the allocated 
costs may not behave the way assumed in the allocation method . 

LO 1

 Understand the 

meaning and applica-

tion of the following 

cost terms: differential, 

allocated, sunk, and 

opportunity. 

Variable cost Direct cost Product cost Committed cost Differential cost

Fixed cost Indirect cost

Direct
material

Discretionary cost Allocated cost

Mixed cost

Direct
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Controllable cost Sunk cost

Manufacturing
overhead

Noncontrollable cost Opportunity cost

Period cost

Selling expenses

Administrative
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Cost Classifications:
Different Costs for Different Purposes

Cost Behavior
Chapters 12,14, and 15

Cost Assignment
Chapter 13

Product Costing
Chapter 13

Time Horizon
Chapters 14 and 15

Decision Making
Chapter 16

[Chapter 16 Topics]

Exhibit 16-1 Cost Classifi cations—The Big Picture
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  A  sunk cost  is a cost that has been incurred and cannot be unincurred, or reversed, 

by some future action. For example, if a firm has acquired a special purpose asset that 

would not be useful to any other organization, the cost of the asset represents a sunk 

cost. If the asset is put in use, its cost will be shown as depreciation expense over its 

life; if scrapped, its net book value will be recorded as a loss. Either way, the cost of 

the asset will be reflected in the income statement. When a new car is driven out of the 

dealer’s lot, a sunk cost has been incurred that is equal to the loss in value because the 

car is now “used.”  Sunk costs are never relevant to the analysis of alternative future 
actions (i.e., they are never differential costs) because they have been incurred and 
will not change . 

   Opportunity cost  is an economic concept that is too frequently overlooked in 

accounting analyses. Opportunity cost is the income forgone because an asset was not 

invested at a rate of return that could have been earned. For example, assume that you 

keep a $200 minimum balance in a noninterest-bearing checking account for which 

no service charge is assessed regardless of balance. If your next best alternative is to 

invest the $200 in a 6 percent savings account, the opportunity cost of your decision is 

$12 per year (6% � $200). Because opportunity cost relates to a transaction that did 

not occur, no record of it is made in the financial accounting process; thus it is often 

overlooked. Awareness of opportunity cost raises the question, what other alternatives 

are there for earning a return on a particular asset? 

1. What does it mean to state that a cost is a sunk cost? QWhat Does
It Mean?

Answer  on 
page  648

     Short-Run Decision Analysis 
   Relevant Costs 

 While executing their daily responsibilities of managing the operations of an orga-

nization, managers are faced with decisions that may affect only the next few days, 

weeks, or months. These short-run decisions could involve the utilization of resources 

not otherwise active or the opportunity to reduce costs by outsourcing the produc-

tion of certain components that will be used in production. Or a manager might have 

the ability to improve profits by choosing to sell a product at a special price or at a 

certain point in the production process or by choosing to refine the product further 

and in doing so attract a higher selling price.  Relevant costs  are those future costs 

that represent differences between these decision alternatives, and they are the key to 

LO 2

 Understand how costs 

are determined to be 

relevant for short-run 

decisions. 

As you review the various examples presented in this chapter to illustrate the analysis of rel-

evant costs in decision making, aim to focus more on a way of thinking about relevant costs 

rather than trying to memorize a particular formula or problem-solving format. The analysis in 

each example will be presented differently, but the underlying concepts are exactly the same—

determining which costs make a difference and are relevant to the decision versus those costs 

that are irrelevant to the decision.
Study

Suggestion
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624 Part 2 Managerial Accounting

effective decision making. Past transaction costs, while appropriately recorded in the 

accounting system as a result of the financial accounting process, represent costs that 

are never relevant and can only confuse the manager presented with the challenge of 

correctly analyzing costs for a particular decision. 

  Discussion of the many cost classification concepts presented in Chapters 12 

through 15 has emphasized the theme of  different costs for different purposes  by 

describing how costs are viewed from different perspectives for planning and control 

purposes. Those same costs are analyzed as being relevant or irrelevant for decision 

making depending on the question being addressed by the decision alternatives. Vari-

able or fixed costs may or may not be relevant to a decision; it simply depends on 

whether or not they represent a difference between the alternatives. 

   Relevant Costs in Action—The Sell 
or Process Further Decision 

 The sell or process further decision will be used to introduce relevant cost analysis. 

Suppose that Air Comfort, Inc., produces a heating and cooling system that sells for 

$7,200 and requires the following production costs: 

Direct materials . . . . . . . . . . . . . . . . . . . . .  $2,400

Direct labor . . . . . . . . . . . . . . . . . . . . . . . .  1,600

Variable overhead  . . . . . . . . . . . . . . . . . . .  800

Fixed overhead  . . . . . . . . . . . . . . . . . . . . .  1,200

  Next assume that Air Comfort’s design engineers have developed a more ef-

ficient air filtration system that would increase the efficiency of the current model. 

The only changes to the cost structure to produce the more efficient model would be 

direct materials that would now cost $3,400. Air Comfort’s marketing vice president 

suggests that the more efficient version of the system could sell for $8,000 in the 

current marketplace for similar systems. What are the relevant costs to consider in 

deciding whether to sell the current system as is or to produce the more efficient 

system? 

  The relevant costs are those costs that are different between the current system and 

the more efficient system: direct materials in the amount of $1,000 ($3,400 new mate-

rial cost �$2,400 current material cost). Note that the analysis requires the decision 

maker to think independently about each cost item presented; one cannot rely on the 

general cost classifications presented earlier for planning and control purposes. Costs 

in this example can be classified as direct (materials and labor) and indirect (over-

head); or costs can be classified as variable (materials, labor, and variable overhead) 

and fixed (fixed overhead). But simply because a cost is direct rather than indirect or 

variable instead of fixed does not necessarily mean it will be relevant or irrelevant in 

a decision. Costs for decision-making purposes presented in this chapter are viewed 

as a  way of thinking  about their relevance to any decision by asking the fundamental 

question “Does it make a difference?” 

  Should Air Comfort sell the system as is or produce the more efficient system? 

The relevant cost of producing the more efficient system has been identified as $1,000, 

but before making the final decision the $1,000 must be compared to the difference 

in selling price that would be available from the more efficient system. The following 

relevant cost analysis indicates that it would not be wise to produce and sell the more 

efficient system given the current marketplace. 

LO 3

 Understand how to 

analyze relevant costs 

for the sell or process 

further decision. 
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Difference in selling price ($8,000 � $7,200)  . . . . . . . . . . . . . . .  $  800

Difference in materials cost ($3,400 � $2,400)  . . . . . . . . . . . . .   1,000

Difference in profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  (200)

 In the Air Comfort example, the direct material cost is a differential cost and the sell-

ing price of the more efficient model is an opportunity cost; both items are considered 

relevant. The fixed overhead in the product cost is an allocated cost and the design 

engineering cost is a sunk cost; both costs are considered irrelevant. These cost clas-

sification concepts presented earlier in this chapter are used in decision analysis: 

  Relevant  Irrelevant
Differential cost—will differ  Allocated cost—a common cost 

   according to alternative   that has been arbitrarily assigned 

activities being considered.   to a product or activity.

Opportunity cost—income  Sunk cost—has already been 

  forgone by choosing one   incurred and will not change.

  alternative over another. 

2. What does it mean to state that a cost is a relevant cost? QWhat Does
It Mean?

Answer  on 
page  648

   Relevant Costs in Action—The Special Pricing Decision 

 While many examples illustrate relevant cost analysis for short-run decision making, 

the special pricing decision offers several compelling issues. The product or service 

pricing decision, in general, is a long-run decision. In the long run, the product or ser-

vice price must be adequate to recover all costs identified in the organization’s value 

chain (R&D, design, production, marketing, distribution, and customer service), as 

well as provide for the necessary ROI. In many situations the marketplace and those 

firms competing in the marketplace determine the product or service price. If an orga-

nization wants to compete, the key issue is whether the firm can strategically manage 

costs within the value chain over the life of the product or service to produce the de-

sired ROI. This cost management concept is referred to as  target costing . The target 

cost is the maximum cost that can be incurred, which—when added to the desired 

amount of ROI—results in an amount equal to the marketplace selling price. 

  On certain occasions the firm may be presented with a special offer for its product 

or service at a price below the normal selling price. In addition to an analysis of rel-

evant costs, the special pricing decision requires an understanding of where the firm 

is operating relative to its capacity. Assume MicroTech, Inc. (MTI), produces a high-

end laptop computer that normally sells in the marketplace for $2,400. Also assume 

that World University (WU) wants to provide each of its MBA students with a laptop 

computer so they may participate in online courses with faculty and other students 

from all over the world. WU estimates that in July it will need to acquire 500 laptops 

for its MBA students and therefore makes an offer to MTI for 500 laptops at the price 

of $1,800 each. 

LO 3

 Understand how to 

analyze relevant costs 

for the special pricing 

decision. 
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626 Part 2 Managerial Accounting

  MTI has the capacity to produce 5,000 laptop computers each month and uses this ca-

pacity as the denominator activity for computing predetermined fixed overhead rates. For 

the month of July the operating budget calls for the sale and production of 4,400 laptops. In 

addition to a standard sales commission of 5 percent paid on the sale of each laptop, which 

would not be paid on the WU special order, standard manufacturing costs are as follows: 

Manufacturing costs:

  Direct materials  . . . . . . . . . . . . . . . . . . . . . . . .  $ 800

  Direct labor . . . . . . . . . . . . . . . . . . . . . . . . . . .  450

  Variable overhead  . . . . . . . . . . . . . . . . . . . . . .  250

  Fixed overhead . . . . . . . . . . . . . . . . . . . . . . . .    500

Total unit cost  . . . . . . . . . . . . . . . . . . . . . . . . . . .  $2,000

  At first glance, it appears that MTI should reject an offer of $1,800 when the cost 

of each laptop is $2,120 [$2,000 manufacturing cost plus $120 commission ($2,400 � 

5%)]. But the important question is this: “What are the relevant costs for MTI in the 

decision to accept or reject this special pricing offer?” Exhibit 16-2 presents a relevant 

cost analysis for this special pricing decision. Notice in Section I that in the month of 

July, MTI has  idle capacity  of 600 units (5,000 units total capacity less 4,400 units in 

the current production budget). This unscheduled capacity allows MTI to consider add-

ing 500 units of production without adding production capacity. Note that the analysis 

is presented in the contribution margin format that highlights cost behavior as activity 

changes. The current selling price of $2,400 generates $780 of contribution margin per 

unit toward covering total fixed costs of $2,500,000 and toward providing a profit. 

  An examination of the relevant costs for the special order of 500 laptops at a price 

of $1,800 each reveals that the variable cost items of direct material, direct labor, and 

variable overhead are relevant costs because they represent the additional productive 

resources necessary to produce 500 additional laptop computers. Variable sales com-

mission, however, is not relevant to the special order because commissions will not be 

paid on the 500 laptops. Variable costs that can be avoided in the special pricing deci-

sion are never relevant costs. The special offer price of $1,800 generates a contribution 

margin of $300 per unit, and this positive contribution margin flows directly to the bot-

tom line as $150,000 additional operating income since no additional fixed costs were 

incurred, given the idle capacity. Fixed overhead, assigned for accounting purposes at 

the predetermined overhead rate of $500 per unit, is not relevant to the special pricing 

offer but is often incorrectly included in an analysis that does not focus on relevant 

costs. It should be apparent from Exhibit 16-2 that any price offered above the relevant 

variable costs of $1,500 will generate a positive contribution margin and should be ac-

cepted as long as no other more profitable opportunity for the 600 units of idle capacity 

can be identified. MicroTech, by accepting the offer of $1,800 per laptop from World 

University, improved operating income by 16 percent for the month of July. 

  How would the analysis of relevant costs change if the firm were operating at  full 
capacity ? Sections II and III of Exhibit 16-2 assume that MTI is currently producing 

and selling at full capacity of 5,000 laptops in July. Illustrating the option of rejecting 

the special offer, Section II determines the maximum operating income that MTI can 

expect to earn with a selling price of $2,400 per laptop. When operating at full capac-

ity, there is no reasonable explanation for considering any price less than the normal 

selling price unless an opportunity is provided to avoid more cost than the related 

decrease in price. At full capacity, any combination of price minus variable cost that 

produces less than $780 of contribution margin will lower total operating income. 
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I. Idle capacity � 600 laptops, special offer accepted:

  Current Sales  Special Offer July Total
   4,400 Laptops    500 Laptops  4,900 Laptops

 Unit Total Unit Total Total

Sales  . . . . . . . . . . . . . . . . . . . . . $2,400 $10,560,000 $1,800 $900,000 $11,460,000

Less: Variable costs:

  Direct material . . . . . . . . . . . . . 800 3,520,000 800 400,000 3,920,000

  Direct labor . . . . . . . . . . . . . . . 450 1,980,000 450 225,000 2,205,000

  Variable overhead  . . . . . . . . . . 250 1,100,000 250 125,000 1,225,000

  Sales commission . . . . . . . . . .      120       528,000       —    —         528,000

Contribution margin  . . . . . . . . . . $   780 $  3,432,000 $   300 $150,000 $  3,582,000

Less: Fixed costs*. . . . . . . . . . . .    2,500,000    —         2,500,000

Operating income . . . . . . . . . . . .  $     932,000  $150,000 $  1,082,000

Percentage change in operating income � 16 %

II. Full capacity, special offer rejected:

  Current Sales July Total
   5,000 Laptops   5,000 Laptops

 Unit  Total Total

Sales  . . . . . . . . . . . . . . . . . . . . .  $2,400 $12,000,000 $12,000,000

Less: Variable costs:

  Direct material . . . . . . . . . . . . .  800 4,000,000 4,000,000

  Direct labor . . . . . . . . . . . . . . .  450 2,250,000 2,250,000

  Variable overhead  . . . . . . . . . .  250 1,250,000 1,250,000

  Sales commission . . . . . . . . . .       120       600,000       600,000

Contribution margin  . . . . . . . . . .  $   780 $  3,900,000 $  3,900,000

Less: Fixed costs*  . . . . . . . . . . . .     2,500,000   2,500,000

Operating income . . . . . . . . . . . .   $  1,400,000 $  1,400,000

III. Full capacity, special offer accepted:

  Current Sales  Special Offer July Total
    4,500 Laptops     500 Laptops   5,000 Laptops

 Unit Total Unit Total Total

Sales  . . . . . . . . . . . . . . . . . . . . . $2,400 $10,800,000 $1,800 $900,000 $11,700,000

Less: Variable costs:

  Direct material . . . . . . . . . . . . . 800 3,600,000 800 400,000 4,000,000

  Direct labor . . . . . . . . . . . . . . . 450 2,025,000 450 225,000 2,250,000

  Variable overhead  . . . . . . . . . . 250 1,125,000 250 125,000 1,250,000

  Sales commission . . . . . . . . . .      120       540,000     —         —     540,000

Contribution margin  . . . . . . . . . . $   780 $  3,510,000 $   300 $150,000 $  3,660,000

Less: Fixed costs* . . . . . . . . . . . .    2,500,000     —       2,500,000

Operating income . . . . . . . . . . . .  $  1,010,000  $150,000 $  1,160,000

Percentage change in operating income      �17 %

*Total fi xed costs for month (5,000 units � $500).

 Relevant Cost Analysis for Special Pricing Decisions Exhibit 16-2
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628 Part 2 Managerial Accounting

  Section III of Exhibit 16-2 illustrates the effect on operating income of accepting the 

special offer when operating at full capacity. Note that operating income has decreased 

by $240,000 ($1,400,000 � $1,160,000) as a result of generating $480 ($780 � $300) 

less contribution margin on the 500 special offer laptops ($480 � 500 � $240,000) than 

earned on sales at full capacity. The difference in contribution margin of $480 per laptop 

is a relevant opportunity cost—the operating profit forgone by choosing to accept rather 

than reject the special offer. As discussed in Chapter 12, contribution margin analysis is a 

powerful tool for managers to use to determine the effects on profits of decisions involving 

changes in selling prices, variable or fixed costs, or the volume of operating activity. 

  To summarize, MTI has an opportunity to maximize operating income regardless 

of whether it is operating at full or idle capacity, and the decision to accept or reject 

the special offer from World University hinges on the proper interpretation of relevant 

costs. By accepting the $1,800 offer when operating with idle capacity, MTI will im-

prove its bottom line by 16 percent and put inactive resources to work. On the other 

hand, by rejecting the $1,800 offer when operating at full capacity, MTI will avoid an 

unnecessary 17 percent decline in profits. 

 Relevant cost analysis provides a quantitative framework for the special pricing 

decision. However, every quantitatively indicated decision should also be evaluated 

against a qualitative framework that could result in not executing the decision out-

come. For example, the special order may not be accepted when operating with idle 

capacity even though the special price more than covers incremental costs because 

regular customers might learn of the special price and demand it for their “regular” 

business. Another example could be related to unanticipated increased volume in the 

near future; sales at a special price less than the regular price would absorb capacity 

that could be used for new regular sales. Finally, management must be certain the 

special price is not in violation of the Robinson–Patman Act, which does not allow  

products to be priced differently unless those prices reflect related cost differences. To 

learn more about this law, see the Business on the Internet box on this page.

3.   What does it mean when a fi rm has an offer to sell its product or service at a 

special price and is operating with idle capacity?QWhat Does
It Mean?
Answer  on 
page  648

         Relevant Costs in Action—The Target Costing Question 

 Earlier in this chapter, target costing was described generally as a long-term concept. 

Given that the market price for a particular product or service may be a function of the 

firms competing in that market, the question becomes whether a potential entrant into 

the market can compete at the established market price and earn a desired amount of 

profit, thereby requiring the entrant to provide the product or service at the target cost. 

LO 3
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Internet

The Federal Trade Commission was created in 1914 and enforces a variety of federal antitrust 

and consumer protection laws. The commission seeks to ensure that the nation’s markets func-

tion competitively and are vigorous, efficient, and free of undue restrictions.

 Use the search engine at www.ftc.gov to locate specific information about the Robinson–

Patman Act.
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This target cost is the minimum cost that can be incurred, which when subtracted from 

the selling price allows for a desired profit to be earned: 

Target cost � Market price � Desired profit

 Target costing analysis is primarily used to identify cost reduction initiatives in an 

organization’s value chain when it becomes apparent that the firm is no longer able to 

achieve a desired level of profit at the current marketplace selling price for its products or 

services. The firm either finds a way to reduce cost or is eventually driven out of the mar-

ket. However, in the short term, the target costing model can be used in a relevant   cost 

analysis to effectively evaluate opportunities that may present themselves. Suppose that 

MTI is operating under conditions of idle capacity, as described earlier in the chapter, 

and is looking for opportunities to use that capacity. One of its customers is interested 

in acquiring 200 “tablet”-style laptops over the next year, a style that MTI has not pro-

duced to date. The marketplace selling price, given a standard configuration and basic 

features, is already well established at $2,600 per unit. The decision for MTI centers on 

the question of a target cost: Can MTI produce the 200 tablet laptops at a target cost that 

will allow it to earn a desired profit, given the selling price of $2,600? 

  The basic difference in producing the tablet-style laptop compared to MTI’s standard 

laptop is the swivel screen architecture and the notepad user interface, which allows the 

user to transcribe handwritten notes directly on the tablet screen. What costs are relevant 

to this decision for MTI? The analysis is in many ways similar to the special pricing 

decision—the difference being that in the special pricing decision, costs were known up 

front and in this example some costs that will be new to MTI are not presently known. 

Obviously these new costs will be differential costs and certainly relevant to the analysis. 

New costs would likely include design and engineering time, raw material components 

for the swivel screen user interface, and software enhancements. Another potentially rel-

evant cost could be a labor cost differential if the tablet laptop required more assembly or 

testing time than the standard laptop. How about equipment? Would new manufacturing 

equipment, equipment retooling, or other capacity-related costs be necessary? 

  Assume that MTI requires a 30 percent profit margin to be earned on all laptop 

products. What is the target cost for the new tablet laptop model? 

Target cost � $2,600 � ($2,600 � 30%)

Target cost � $2,600 � $780

Target cost � $1,820

     MTI must be able to produce the tablet laptop at the target cost of $1,820, or less, 

if it wants to earn its required profit margin of 30 percent. At this point, MTI might 

consider this opportunity as an opening to compete in the tablet laptop market on a 

permanent basis; if so, a more long-term life cycle cost analysis would be appropri-

ate. Or MTI’s decision may simply focus on its currently available idle capacity and 

the 200 tablet-style laptops the customer has asked it to consider. In either case, the 

importance of understanding costs relevant to the decision is significant. 

   Relevant Costs in Action—The Make or Buy Decision 

 Another decision-making situation that illustrates the use of relevant costs is the make or 

buy decision. For example, how does a manager evaluate the alternatives of producing 

a component part of a product internally versus buying that component from an outside 

source? Any number of reasons could exist that might create an advantage for buying 

from outside the company. This question of outsourcing is prevalent in organizations 

looking to add value to the products and services they provide. The goal is to reduce 

costs while simultaneously improving the quality and/or functionality of the product or 
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service. Producing a component part internally may be more costly if other organizations 

specialize in producing that component and it is considered within their core competen-

cies. As such, these outside sources may provide an advantage in terms of newer, more 

specialized equipment and technologies or certain skilled labor. Alternatively, being 

presented with a more profitable use of the capacity needed to produce a component part 

internally might make it desirable to outsource that part’s production. Organizational 

services such as payroll, tax return preparation, information technology, or the operation 

of the employee cafeteria also could be candidates for the outsourcing decision. 

  What are the relevant costs in a make or buy decision? Suppose that MicroTech, Inc., 

currently produces the motherboards used in the laptop computers that were described in 

the special pricing decision. As such, MTI incurs the following production costs: 

Manufacturing costs:

  Direct materials  . . . . . . . . . . . . . . . . . . . .  $120

  Direct labor . . . . . . . . . . . . . . . . . . . . . . .  80

  Variable overhead . . . . . . . . . . . . . . . . . .  50

  Fixed overhead . . . . . . . . . . . . . . . . . . . .   100

Total unit cost  . . . . . . . . . . . . . . . . . . . . . . .  $350

 The laptop product manager has determined that a motherboard of comparable qual-

ity is now available and could be acquired from Integrated Technologies, Inc., at a 

purchase cost of $300 plus a $5 shipping charge per motherboard. At first glance this 

appears to be a simple decision, but until the analysis of relevant costs is performed, 

the risk of an incorrect decision is considerable. 

  In a make or buy decision, the relevant cost of making a component or providing 

a service internally is the cost that can be avoided by acquiring the resource or service 

from a source outside the company. Therefore, avoidable costs are the relevant costs for 

this decision. In evaluating each item of cost the important question to ask is, “Will this 

cost continue if the resource is purchased from the outside?” If the cost will continue re-

gardless of whether the resource is produced internally or purchased from outside, then 

it is not relevant to the decision. Using the MTI information to illustrate this concept, 

assume that 20 percent of the fixed overhead amount that has been allocated to each 

unit represents the cost (in terms of salary) of the motherboard production manager who 

would not be retained if the motherboards were not produced by MTI. Also assume 

that at the present time there is no other use for the production resources being used to 

produce the motherboards. An analysis of avoidable costs for this decision follows: 

 Avoidable 
 Cost to Make Cost to Buy
Purchase costs:

  Motherboard cost  . . . . . . . . . . . . . . . . . . . . . . . . . . .   $300

  Shipping cost  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   5

Manufacturing costs:

  Direct material  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $120

  Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  80

  Variable overhead  . . . . . . . . . . . . . . . . . . . . . . . . . . .  50

  Fixed overhead ($100 � 20%) . . . . . . . . . . . . . . . . .    20    

Total unit cost  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $270 $305

Advantage to make. . . . . . . . . . . . . . . . . . . . . . . . . . . .  $  35
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  It should be clear that the variable production costs will not be necessary if the 

motherboards are purchased, but notice that only 20 percent of the fixed overhead is 

included in the relevant cost analysis because the remainder of these fixed costs are 

sunk, unavoidable, and provide no alternative use. How would the analysis change 

if there were alternative uses for the capacity resources being used to produce the 

motherboards? Suppose that MTI could apply the resource capacity being used to 

produce the motherboards to expand production of flat screen monitors, which pro-

vide a contribution margin of $50 per unit. In this scenario, an opportunity cost has 

been introduced into the scenario, and we must remember that opportunity costs 

are always relevant for decision making. A revised relevant cost analysis follows: 

 Avoidable 
 Cost to Make Cost to Buy
Purchase costs:

  Motherboard cost  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $300

  Shipping cost   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   5

Manufacturing costs:

  Direct material  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $120

  Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  80

  Variable overhead  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  50

  Fixed overhead ($100 � 20%)   . . . . . . . . . . . . . . . . . . . .    20

Total unit cost  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $270

Opportunity cost of not using available

  capacity to produce monitors   . . . . . . . . . . . . . . . . . . . . .    $  50     

Total relevant costs  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $320 $305

Advantage to buy  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $  15

  A final decision to outsource a product component or other service should not be 

made merely on the basis of the quantitative analysis without considering important 

qualitative factors. Important dependencies will exist with suppliers, and the need to 

manage the supplier relationship will be ever important. Concerns about the quality of 

parts or services received should be addressed, and testing and measurement systems 

should be defined to ensure the necessary quality. Delivery times and having products 

or services when they are needed could also be a risk. On the other hand, it is possible 

that even higher quality and service could be achieved through outsourcing because 

of the unique expertise or technology that the outside resource or service provider can 

bring to the organization. 

4. What does it mean when a cost is avoidable in the make or buy decision? QWhat Does
It Mean?

Answer  on 
page  648

     Relevant Costs in Action—The Continue 
or Discontinue a Segment Decision 

 Consider next the question of whether to continue or discontinue a particular segment 

of the organization. You might recall from Chapter 15 that a segment is a division, 

LO 3
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lyze relevant costs for the 

continue or discontinue a 

segment decision. 
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a product or service line, a sales territory, or any other organizational unit. Since 

management frequently disaggregates total company operating results into segment 

results, it is possible that a segment will appear to be operating at a loss. When this 

occurs, the inevitable question arises as to whether to continue or discontinue the 

segment. The following illustration of a segmented income statement was presented 

in Chapter 15 for Cruisers, Inc., which showed three divisions: sailboats, motor-

boats, and repair parts. However, this example assumes annual revenue and expense 

amounts: 

CRUISERS, INC.
Segmented Income Statement

For the Year Ended December 31, 2010

 Total Sailboat Motorboat Repair Parts
 Company Division Division Division

Sales . . . . . . . . . . . . . . . . $2,240,000 $1,280,000 $640,000 $320,000

Variable expenses  . . . . . .    960,000   512,000  288,000     160,000

Contribution margin . . . . . $1,280,000 $ 768,000 $352,000 $160,000

Fixed expenses . . . . . . . .  1,128,000   656,000  288,000     184,000

Operating income  . . . . . . $  152,000 $  112,000 $ 64,000 $ (24,000)

 It appears that if the repair parts division were discontinued, operating income for 

Cruisers, Inc., would increase by $24,000. How does an analysis of relevant cost guide 

the decision maker to the correct outcome? In this type of decision, the relevant cost 

focus is on those costs that can be eliminated if the segment is eliminated. Otherwise, 

if a cost will continue even if a segment is discontinued, the cost is not a differential 

cost and, therefore, not relevant to the decision. 

  If the repair parts division is discontinued, it should be obvious that sales of 

$320,000, variable expenses of $160,000, and contribution margin of $160,000 

would all be eliminated—these items would be relevant to this decision. What’s not 

so obvious is what happens to the fixed expenses. Cruisers, Inc., would be willing 

to discontinue the repair parts division if the company could eliminate more fixed 

expenses than the amount of contribution margin it would be losing, in this example 

$160,000. 

  Now suppose that, as a result of a detailed analysis of fixed expenses, it is 

learned that the fixed expenses assigned to each division represent the sum of the 

fixed expenses incurred in each division plus an allocated share of the corporate 

fixed expenses. The corporate fixed expenses would continue to be incurred even if 

one of the divisions were to be closed. This analysis of fixed expenses reveals the 

following: 

 Total Sailboat Motorboat Repair Parts
 Company Division Division Division

Direct fi xed expenses  . . . . . . . . . . . .  $  680,000 $400,000 $160,000 $120,000

Common fi xed expenses 

  allocated in proportion to sales . . .     448,000  256,000   128,000  64,000

Total fi xed expenses  . . . . . . . . . . . . .  $1,128,000 $656,000 $288,000 $184,000
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 If Cruisers were to discontinue the repair parts division, $120,000 of direct fixed 

expenses could be eliminated. Direct fixed expenses would, therefore, be relevant to 

this decision. However, the $64,000 of corporate fixed expenses allocated to the repair 

parts division would continue regardless of whether the repair parts division were 

continued or discontinued. Remember, allocated costs are never relevant. The relevant 

cost analysis would look like this: 

Relevant Cost Analysis of
Discontinuing the Repair Parts Division

Decrease in contribution margin  . . . . . . . . . . . . . . . . . .  $(160,000)

Decrease in direct fi xed expenses  . . . . . . . . . . . . . . . . .       120,000

Net decrease in segment margin  . . . . . . . . . . . . . . . . .  $ (40,000)

 The relevant cost analysis indicates that if the repair parts division is discontinued, 

Cruisers, Inc., will experience a $40,000 decrease in company segment margin and, 

therefore, operating income. It is not logical to give up the $160,000 of contribution 

margin being generated by the repair parts division if the only benefit is the ability to 

avoid $120,000 of direct fixed expenses attributable to that division. The following il-

lustration presents a revised segmented income statement for Cruisers, Inc., assuming 

the repair parts division is discontinued and the remaining $64,000 of corporate fixed 

expenses is reallocated to the sailboat and motorboat divisions: 

CRUISERS, INC.
Segmented Income Statement

For the Year Ended December 31, 2010

 Total Sailboat Motorboat
 Company Division Division

Sales . . . . . . . . . . . . . . . . $1,920,000 $1,280,000 $640,000

Variable expenses  . . . . . . $   800,000   512,000  288,000

Contribution margin . . . . . $1,120,000 $  768,000 $352,000

Fixed expenses . . . . . . . .  1,008,000   698,667  309,333

Operating income  . . . . . . $  112,000 $  69,333 $ 42,667

 The revised segmented income statement for Cruisers, Inc., shows the decrease in 

operating income of $40,000 ($152,000 � $112,000) by discontinuing the repair 

parts division that was suggested by the relevant cost analysis. A careful review and 

understanding of fixed expenses, as illustrated in this example, emphasizes an im-

portant point made earlier in the discussion of relevant costs—just because a cost is 

classified as fixed (or variable) does not mean that it is always relevant or irrelevant 

to the decision. 

  One final note here: Had the original segmented income statement been organized 

in the preferred format illustrated in Chapter 15, the decision would have been obvi-

ous from the beginning. The repair parts division is generating $40,000 of segment 

margin (sales less variable and direct fixed expenses); by eliminating the segment, the 

company as a whole would experience a decrease in operating income equal to the 
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$40,000 segment margin. The preferred segmented income statement organization is 

illustrated here: 

CRUISERS, INC.
Segmented Income Statement

For the Year Ended December 31, 2010

 Total Sailboat Motorboat Repair Parts
 Company Division Division Division

Sales . . . . . . . . . . . . . . . . . .  $2,240,000 $1,280,000 $640,000 $320,000

Variable expenses . . . . . . . .     960,000   512,000  288,000  160,000

Contribution margin  . . . . . . .  $1,280,000 $  768,000 $352,000 $160,000

Direct fi xed expenses  . . . . . .    680,000   400,000  160,000  120,000

Segment margin  . . . . . . . . .  $   600,000 $  368,000 $192,000 $  40,000

Common fi xed expenses  . . .    448,000

Operating income  . . . . . . . .  $  152,000

5. What does it mean when fi xed expenses allocated to a segment are considered to 

be common corporate expenses?QWhat Does
It Mean?
Answer  on 
page  648

Relevant Costs in Action—The Short-Term 
Allocation of Scarce Resources

   As a final example of how relevant costs are used in decision making, consider how 

production resources might be allocated to a mix of products when product demand 

exceeds the currently available production capacity. The next part of the chapter will 

explain the decision-making tools used to analyze long-term investments in additional 

production capacity; but in the short term, capacity constraints may force a decision 

about which product(s) should be produced next. The objective is to maximize con-

tribution margin given the demand and capacity constraints. To illustrate, assume that 

Integrated Technologies, Inc. (ITI), produces the following items, which use the same 

circuitry production line. Demand is such that ITI can produce and sell as much of 

either product as it can process through the circuitry production line. Selling prices, 

variable costs, and contribution margins per unit follow: 

  Video 
 Motherboards Circuit Boards

Selling price . . . . . . . . . . . . . . . . . . . . . $300 $200

Variable costs . . . . . . . . . . . . . . . . . . . .  150  100

Contribution margin per unit . . . . . . . . . $150 $100

  It would appear that the motherboards are the more profitable product and should 

be a production priority. However, when capacity constraints exist, it is important 

to view the contribution margin of each product in terms of the capacity constraint. 

Assume that one hour is required to produce a video circuit board and two hours are 

required to produce a motherboard on the circuitry production line, which has only 

LO 3

 Understand how to 

analyze relevant costs 

for the product mix 

decision. 
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120 hours available each week. Does this information about the production time re-

quirements of each product relative to the constrained resource change your view of 

profitability? Expressing the contribution margin of each product in terms of circuitry 

production line hours would generate the following results: 

  Video 
 Motherboards Circuit Boards

Selling price . . . . . . . . . . . . . . . . . . . . . $300 $200

Variable costs  . . . . . . . . . . . . . . . . . . .  150  100

Contribution margin per unit   . . . . . . . . $150 $100

Circuitry line hours required  . . . . . . . . . 2 1

Contribution margin per hour . . . . . . . . $ 75 $100

  The contribution margin per circuitry line hour, the scarce resource, indicates 

that profit will be maximized with the production of video circuit boards. If all 120 

available hours were used to produce video circuit boards, the contribution margin 

generated would be $12,000 ($100 � 120 hours). Only to the extent that any hours 

were unused for video circuit boards should any motherboards be produced. Of 

course, an appropriate question to pose at this point, given the current high demand 

for both products produced on the circuitry production line, is whether additional 

production capacity should be added. This question presents interesting new consid-

erations that depend on a longer-run view of decision making. These considerations 

will be discussed in the remainder of this chapter. 

  Long-Run Investment Analysis 
  Capital Budgeting 

 Capital budgeting is the process of analyzing proposed capital expenditures—

investments in plant, equipment, new products, and so on—to determine whether 

the investment will generate a large enough return on investment (ROI) over time to 

contribute to the organization’s overall ROI objectives. 

  Capital budgeting differs from operational budgeting in the time frame being con-

sidered. Whereas capital budgeting concerns investments and returns that are spread 

over a number of years, operational budgeting involves planning for a period that is 

usually not longer than one year. Thus the operating budget reflects the firm’s strategic 

plans to achieve current period profitability, and the capital budget provides an overall 

blueprint to help the firm meet its long-term growth and profitability objectives.  

  Investment Decision Special Considerations 

 Investment decisions involve committing financial resources now in anticipation of a 

return that will be realized over an extended period of time. This extended time frame, 

which can be many years, adds complexity to the analysis of whether or not to make 

the investment because of compound interest/present value considerations. The time 

value of money can be ignored for most operating expenditure decisions because the 

benefit of an expenditure will be received soon after the expenditure is made, and a 

simple cost/benefit relationship can be determined. This is not so for capital expendi-

tures because the benefits of the expenditure will be received over several years, and 

$100 of benefit to be received five years from now is not the same as $100 of benefit 

to be received one year from now. 

LO 4
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  Most business firms and other organizations have more investment opportuni-

ties than resources available for investment. Capital budgeting procedures, especially 

those applying present value analysis techniques, are useful in helping management 

identify the alternatives that will contribute most to the future profitability of the firm. 

However, as is the case with most quantitative techniques, the quantitative “answer” 

will not necessarily dictate management’s decision. The quantitative result will be 

considered along with qualitative factors in the decision-making process. Examples of 

qualitative factors include the willingness to assume competitive risks associated with 

expanding (or not expanding) into a new market area, the implications for a board of 

directors retaining control if more stock must be sold to raise funds for the expansion, 

and, of course, top management’s personal goals for the organization. Because capital 

budgeting involves projections into the future, top management attitudes about the risk 

of forecasting errors have a major impact on investment decisions. 

  Most firms involve the board of directors in capital budgeting by having the 

board approve all capital expenditures above a certain minimum amount. Depending 

on the company and its financial circumstances, this amount may range from $5,000 

to $1 million or more. High-level approval is required because the capital expenditure 

represents a major commitment of company resources, and it involves a multiyear 

period of time.  

6. What does it mean to have a capital budget?QWhat Does
It Mean?
Answer  on 
page  648

  Cost of Capital 

 The principal financial objective of a firm organized for profit is to earn a return on the 

assets invested that will permit payment of all borrowing costs (interest) and provide 

the owners a return on their investment (ROE—return on equity) that compensates 

them fairly for the financial risks being taken. To meet the requirements of these 

resource providers, whose claims are shown on the right side of the balance sheet, at-

tention must be focused on the assets that are reported on the left side of the balance 

sheet. Thus return on assets (ROI—return on investment) becomes a primary concern 

of financial managers who evaluate proposed capital expenditures. 

  The  cost of capital  is the rate of return on assets that must be earned to permit the 

firm to meet its interest obligations and provide the expected return to owners. Deter-

mining the cost of capital of a company is a complex process that is beyond the scope 

of this text. Suffice it to say here that the cost of capital is a composite of borrowing 

costs and stockholder dividend and earnings’ growth rate expectations. The cost of 

capital is most useful as a “worry point” guide to management (i.e., an indication of 

an approximate  minimum  ROI that creditors and owners are expecting). Most firms 

set a cost of capital rate for investment analysis purposes that is somewhat greater 

than the “true” economic cost of acquiring funds. This allows for estimation errors 

in the calculation and provides some cushion for estimation errors in the data used in 

the investment analysis itself. The cost of capital used for analyzing proposed capital 

expenditures is also influenced by the perceived riskiness of the proposal being evalu-

ated. More risky proposals (e.g., new product development or expansion into a new 

activity) will be required to earn a higher rate of return than less risky proposals (e.g., 

equipment replacement or expansion of an existing activity). This risk difference is 

LO 6
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related to the uncertainties associated with operating in a somewhat different environ-

ment than that in which the firm is experienced. 

  The cost of capital is the discount rate (i.e., the interest rate at which future period 

 cash flows  are discounted) used to determine the present value of the investment 

proposal being analyzed. For most firms, the cost of capital is probably in the range 

of 10 to 20 percent. In the capital budgeting illustrations presented in this chapter, 

the cost of capital will be a given. However, you should recognize that in practice the 

development of the cost of capital rate is a complex but important process.  

  Capital Budgeting Techniques 

 Of the four generally recognized capital budgeting techniques, two use present value 

analysis, and two do not. Because money does have value over time, the two methods 

that recognize this fact are clearly superior, at least conceptually, to those that ignore 

the time value of money. 

Methods That Use Present Value Analysis
Net present value (NPV) method.

Internal rate of return (IRR) method.

Methods That Do Not Use Present Value Analysis
Payback method.

Accounting rate of return method.

     Each of these methods uses the amount to be invested in the capital project. The net 

present value, internal rate of return, and payback methods use the amount of  cash  

generated by the investment each year. The accounting rate of return method uses ac-

crual accounting net income resulting from the investment. For most investment proj-

ects, the difference between the cash generated each year and accrual accounting net 

income is depreciation expense—a noncash item that reduces accrual accounting net 

income. Again, because of their recognition of the time value of money and focus on 

cash flows, the NPV and IRR methods are much more appropriate than either payback 

or accounting rate of return.  

 Net present value.   The net present value (NPV) method involves calculating 

the present value of the expected cash flows from the project using the cost of capital 

as the discount rate, and comparing the total present value of the cash flows to the 

amount of investment required. 

  Based on this analysis, the following conclusions can be drawn:

If the present value of   The net present   The expected rate of 
expected cash fl ows is: then → value (NPV) is: and → return on the project is:

Greater than the  Positive Greater than the cost of 

  required investment    capital

Less than the  Negative Less than the cost of capital

  required investment 

Equal to the  Zero Equal to the cost of capital

  required investment   

  The discount rate used in net present value analysis is sometimes referred to as the 

 hurdle rate  because it represents the minimum rate of return required for an investment 

to yield a positive NPV. The net present value method is illustrated in Exhibit 16-3. 

  When alternative projects involving different investment amounts are being con-

sidered, the NPV approach must be carried one step further. Projects should not be 

LO 7
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 I. Assumptions:
A.  A new packaging machine costing $100,000, including installation, has an estimated useful life of fi ve 

years and an estimated salvage value of $6,000 after fi ve years. The new machine will be purchased at 

the end of 2010.

B.  Installation and use of the machine in the fi rm’s operations will result in labor savings during each of the 

next fi ve years as follows:

2011 $26,000

2012 27,000

2013 31,000

2014 35,000

2015 38,000

C. The fi rm’s cost of capital is 16%.

II. Time line presentation of cash flows from the investment:

  12/31/10 2011 2012 2013 2014 2015

Cash fl ows from investment:

  Savings . . . . . . . . . . . .   $26,000 $27,000 $31,000 $35,000 $38,000

  Salvage . . . . . . . . . . . .                        6,000

    Total . . . . . . . . . . . . .   $26,000 $27,000 $31,000 $35,000 $44,000

III. Net present value calculation at 16%:
Present value factors 

  (Table 6-4, 16%)  . . . . .    0.8621  0.7432  0.6407  0.5523  0.4761

Present value of cash fl ows from 

  investment . . . . . . . . . .   $22,415 $20,066 $19,862 $19,331 $20,948

Total present value of cash fl ows 

  from investment . . . . . . . . .  $102,622

Investment  . . . . . . . . . . . . . .   (100,000)

Net present value at 16%  . . .  $ 2,622

IV. Conclusion from analysis:
The net present value is positive; therefore the projected rate of return on this investment is greater than the 

16% cost of capital. Based on this quantitative analysis, the investment should be made.

Exhibit 16-3 Net Present Value (NPV) Analysis of a Proposed Investment

assigned a profitability ranking on the basis of the dollar amount of the net present 

value because of disparities in the investment amounts. The ratio of the present value 

of the cash flows to the investment, referred to as the  present value ratio  (or  profit-
ability index ), provides a more appropriate ranking mechanism. For example, assume 

the following data for the projects indicated:

 Present Value   Net Present  Present Value 
Project of Cash Flows Investment Value Ratio

 A $22,800 $20,000 $2,800 1.14

 B 34,000 30,000 4,000 1.13

  Even though project B has a greater net present value, it is clear from looking at the 

present value ratios that project A has a higher present value for every dollar invested 
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and is thus a more desirable investment. When the NPV approach to investment analy-

sis is used, it is appropriate to take this second step and calculate the present value 

ratio, especially when a selection must be made from several positive NPV projects. 

7. What does it mean to state that present value analysis is appropriate for capital 

budgeting?

8. What does it mean to calculate the net present value of a proposed capital 

investment?

9. What does it mean if the net present value of a proposed capital expenditure is 

positive?

QWhat Does
It Mean?

Answers  on 
page  648

  Internal rate of return.   The internal rate of return (IRR) method and the NPV 

method differ in that the discount (interest) rate—the cost of capital—is a given in the 

NPV approach, whereas the IRR approach solves for the actual rate of return that will be 

earned by the proposed investment. This is the discount rate at which the present value of 

cash flows from the project will equal the investment (i.e., the discount rate at which the 

NPV equals zero). Thus the IRR method may require several calculations using different 

discount rates. Once the project’s internal rate of return is known, a conclusion about the 

suitability of the investment is made by comparing the IRR to the cost of capital. If the 

IRR is greater than the cost of capital, the investment will be recommended. If the IRR 

is less than the cost of capital, the investment will not be recommended. 

  With respect to the investment proposal illustrated in Exhibit 16-3, the IRR must 

be greater than 16 percent because the NPV is positive. Determination of the actual 

IRR requires another set of present value calculations using a higher discount rate 

(18 percent is the next higher rate in the Chapter 6 tables) and then  interpolating  
to determine the actual discount rate at which the present value of cash flows would 

equal the investment. The IRR method is illustrated in Exhibit 16-4. 

 There are some theoretical advantages to the NPV approach to evaluate proposed 

capital expenditures, but many managers use both approaches because they are more 

comfortable knowing the actual rate of return. Computer applications make the calcu-

lations easy; estimating the amount and timing of future cash flows associated with a 

proposal is the more challenging part of the process.

10.   What does it mean to state that the net present value calculation technique is 

easier to use than the internal rate of return calculation method? QWhat Does
It Mean?

Answer  on 
page  648

It’s time to refresh your learning! A solid understanding of present value is necessary when 

using the net present value and internal rate of return methods as capital budgeting techniques. 

Take a minute to review the discussion and examples presented in the Chapter 6 Appendix on 

pages 219–227. Working through Exercises 16.13 and 16.14 will also provide a good review of 

present value calculations. Study

Suggestion
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Some Analytical Considerations

Estimates. The validity of present value calculations will be a function of the ac-

curacy with which future cash flows can be estimated. A great deal of effort will be 

expended in making estimates. When the project involves a replacement machine, the 

estimates of future cash flows (inflows from expense savings, and outflows for preven-

tive and periodic maintenance) can be made relatively easily. When the project  involves 

an investment in a new product or a major capacity expansion, the most important 

(and hardest) data to estimate are revenues. Most firms will require a postaudit of the 

project to determine whether or not the anticipated benefits are actually being realized. 

While it may be too late to affect a project already completed, knowledge about past 

estimating errors should permit analysts to improve future estimates.

     Cash flows far in the future.   Given the challenges of estimating, many capital bud-

geting analysts will not consider probable cash flows that are expected to occur more than 

LO 8
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I.  Assumptions:
Same as in Exhibit 16-3.

The NPV of the proposed investment at a discount rate of 16% is $2,622 (from Exhibit 16-3).

II. Time line presentation of cash flows from the investment:

  12/31/10 2011 2012 2013 2014 2015

Cash fl ows from investment:

  Savings . . . . . . . . . . . . .   $26,000 $27,000 $31,000 $35,000 $38,000

  Salvage . . . . . . . . . . . . .                        6,000

    Total . . . . . . . . . . . . . .   $26,000 $27,000 $31,000 $35,000 $44,000

III. Net present value calculation at 18%:
Present value factors 

  ( Table 6-4, 18%)  . . . . . .    0.8475  0.7182  0.6086  0.5158  0.4371

Present value of cash fl ows from 

  investment . . . . . . . . . . . .   $22,035 $19,391 $18,867 $18,053 $19,232

Total present value of cash fl ows 

  from investment . . . . . . . .  $  97,578

Investment  . . . . . . . . . . . . .   (100,000)

Net present value at 18%  . .  $ (2,422)

IV. Interpolation:
Discount rate 16% 17% 18%

Net present value $2,622 $0 $(2,422)

The discount rate at an NPV of $0 is almost exactly 17%.

V . Conclusion from analysis:
The internal rate of return of the project is the discount rate at which the NPV � $0, so the IRR is 17%. The 

expected IRR is more than the fi rm’s 16% cost of capital. Based on this quantitative analysis, the investment 

should be made.

Exhibit 16-4 Internal Rate of Return (IRR) Analysis of a Proposed Investment
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10 years in the future. In essence, their position is that if the project will not have a satis-

factory return considering the cash flows in the first 10 years, then the project is too risky 

to accept even if later cash flows will give it a satisfactory rate of return. For example, the 

present value of $100 to be received in 11 years, at a discount rate of 20 percent, is $13.46, 

so far-distant cash flows will not add significantly to the total present value of cash flows.  

  Timing of cash flows within the year.   The present value factors in Tables 6-4 

and 6-5 assume that all of the cash flows each year are received at the end of the year. 

It is more likely that the cash flows will be received fairly evenly throughout the year; 

and although present value can be calculated using that assumption, it is not uncom-

mon for the end-of-the-year assumption to be used because it results in a slightly 

lower, more conservative present value amount.  

  Investment made over a period of time.   Capital expenditure projects involving 

new products, new plants, and capacity expansion usually require expenditures to be 

made over a period of time. For example, payments are usually made to a building 

contractor every month during construction, and for a major project, construction may 

extend over several years. When this is going to occur, the investment amount used in 

the present value analysis should be determined as of the point at which the project is 

expected to be put into service. This means that interest on cash disbursements made 

during the construction or preoperating period should be considered, so the investment 

amount will include the time value of money invested during that period.  

  Income tax effect of cash flows from the project.   The cash flows identified 

with a proposed capital expenditure should include all of the associated inflows and 

outflows, including income taxes. The model for making this calculation is essentially 

the same as that used in the statement of cash flows to determine cash generated from 

operating activities. For example, assume that a capital expenditure proposal for a new 

product reflects the following makeup of operating income, income taxes, and net 

income for the first year the product is sold:

Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $240,000

Variable expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   100,000

Contribution margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $140,000

Direct fi xed expenses:

  Requiring cash disbursements  . . . . . . . . . . . . . . . . . . . . . . . . . . .  85,000

  Depreciation of equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   20,000

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 35,000

Income taxes @ 40% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   14,000

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 21,000

 To calculate the amount of cash flow from this product, it is necessary to add back the 

depreciation expense to net income. Remember that depreciation is a deduction for 

income tax purposes but is not a cash expenditure. Therefore, the cash flow during the 

first year for this new product would be:

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $21,000

Add: Depreciation expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    20,000

Cash fl ow from the product  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $41,000
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  In addition, any other differences between accrual basis earnings and cash flows 

would be recognized when using the NPV and IRR methods.  

  Working capital investment.   Capital expenditure proposals that involve new 

products or capacity expansion will usually require a working capital increase be-

cause accounts receivable and inventories will increase. The working capital increase 

required is treated as additional investment (i.e., it is a cash outflow at the beginning 

of the project or later). If the new product or capacity expansion has a definite life, 

the investment in working capital will be recovered after the product is discontinued 

or the expansion is reversed. The expected recovery of the working capital investment 

should be treated as a cash inflow.  

  Least cost projects.   Not all capital expenditures are made to reduce costs or 

increase revenues. Some expenditures required by law—environmental controls, for 

example—will increase operating costs. (The benefit may include the avoidance of a 

fine.) Alternative expenditures in this category should also be evaluated using present 

value analysis; however, instead of seeking a positive NPV or IRR, the objective is to 

have the least negative result. Even though the present value ratio will be less than 1.0, 

the most desirable alternative is still the one with the highest present value ratio.  

  Payback.   The payback method to evaluate proposed capital expenditures answers 

this question: How many years will it take to recover the amount of the investment? The 

answer to this question is determined by adding up the cash flows (beginning with the 

first year) until the total cash flows equal the investment and then counting the number 

of years of cash flow required. For example, using the data from Exhibit 16-3, for a 

machine costing $100,000, the projected annual and cumulative cash flows were:

    Cumulative 
 Year  Cash Flow Cash Flow

2011 (1st year) . . . . . . . . . . . . . . . .  $26,000 $  26,000

2012 (2nd year) . . . . . . . . . . . . . . .  27,000 53,000

2013 (3rd year) . . . . . . . . . . . . . . . .  31,000 84,000

2014 (4th year) . . . . . . . . . . . . . . . .  35,000 119,000

2015 (5th year) . . . . . . . . . . . . . . . .  44,000 163,000

  The investment will be recovered during the fourth year after $16,000 of that year’s 

$35,000 has been realized. Expressed as a decimal, 16/35 is 0.46, so the project’s 

payback period would be expressed as 3.46 years. 

  The obvious advantage of the payback method is its simplicity. Present value 

analysis is confusing to some people, but anyone can understand payback period. 

There are two major disadvantages to the payback method. First, it does not consider 

the time value of money, and this is a serious flaw. Second, as traditionally used, the 

payback method does not consider cash flows that continue after the investment has 

been recovered. Thus a project having a payback period of three years and no subse-

quent cash flows would appear to be more desirable than a project that has a payback 

period of four years and cash flows that continue for five more years. 

  In spite of its flaws, the payback method is used by many firms, especially in 

connection with equipment replacement decisions. The widespread use of the payback 

method is due to the clarity of its meaning and the fact that in a rapidly changing 

technological environment, the speed with which an investment is recovered is critical. 

Many firms require early and significant cash flows from an investment in new plant 

and equipment because they don’t have the capacity to finance their activities while 

LO 9

 Understand how the 

payback period of a 

capital expenditure 

 project is calculated. 
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waiting for the payoff from an investment to begin. Some analysts report the payback 

period along with NPV (or present value ratio) and IRR just to answer the question 

“How long until the investment is recovered?”  

  Accounting rate of return.   The accounting rate of return method focuses on 

the impact of the investment project on the financial statements. Accounting operat-

ing income (or net income) is related to the effect of the investment on the balance 

sheet. This is done on a year-by-year basis. The calculation for 2011, using data from 

Exhibit 16-3, is illustrated in Exhibit 16-5. 

  As explained with the payback method, a serious flaw of the accounting rate of 

return approach is that the time value of money is not considered. Some financial man-

agers will make the accounting rate of return calculation, not for investment evaluation 

purposes, but to anticipate the effect that the investment will have on the financial 

statements. Large start-up costs for a new product line or new production facility may 

adversely affect reported results for a year or two. Management should be aware of 

this and should put stockholders on notice in advance to minimize the impact of the 

start-up costs on the market price of the firm’s common stock.  

11.   What does it mean to state that both the payback method and the accounting 

rate of return method are fl awed because they do not recognize the time value 

of money? QWhat Does
It Mean?

Answer  on 
page  648

  The Investment Decision 

 As is the case with virtually every management decision, both quantitative and qualita-

tive factors are considered. After the results of the quantitative models just illustrated 

LO 10

 Understand why the 

accounting rate of 

return of a project is 

calculated and how 

it can be used most 

appropriately. 

I. Assumption:
Same as in Exhibit 16-3.

II. Calculation:

  
Accounting

                         
rate of return

   �   
Operating income

  __________________  
Average investment

  

 �   
Savings � Depreciation expense

   _____________________________   
Average investment

  

For 2011:

 �   
26,000 � 18,800*

  _____________________  
(100,000 � 81,200†)/2

   

 �   7,200
 _______ 

90,600
  

 � 7.9%

*Straight-line depreciation expense:

(Cost � Salvage value)/Estimated life

(100,000 � 6,000)/5 years � 18,800

†Net book value at end of 2011:

Cost � Accumulated depreciation

100,000 � 18,800 � 81,200

Exhibit 16-5

Accounting Rate of 

Return Analysis of a 

Proposed Investment
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have been obtained, the project with the highest NPV or IRR may not be selected. 

Overriding qualitative factors could include the following:

•    Commitment to a segment of the business that requires capital investment to 

achieve or regain competitiveness even though that segment does not have as 

great an ROI as others.  

•   Regulations that mandate investment to meet safety, environmental, or access 

requirements. Fines and other enforcement incentives aside, management’s 

citizenship goals for the organization may result in a high priority for these 

investments.  

•   Technological developments within the industry may require new facilities to 

maintain customers or market share at the cost of lower ROI for a period of 

time.  

•   The organization may have limited resources to invest in capital projects, and 

as a result of the capital rationing process, less ambitious, lower-ROI proj-

ects may be approved instead of large-scale, higher-ROI projects for which 

resources cannot be obtained.    

 In addition to considering issues such as these, management’s judgments about the ac-

curacy of the estimates used in the capital budgeting model may result in the selection 

of projects for which the estimates are believed to be more accurate. 

  The important point to be remembered here is that although the use of appropri-

ate quantitative models can significantly improve the management decision-making 

process, most decisions are significantly influenced by top management’s values and 

experiences—qualitative factors. Whether the decision involves the use of time value 

of money calculations, cost behavior pattern information, analysis of variances, or 

other applications you have learned, all important managerial decisions involve un-

certainty and require the use of judgment. This is one reason top managers receive top 

salaries—their jobs are at risk if they make the wrong decisions.  

  Integration of the Capital Budget 
with Operating Budgets 

 Several aspects of the capital budget interact with the development of the operating 

budget. Contribution margin increases and cost savings from anticipated capital ex-

penditure projects must be built into the expenditure and income statement budgets. 

Cash disbursements for capital projects must be included in the cash budget. The 

impact of capital expenditures on the balance sheet forecast must also be consid-

ered. Most important, you should understand that capital budgeting expenditures 

impact the level at which the firm will be able to operate in future years. Invest-

ments in equipment, new plant facilities, and other long-term operational assets 

are necessary to support the firm’s growth objectives. Thus the development of the 

capital budget is an integral part of the overall budgeting and strategic planning 

process. To learn how Microsoft Excel provides financial functions for capital 

budgeting techniques, see Business in Practice—Internal Rate of Return Using 

Microsoft Excel.  

12.   What does it mean to integrate the capital budget into the operating budget?QWhat Does
It Mean?
Answer  on 
page  648

LO 11

 Understand why not all 

management decisions 

are made strictly on the 

basis of quantitative 

analysis techniques. 
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  Demonstration Problem 

 Visit the text Web site at www.mhhe.com/marshall9e to view a 
demonstration problem for this chapter.  

   Summary 

 Important cost classifications for analyzing decision alternatives include differential 

costs, allocated costs, sunk costs, and opportunity costs. Differential costs are those 

costs that differ between alternatives and must be considered in the analysis. Some-

times costs are allocated for analytical purposes; but if the allocation is made on an 

arbitrary basis rather than by recognizing causal factors, users of the data must be very 

careful about the conclusions they reach when considering allocated costs in decision 

making. Sunk costs have been incurred and cannot be reversed, so they should not be 

Business in 

Practice

 Internal Rate of Return Using Microsoft Excel 

Now that you understand the nature of NPV and IRR as capital budgeting techniques, Microsoft 

Excel can be used to quickly and easily calculate the IRR (or NPV   ) of a proposed investment as 

illustrated here using data from Exhibit 16 – 4 (or as shown in the Excel Help Index at IRR or NPV   ).

 

mar27068_ch16_620-667.indd   645mar27068_ch16_620-667.indd   645 11/12/09   9:56:49 AM11/12/09   9:56:49 AM

www.mhhe.com/marshall9e
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included in the analysis. Opportunity costs arise from choosing one alternative over 

another, and while these costs are not reflected in the accounting records, they should 

be recognized when making an economic analysis.     

          Relevant costs are future costs that represent differences between decision alter-

natives and are the key to effective decision making. Cost classifications presented in 

Chapters 12 through 15 may or may not be relevant for a particular decision. Under-

standing costs for decision-making purposes is viewed as a way  of thinking  about their 

relevance to any decision by asking the fundamental question “Does it make a differ-

ence?” Differential costs and opportunity costs are always relevant costs; allocated 

costs and sunk costs are never relevant costs. 

  The product or service pricing decision, in general, is a long-run decision. In the 

long run, the product or service price must be adequate to recover all costs identified 

in the organization’s value chain, as well as to provide for the necessary ROI. But in 

the short run, on certain occasions the firm may be presented with a special offer for its 

product or service at a price below the normal selling price. Any offered price above 

the relevant variable costs will generate a positive contribution margin and should 

be accepted as long as no other more profitable opportunity for idle capacity can be 

identified, or unless overriding qualitative factors impact the decision. When the firm 

is operating at full capacity, there is no reasonable explanation for considering any 

price less than the normal selling price unless there is an opportunity to avoid more 

cost than the related decrease in selling price. 

  Other decision-making situations illustrate the use of relevant costs. In a make or 

buy decision, the relevant cost of making a component or providing a service inter-

nally is the cost that can be avoided by acquiring the resource or service from outside 

the company. In the short-term allocation of scarce resources decision, the objective is 

to maximize contribution margin in terms of the scarce capacity resource. 

  Capital budgeting has a much longer-term time frame perspective than opera-

tional budgeting. Capital expenditure analysis, which leads to the capital budget, 

attempts to determine the impact of a proposed capital expenditure on the organiza-

tion’s ROI. 

  Capital budgeting procedures should involve the use of present value analysis 

because an investment is made today in expectation of returns far into the future. The 

time value of money must be recognized if appropriate capital expenditure decisions 

are to be made. 

  Cost of capital is the minimum ROI that should be earned on the proposed invest-

ment. The risk associated with the proposal will affect the cost of capital, or desired 

ROI, used to evaluate the investment. 

  Net present value and internal rate of return are two investment analysis methods 

that recognize the time value of money. The net present value approach uses the cost 

of capital as the discount rate to calculate a difference between the present value of 

future cash flows from the investment and the amount invested. If the net present value 

is zero or positive, the proposed investment’s ROI is equal to or greater than the cost of 

capital, and the investment is an appropriate one to make. The present value ratio, or 

profitability index, provides a means of ranking alternative proposals. The internal rate 

of return approach solves for the proposal’s ROI, which is then compared to the cost 

of capital. The investment is an appropriate one to make if the ROI of the proposed 

investment equals or exceeds the cost of capital. 

  Some analytical considerations related to capital budgeting include estimating 

accuracy, the timing of cash flows within a year, and investments made over a period 

of time. Many firms require a postaudit of a capital project to evaluate the estimates 
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made in the initial analysis. Some projects will require an increase in working capital, 

which is considered part of the investment. 

  Payback and accounting rate of return are two investment analysis methods that 

do not recognize the time value of money and are thus inappropriate analytical tech-

niques. Nevertheless, many analysts and managers use the results of these methods 

along with the results of the NPV and IRR methods. 

  In addition to considering the results of the various quantitative models used to 

evaluate investment proposals, management also identifies and considers qualitative 

factors when deciding whether or not to proceed with an investment. These qualitative 

factors are frequently more significant than the quantitative model results. 

  The capital budget is integrated into the operating budget. Production capacity, 

depreciation expense, and cash outflows for purchases of new plant and equipment 

are directly affected by the capital budget.  

  Key Terms and Concepts 

    accounting rate of return method (p. 643)    A capital budgeting analytical technique that 

calculates the rate of return on the investment based on the impact of the investment on the 

financial statements. 

    allocated cost (p. 622)    A cost that has been assigned to a product or activity using some sort of 

arithmetic process. 

    capital budgeting (p. 621)    The process of analyzing proposed investments in plant and 

equipment and other long-lived assets. 

    cash flows (p. 637)    In capital budgeting, the cash receipts and disbursements associated with a 

capital expenditure over its life. 

    cost of capital (p. 636)    The ROI that must be earned to permit the firm to meet its interest 

obligations and provide the owners their expected return; the discount rate used in the present 

value calculations of capital budgeting. 

    differential cost (p. 622)    A cost that will differ based on the selection of an alternative activity. 

    full capacity (p. 626)    The operating condition when all available production resources are being 

utilized. 

    idle capacity (p. 626)    The operating condition when some available production resources are not 

being utilized. 

    internal rate of return (IRR) method (p. 639)    A capital budgeting analytical technique that 

solves for the time-adjusted rate of return on an investment over its life. 

    interpolating (p. 639)    A mathematical term that describes the process of interpreting and relating 

two factors from a (present value) table to approximate a third factor not shown in the table. 

    net present value (NPV) method (p. 637)    A capital budgeting analytical technique that uses a 

given cost of capital to relate the present value of the returns from an investment to the present 

value of the investment. 

    opportunity cost (p. 623)    An economic concept relating to income forgone because an 

opportunity to earn income was not pursued. 

    outsourcing (p. 629)    The acquisition of resources or services from outside the organization as 

opposed to producing those resources or services internally. 

    payback method (p. 642)    A capital budgeting analytical technique that calculates the length of 

time for the cash flows from an investment to equal the investment. 

    postaudit (p. 640)    The process of comparing the assumptions used in a capital project analysis 

with the actual results of the investment. 
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    present value ratio (p. 638)    The ratio of the present value of the cash flows from an investment 

to the investment. See profitability index. 

    profitability index (p. 638)    The ratio of the present value of the cash flows from an investment to 

the investment; used for ranking proposed capital expenditures by profitability. 

    relevant cost (p. 623)    A cost classification used in analyzing costs of decision alternatives; costs 

are relevant when they represent future differences between the alternatives. 

    sunk cost (p. 623)    A cost that has been incurred and that cannot be unincurred, or reversed, by 

some future action. 

    target costing (p. 625)    A cost management technique in which the firm determines the required 

cost for a product or service to earn a desired profit when the selling price is determined by the 

marketplace. 

 

 1.        It means that the cost has been incurred, and nothing will happen to affect that 

cost.  

 2.   It means that the cost is a future cost that will represent a difference between the 

decision alternatives, and the cost must be included in the analysis.  

 3.   It means that as long as there is no other more profitable use of the idle capacity, 

any price offered that exceeds the relevant costs and provides a positive contribu-

tion margin should be accepted in the short run because it will increase current 

operating income.  

 4.   It means that it is a relevant cost of making the product or component part in-

ternally because it is a cost that would not be incurred if it were purchased from 

outside the company.  

 5.   It means that these expenses are irrelevant for the decision to continue or discontinue 

a segment of the organization because they are arbitrarily allocated to the segments—

these common corporate expenses will not decrease if a segment is eliminated.  

 6.   It means that there is a plan for making capital expenditures (i.e., investments in 

new plant and equipment).  

 7.   It means that because expenditures and/or benefits are likely to extend over a pe-

riod of several years, it is appropriate to recognize the time value of money when 

determining the economic viability of an investment.  

 8.   It means that the present value of the future cash flows expected from the invest-

ment, discounted at an appropriate interest rate (i.e., the cost of capital), is com-

pared to the present value of the investment—also discounted at the cost of capital 

if necessary because the investment is made over several periods.  

 9.   It means that the present value of the future inflows is greater than the present 

value of the investment, and if this actually occurs, the rate of return on the invest-

ment will be greater than the cost of capital.  

10.   It means that with the net present value technique, the discount rate (cost of 

capital) is given so that only one set of calculations needs to be made; but with 

the internal rate of return method, the discount rate (actual rate of return) must be 

solved for, sometimes on a trial-and-error basis.  

11.   It means that they ignore the vital economic fact that money does have value over 

time and that the pattern of returns from an investment has a major effect on its 

real rate of return.  

12.   It means that the additional productive capacity of new plant and equipment will 

affect activity and expense levels planned in the operating budget.    

AA N S W E R S  T O

What Does 
It Mean?
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  Self-Study Material 

  Visit the text Web site at www.mhhe.com/marshall9e to take a self-study 
quiz for this chapter.  

  Matching   Following are a number of key terms and concepts introduced in the 

chapter, along with a list of corresponding definitions. Match the appropriate letter for 

the key term or concept to each definition provided (items 1–15). Note that not all key 

terms and concepts will be used. Answers are provided at the end of this chapter.

 a.   Differential cost  

 b.   Allocated cost  

 c.   Sunk cost  

 d.   Opportunity cost  

 e.   Relevant cost  

 f.   Full capacity  

 g.   Idle capacity  

 h.   Capital budgeting  

 i.   Cash flow  

 j.   Present value  

 k.   Cost of capital  

 l.   Net present value (NPV)  

 m.   Internal rate of return (IRR)  

 n.   Payback method  

 o.   Accounting rate of return  

 p.   Profitability index  

 q.   Postaudit  

 r.   Outsourcing  

 1.       The level of ROI that must be earned to permit the firm to meet its interest 

obligations and provide the owners their expected return; the discount rate 

used in the present value calculations of capital budgeting.  

 2.   A cost that has been incurred and that cannot be unincurred, or reversed, by 

some future action.  

 3.   A capital budgeting analytical technique that calculates the length of time 

for the cash flows from an investment to equal the investment.  

 4.   The process of comparing the assumptions used in a capital budgeting 

analysis with the actual results of the investment.  

 5.   The operating condition when some available production resources are not 

being utilized.  

 6.   The process of analyzing proposed investments in plant and equipment and 

other long-lived assets.  

 7.   An economic concept relating to income forgone because an alternative to 

earn income was not pursued.  

 8.   A capital budgeting analytical technique that solves for the time-adjusted 

rate of return on an investment over its life.  

 9.   The ratio of the present value of cash flows to the investment; used to rank 

proposed capital expenditures by profitability.  

 10.   The acquisition of resources or services from outside the organization as 

opposed to producing those resources or services internally.  

 11.   A capital budgeting analytical technique that calculates the rate of return on 

the investment based on the financial statement impacts of the investment.  

 12.   A cost that has been assigned to a product or activity using some sort of 

systematic process.  

 13.   A cost that will differ based on the selection of an alternative activity.  
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650 Part 2 Managerial Accounting

 14.   A capital budgeting analytical technique that relates the present value of 

the returns (cash inflows) from an investment to the present value of the 

cost (cash outflows) of the investment, given a cost of capital.  

 15.   A cost classification used in analyzing costs of decision alternatives.  

   Multiple Choice   For each of the following questions, circle the best response. 

Answers are provided at the end of this chapter. 

 1.    A sunk cost is a cost that

 a.    is always relevant in decision making.  

 b.   can be relevant in decision making depending on the circumstances.  

 c.   is never relevant in decision making.  

 d.   can be recovered in the future.  

 e.   None of the above.  

 2.      An opportunity cost is

 a.    income forgone because an opportunity to earn income was not pursued.  

 b.   never relevant in decision making.  

 c.   a cost that cannot be avoided.  

 d.    a cost that has been incurred and that cannot be reversed by some future 

action.  

 e.   present in every decision-making situation.  

 3.      In considering whether to accept a special order at a price that is less than the 

normal selling price of the product when the additional sales will use present idle 

capacity, which of the following costs will not be relevant?

 a.    Fixed manufacturing overhead that can be avoided.  

 b.   Direct materials.  

 c.   Variable overhead.  

 d.   Depreciation of the manufacturing plant.  

 e.   Direct labor.  

 4.      In a make or buy decision, management should consider all of the following 

except

 a.    opportunity costs of making internally.  

 b.   costs that are avoidable by buying outside the company.  

 c.   costs common to making internally or buying outside the company.  

 d.   other qualitative factors.  

 5.      Chuck’s investment proposal would be inferior to Edna’s proposal if it was 

expected to have a

 a.    longer payback period.  

 b.   higher accounting rate of return.  

 c.   higher internal rate of return.  

 d.   higher profi tability index.  

 e.   larger net present value.  
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 6.      The payback method attempts to measure

 a.    how soon an investment is recovered.  

 b.   the net cash infl ow from an investment.  

 c.   the estimated life of an investment.  

 d.   the ROI of an investment.  

 7.      Kafka, Inc., estimates that it can generate $4,600 per year in additional cash infl ows 

for the next fi ve years if it modernizes its equipment at a cost of $15,000. The 

company’s minimum desired rate of return is 10%. Using the present value factors 

in your text (Tables 6-4 and 6-5), the net present value of the project is (rounded)

 a.    $(12,562).  

 b.   $(2,438).  

 c.   $2,438.  

 d.   $8,000.  

 e.   $23,000.  

 8.      Using the present value factors in your text, the estimated annual cash infl ow 

from the following investment proposal would be (rounded)

Investment cost  . . . . . . . . . . . . . . . . . . $13,000

Net present value  . . . . . . . . . . . . . . . . . $  3,300

Life of the project  . . . . . . . . . . . . . . . . . 6 years

Cost of capital  . . . . . . . . . . . . . . . . . . . 14%

 a.    $3,800.  

 b.   $3,900.  

 c.   $4,000.  

 d.   $4,100.  

 e.   $4,200.  

   Use the following data for Questions 9 and 10. 
 Antonio, Inc., has invested in new production equipment at a cost of $24,000. The 

equipment has an estimated useful life of eight years. The estimated annual sales and 

operating expense related to the equipment are as follows: 

Annual sales  . . . . . . . . . . . . . . . . . . . . . . . . .  $44,000

Labor costs  . . . . . . . . . . . . . . . . . . . . . . . . . .  (36,000)

Depreciation of equipment. . . . . . . . . . . . . . .  (3,000)

Operating income  . . . . . . . . . . . . . . . . . . . . .  $ 5,000 

Income taxes (40%) . . . . . . . . . . . . . . . . . . . .     (2,000)

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 3,000 

 9.    The payback period of the investment in equipment is approximately

 a.    3.0 years.  

 b.   4.0 years.  

 c.   4.8 years.  

 d.   8.0 years.  
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10.      The accounting rate of return is approximately

 a.    12.5%.  

 b.   20.8%.  

 c.   25.0%.  

 d.   33.3%.  

       Exercises 

   Application of cost terminology   Assume that you have decided to drive your car 

to Florida for the spring break. A classmate learns about your plans and asks about rid-

ing along with you. Explain how you would apply each of the following cost concepts 

to the task of determining how much, if any, cost you would take into consideration 

for the purposes of setting a price to be charged for taking the classmate with you. 

a.    Differential cost.  

b.   Allocated cost.  

c.   Sunk cost.  

d.   Opportunity cost.  

     Give examples of various costs   Attending college involves incurring many 

costs. Give an example of a college cost that could be assigned to each of the following 

classifications. Explain your reason for assigning each cost to the classification. 

a.    Sunk cost.  

b.   Discretionary cost.  

c.   Committed cost.  

d.   Opportunity cost.  

e.   Differential cost.  

f.   Allocated cost.  

     Sell or process further?   National Chemical Company manufactures a chemical 

compound that is sold for $58 per gallon. A new variant of the chemical has been 

discovered, and if the basic compound were processed into the new variant, the 

selling price would be $72 per gallon. National expects the market for the new 

compound variant to be 5,600 gallons initially and determines that processing costs 

to refine the basic compound into the new variant would be $72,800. 

  Required: 
 Should National produce the new compound variant? Explain your answer. 

     Sell or process further?   Mizzou Mining Company mines an iron ore called 

Alpha. During the month of December, 400,000 tons of Alpha were mined and 

processed at a cost of $742,500. As the Alpha ore is mined, it is processed into Delta 

and Pi, where 60% of the Alpha output becomes Delta and 40% becomes Pi. Each 

product can be sold as is or processed into the refined products Super Delta and 

Precision Pi. Selling prices for these products are: 

  Delta Super Delta Pi Precision Pi

Selling price  . . . . . . . . . .  $7/ton $15/ton $12/ton $24/ton

accounting
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 Processing costs to refine Delta into Super Delta are $2,400,000; processing costs to 

refine Pi into Precision Pi are $1,600,000. 

  Required: 
a.    Should Delta and Pi be sold as is or refined into Super Delta and Precision Pi?  

b.   Identify any costs in the problem that are not relevant to this decision.  

c.   What is the maximum profit that Mizzou Mining Company can expect to earn 

from the production of the 400,000 tons of Alpha?  

      Accept special sales order?   Circuit Masters, Inc. (CMI), is presently operating 

at 80% of capacity and manufacturing 120,000 units of a patented electronic 

component. The cost structure of the component is as follows: 

Raw materials  . . . . . . . . . . . . . . . . . . . . . . . .  $      6.00 per unit

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . .  6.00 per unit

Variable overhead  . . . . . . . . . . . . . . . . . . . . .  8.00 per unit

Fixed overhead  . . . . . . . . . . . . . . . . . . . . . . .  $480,000 per year

 An Italian firm has offered to purchase 20,000 of the components at a price of $24 

per unit, FOB CMI’s plant. The normal selling price is $32 per component. This 

special order will not affect any of CMI’s “normal” business. Management calculated 

that the cost per component is $24, so it is reluctant to accept this special order. 

  Required: 
a.    Show how management came up with a cost of $24 per unit for this component.  

b.   Evaluate this cost calculation. Explain why it is or is not appropriate.  

c.   Should the offer from the Italian firm be accepted? Why or why not?  

      Accept special sales order?   AAA Lock Manufacturing Co. makes and 

sells several models of locks. The cost records for the ZForce lock show that 

manufacturing costs total $29.00 per lock. An analysis of this amount indicates 

that $16.75 of the total cost has a variable cost behavior pattern, and the remainder 

is an allocation of fixed manufacturing overhead. The normal selling price of this 

model is $38.75 per lock. A chain store has offered to buy 15,000 ZForce locks from 

AAA Lock at a price of $20.00 each to sell in a market that would not compete with 

AAA Lock’s regular business. AAA Lock has manufacturing capacity available and 

could make these locks without incurring additional fixed manufacturing overhead. 

  Required: 
a.    Calculate the effect on AAA Lock’s operating income of accepting the order 

from the chain store.  

b.   If AAA Lock’s costs had not been classified by cost behavior pattern, is it 

likely that a correct special order analysis would have been made? Explain your 

answer.  

c.   Identify the key qualitative factors that AAA Lock managers should consider 

with respect to this special order decision.  

      Target costing   Canton Company, a manufacturer of digital cameras, is considering 

entry into the digital binocular market. Canton Company currently does not produce 

binoculars of any style, so this venture would require a careful analysis of relevant 

manufacturing costs to correctly assess its ability to compete. The market price for 
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this binocular style is well established at $49 per unit. Canton has enough square 

footage in its plant to accommodate the new production line, although several pieces 

of new equipment would be required; their estimated cost is $2,500,000. Canton 

requires a minimum ROI of 10% on any product line investment and estimates that if 

it enters this market with its digital binocular product at the prevailing market price, it 

is confident of its ability to sell 20,000 units each year. 

  Required: 
a.    Describe, in general terms, any costs that Canton Company would consider rel-

evant to the decision of entering the digital binocular market.  

b.   Calculate the target cost per unit for entry into the digital binocular market.  

      Target costing   Rainbow Cruises operates a week-long cruise tour through the 

Hawaiian Islands. Passengers currently pay $1,800 for a two-person cabin, which is an 

all-inclusive price that includes food, beverages, and entertainment. The current cost 

to Rainbow per two-person cabin is $1,440 for the week-long cruise, and at this cost, 

Rainbow is able to earn the minimum profit margin needed to operate the business. 

Rainbow competes with two other cruise lines and, to date, $1,800 has been the 

prevailing market price for the week-long cruises. Each cruise line provides exactly 

the same services to their passengers, but recently one of Rainbow’s competitors found 

a way to permanently lower its price to $1,500 per two-person cabin. 

  Required: 
a.    At a new market price of $1,500 per two-person cabin, calculate the target cost 

that will allow Rainbow to earn the same profit margin percentage it currently 

earns.  

b.   Calculate the target cost reduction that Rainbow must achieve if it expects to 

remain competitive.  

c.   Describe several cost reduction initiatives that Rainbow might explore to achieve 

its target cost reduction requirements.  

      The make or buy decision   Eldon Engine, Inc., produces engines for the 

watercraft industry. An outside manufacturer has offered to supply several component 

parts used in the engine assemblies, which are currently being produced by Eldon. 

The supplier will charge Eldon $620 per engine for the set of parts. Eldon’s 

current costs for those part sets are direct materials, $360; direct labor, $180; and 

manufacturing overhead applied at 100% of direct labor. Variable manufacturing 

overhead is considered to be 30% of the total, and fixed overhead will not change if 

the part sets are acquired from the outside supplier. 

  Required: 
 Should Eldon Engine, Inc., continue to make the part sets or accept the offer to 

purchase them for $620? 

     The make or buy decision   Sycamore Company uses a certain part in its 

manufacturing process that it buys from an outside supplier for $29 per part plus 

another $4 for shipping and other purchasing-related costs. The company will need 

14,400 of these parts in the next year and is considering making the part internally. 

After performing a capacity analysis, Sycamore determined that it has sufficient 

unused capacity to manufacture the 14,400 parts but would need to hire a manager at 
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an annual salary of $43,200 to oversee this production activity. Estimated production 

costs are determined to be: 

Direct material . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $18

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  8

Variable overhead  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4

Fixed overhead (includes manager at $3 per unit)  . . . . . . . . . . . . . . . . . . . . . . . .    7

Total unit cost  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $37

  Required: 
a.    Identify the relevant costs to make this part internally.  

b.   Should Sycamore produce the part or continue to buy it from the outside 

supplier?  

c.   What other factors are important to this decision?  

      The product mix decision   Product S has a contribution margin of $150 per unit 

and requires three hours of machine time. Product T requires four hours of machine 

time and provides $200 of contribution margin per unit. 

  Required: 
 If the capacity of machine time is limited to 600 hours and only one product can be 

produced, what is the maximum amount of contribution that could be generated? 

     The product mix decision   ABC Company produces Product X, Product Y, and 

Product Z. All three products require processing on specialized finishing machines. 

The capacity of these machines is 3,600 hours per month. ABC Company wishes to 

determine the product mix that should be achieved to meet the high demand for each 

product and provide the maximum profit. Following is information about each product: 

 Product X Product Y Product Z

Selling price  . . . . . . . . . . . . . . . . . . . . . . . .  $300 $240 $76

Variable costs  . . . . . . . . . . . . . . . . . . . . . .  210 120 60

Machine time per unit  . . . . . . . . . . . . . . . .  6 hours 4 hours 2 hours

Monthly demand (units)  . . . . . . . . . . . . . . .  360 240 600

  Required: 
 Determine how the 3,600 hours of machine time should be allocated to the three 

products to provide the most profitable product mix. 

     Review problem—time value of money applications   An investor has 

asked for your help with the following time value of money applications. Use the 

appropriate factors from Table 6-4 or Table 6-5 to answer the following questions. 

  Required: 
a.    What is the present value of $50,000 to be received in five years using a 

discount rate of 8%?  

b.   How much should be invested today at a return on investment of 8% 

compounded annually to have $50,000 in five years?  

Exercise 16.11
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c.   If the return on investment was greater than 8% compounded annually, would 

the amount to be invested today to have $50,000 in five years be more or less 

than the answer to part b? Explain your answer.  

      Review problem—time value of money applications   Use the appropriate 

factors from Table 6-4 or Table 6-5 to answer the following questions. 

  Required: 
a.    Staley Co.’s common stock is expected to have a dividend of $6 per share for 

each of the next 12 years, and it is estimated that the market value per share will 

be $136 at the end of 12 years. If an investor requires a return on investment 

of 12%, what is the maximum price the investor would be willing to pay for a 

share of Staley Co. common stock today?  

b.   Chapman bought a bond with a face amount of $1,000, a stated interest rate of 

6%, and a maturity date 10 years in the future for $964. The bond pays interest 

on an annual basis. Five years have gone by and the market interest rate is now 

8%. What is the market value of the bond today?  

c.   Laura purchased a U.S. Series EE savings bond for $100, and 10 years later 

received $259.40 when the bond was redeemed. What average annual return on 

investment did Laura earn over the 10 years?  

      Present value analysis—effects of estimation errors   Capital budgeting 

analysis involves the use of many estimates. 

  Required: 
 For each of the following estimation errors, state whether the net present value of the 

project will be too high or too low: 

a.    The investment is too high.  

b.   The cost of capital is too low.  

c.   The cash flows from the project are too high.  

d.   The number of years over which the project will generate cash flows is too 

low.  

      Present value analysis—cost of capital   National Leasing is evaluating the cost 

of capital to use in its capital budgeting process. Over the recent past, the company 

has averaged a return on equity of 12% and a return on investment of 9%. The 

company can currently borrow short-term money for 6%. 

  Required: 
a.    Which of the preceding rates is most relevant to deciding the cost of capital 

to use? Explain your answer.  

b.   Without prejudice to your answer to part a, explain why the company 

might choose to use a cost of capital of 13% to evaluate capital expenditure 

 opportunities.  

      Calculate NPV—compare to IRR   South Bay Manufacturing Ltd. is considering 

the investment of $230,000 in a new machine. The machine will generate cash flow 

of $40,000 per year for each year of its eight-year life and will have a salvage value 

of $26,000 at the end of its life. The company’s cost of capital is 10%. 
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  Required: 
a.    Calculate the net present value of the proposed investment. (Ignore income 

taxes.)  

b.   What will the internal rate of return on this investment be relative to the cost 

of capital? Explain your answer.  

      Calculate NPV—compare to IRR   A task force of capital budgeting analysts 

at Seger Ltd. collected the following data concerning the drilling and production of 

known petroleum reserves at an offshore location: 

Investment in rigging equipment and related personnel costs 

  required to pump the oil . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $6,200,000

Net increase in inventory and receivables associated with the 

   drilling and production of the reserves. Assume this investment 

will be recovered at the end of the project  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,152,000

Net cash infl ow from operations for the expected life of the reserves, by year:

  2010  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,920,000

  2011  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,456,000

  2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,632,000

Salvage value of machinery and equipment at the 

  end of the well’s productive life  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  960,000

Cost of capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  10%

  Required: 
a.    Calculate the net present value of the proposed investment in the drilling and 

production operation. Assume that the investment will be made at the beginning 

of 2010, and the net cash inflows from operations will be received in a lump 

sum at the end of each year. Ignore income taxes, and round answers to the 

nearest $1.  

b.   What will the internal rate of return on this investment be relative to the cost 

of capital? Explain your answer.  

c.   Differences between estimates made by the task force and actual results would 

have an effect on the actual rate of return on the project. Identify the significant 

estimates made by the task force. For each estimate, state the effect on the actual 

ROI if the estimate turns out to be less than the actual amount finally achieved.  

      Interpretation of present value analysis and payback   The Goodwrench 

Garage is considering an investment in a new tune-up computer. The cost of the 

computer is $48,000. A cost analyst has calculated the discounted present value of 

the expected cash flows from the computer to be $52,650, based on the firm’s cost of 

capital of 12%. 

  Required: 
a.    What is the expected return on investment of the machine, relative to 12%? 

Explain your answer.  

b.   The payback period of the investment in the machine is expected to be 

4.25 years. How much weight should this measurement carry in the decision 

about whether or not to invest in the machine? Explain your answer.  
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      Interpretation of present value analysis—calculate annual cash flow   Lake 

Regional Hospital is considering the acquisition of a new diagnostic scanning 

machine. The investment required to get the machine operational will be $2,082,560. 

The machine will be capable of performing 6,000 scanning procedures per year, but 

based on the experience of other hospitals, management estimates that the machine 

will be used at 80% of its capacity. The hospital’s cost of capital is 8%; the machine 

has an estimated useful life of seven years and no salvage value. 

  Required: 
a.    Assuming a constant cash flow every year, calculate the annual net cash flow 

required from the scanner if the IRR of the investment is to equal 8%.  (Hint: 
The annual net cash flow requirement is an annuity.)   

b.   If the direct cash costs of operating the scanner equal 50% of the annual net 

cash flow requirement calculated in part a, what price should the hospital charge 

per scanning procedure in order to achieve an 8% ROI?  

      Problems 

   Relevant costs, special sales order—idle versus full capacity   The Delmar 

Beverage Co. produces a premium root beer that is sold throughout its chain of res-

taurants in the Midwest. The company is currently producing 4,000 gallons of root 

beer per day, which represents 80% of its manufacturing capacity. The root beer is 

available to restaurant customers by the mug, in bottles, or packaged in six-packs to 

take home. The selling price of a gallon of root beer averages $10, and cost account-

ing records indicate the following manufacturing costs per gallon of root beer: 

Raw materials  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $3.20

Direct labor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.60

Variable overhead  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.00

Fixed overhead  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   2.20

  Total absorption cost  . . . . . . . . . . . . . . . . . . . . . . . . . .  $8.00

 In addition to the manufacturing costs just described, Delmar Beverage incurs an 

average cost of $0.50 per gallon to distribute the root beer to its restaurants. 

  SaveMore, Inc., a chain of grocery stores, is interested in selling the premium 

root beer in gallon jugs throughout its stores in the St. Louis area during holiday 

periods and has offered to purchase root beer from Delmar Beverage at a price of 

$7.70 per gallon. SaveMore believes it could sell 600 gallons per day. If Delmar 

Beverage agrees to sell root beer to SaveMore, it estimates the average distribution 

cost will be $0.70 per gallon. 

  Required: 
a.    Identify all the relevant costs that Delmar Beverage should consider in evaluating 

the special sales order from SaveMore.  

b.   How would Delmar Beverage’s daily operating income be affected by the 

acceptance of this offer?  

c.   Assume that Delmar Beverage is currently producing 5,000 gallons of root beer 

daily. Repeat requirements a and b.  

Exercise 16.20
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d.   Explain why your answers are different when Delmar Beverage is producing 

4,000 gallons per day versus 5,000 gallons per day.  

      Relevant costs, special sales order—idle versus full capacity   Hull Motors, 

Inc. (HMI), produces small gasoline-powered motors for use in lawn mowers. The 

company has been growing steadily over the past five years and is operating at full 

capacity. HMI recently completed the addition of new plant and equipment at a cost 

of $7,800,000, thereby increasing its manufacturing capacity to 100,000 motors 

annually. The addition to plant and equipment will be depreciated on a straight-line 

basis over 10 years. 

  Sales of motors were 60,000 units prior to the completion of the additional 

capacity. Cost records indicated that manufacturing costs had totaled $60 per 

motor, of which $48 per motor was considered to be variable manufacturing costs. 

HMI has used the volume of activity at full capacity as the basis for applying fixed 

manufacturing overhead. The normal selling price is $80 per motor, and HMI pays a 

5% commission on the sale of its motors. 

  LawnPro.com offered to purchase 35,000 motors at a price of $60 per unit to test 

the viability of distributing lawn mower replacement motors through its Web site. 

HMI would be expected to produce the motors, store them in its warehouse, and 

ship individual motors to LawnPro.com customers. As orders are placed directly 

through the LawnPro.com Web site, they would be forwarded instantly to HMI. No 

commissions will be paid on this special sales order, and freight charges will be paid 

by the customer purchasing a motor. 

  Required: 
a.    Calculate the cost per motor, for cost accounting purposes, after completion of 

the additional plant capacity.  

b.   Identify all the relevant costs that HMI should consider in evaluating the special 

sales order from LawnPro.com.  

c.   Should the offer from LawnPro.com be accepted? Why or why not?  

d.   If relevant cost analysis was not considered, is it likely that a correct special 

order analysis would have been made? Explain your answer.  

e.   Identify the key qualitative factors that HMI management should consider with 

respect to this special order.  

f.   Assume that with the additional plant capacity, sales of motors in HMI’s regular 

market are expected to increase by 33  1 
_ 
3
  % in the coming 12 months. Identify all 

the relevant costs that HMI should consider in evaluating the special sales order 

from LawnPro.com. Why is your answer different than in requirement b?  

g.   Assume that sales of motors in HMI’s regular market are expected to increase 

by 33  1 
_ 
3
  % in the coming 12 months. Should the offer from LawnPro.com be 

accepted? Why or why not?  

      Continue or discontinue a segment?   MMV Inc. opened a chain of businesses 

several years ago that provide quick oil changes and other minor services in 

conjunction with a convenience operation consisting of a soup, sandwich, and snack 

bar. The strategy was that as customers brought autos in for oil changes, they would 

likely use the convenience operation to purchase a sandwich, bowl of soup, beverage, 

or some other snack while they were waiting for the work to be completed on their 
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autos. The oil change operation occupies 75% of the facility and includes three 

service bays. The soup, sandwich, and snack bar occupies the remaining 25%. A 

general manager is responsible for the entire operation, but each segment also has a 

manager responsible for its individual operation. 

  Recently the following annual operating information for the soup, sandwich, 

and snack bar at one of MMV’s locations caught his attention. Sales for the year 

were $250,000, and cost of sales (food, beverages, and snack items) are 50% 

of sales revenue. Operating expense information for the convenience operation 

follows: 

Food service items (spoons, napkins, etc.)  . . . . . . . . .  $ 3,600

Utilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  7,200

Wages for part-time employees  . . . . . . . . . . . . . . . . . .  48,000

Convenience operation manager’s salary  . . . . . . . . . . .  60,000

General manager’s salary . . . . . . . . . . . . . . . . . . . . . . .  18,000

Advertising  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  20,000

Insurance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  12,000

Property taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,000

Food equipment depreciation  . . . . . . . . . . . . . . . . . . .  5,000

Building depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . .  15,000

 While investigating these operating expenses, MMV Inc., determines the following:

•    Utilities are allocated to each segment based on square footage; however, 

50% of the amount allocated to the soup, sandwich, and snack bar results 

from operating the food equipment.  

•   The general manager’s salary is allocated between the segments based on 

estimated time spent with each operation. It is determined that 20% of the 

general manager’s time is spent with the convenience operation.  

•   Advertising is allocated to each segment equally but could be reduced by 

$3,000 if MMV decided to advertise only the auto services.  

•   Insurance is allocated to each segment based on square footage, but only 25% 

of the amount allocated to the soup, sandwich, and snack bar results directly 

from its operation.  

•   Property taxes and building depreciation are allocated to each segment based 

on square footage.  

    Required: 
a.    From the preceding information, calculate the operating income from 

the soup, sandwich, and snack bar operation that has caught MMV’s 

attention.  

b.   Identify whether each of these operating expenses is relevant to the decision 

of discontinuing the soup, sandwich, and snack bar operation.  

c.   If MMV Inc., discontinues the soup, sandwich, and snack bar operation, how 

much will operating income increase or decrease for this location?  

d.   Should MMV continue or discontinue the soup, sandwich, and snack bar opera-

tion at this location? Consider possible opportunities for the use of this space in 

your response.  
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      Continue or discontinue a segment?   The segmented income statement for 

XYZ Company for the year ended December 31, 2010, follows: 

XYZ COMPANY
Segmented Income Statement

For the Year Ended December 31, 2010

  Total
  Company Product A Product B Product C

Sales . . . . . . . . . . . . . . . .  $1,200,000 $600,000 $240,000 $360,000

Variable expenses  . . . . . .     552,000  300,000  108,000  144,000

Contribution margin  . . . . .  $   648,000 $300,000 $132,000 $216,000

Fixed expenses . . . . . . . .    564,000  328,000  92,000  144,000

Operating income  . . . . . .  $  84,000 $(28,000) $ 40,000 $  72,000

 The company is concerned about the performance of product A, and you have been 

asked to analyze the situation and recommend to the president whether to continue 

or discontinue the product. During your investigation, you discover that certain fixed 

expenses are traceable directly to each product line as indicated here: 

  Total 
  Company Product A Product B Product C

Direct fi xed expenses  . . . .  $204,000 $148,000 $20,000 $36,000

 The remaining fixed expenses are considered to be corporatewide expenses that have 

been allocated to each product line based on sales revenue. 

  Required: 
a.    Prepare a relevant cost analysis for the decision to continue or discontinue 

product A. Comment on your analysis.  

b.   Assume that product A is discontinued. Prepare a segmented income statement 

for the remaining products. Allocate corporatewide fixed expenses as described.  

c.   Starting with the segmented income statement, use the information you 

discovered during your investigation to present a more appropriately designed 

segmented income statement.  (Hint: Refer to Chapter 15.)   
d.   Explain to the president why the redesigned segmented income statement is 

more appropriate than the current one.  

      Calculate NPV, present value ratio, and payback   Duncan Company is 

considering the investment of $140,000 in a new machine. It is estimated that the new 

machine will generate additional cash flow of $21,000 per year for each year of its 

12-year life and will have a salvage value of $15,000 at the end of its life. Duncan’s 

financial managers estimate that the firm’s cost of capital is 12%. 

  Required: 
a.    Calculate the net present value of the investment.  

Problem 16.24
 LO 2, 3 

Problem 16.25
 LO 7, 9 
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b.   Calculate the present value ratio of the investment.  

c.   What is the internal rate of return of this investment, relative to the cost of 

 capital?  

d.   Calculate the payback period of the investment.  

      Calculate NPV, present value ratio, and payback   TopCap Co. is evaluating 

the purchase of another sewing machine that will be used to manufacture sport caps. 

The invoice price of the machine is $208,000. In addition, delivery and installation 

costs will total $10,000. The machine has the capacity to produce 18,000 dozen caps 

per year. Sales are forecast to increase gradually, and production volumes for each of 

the five years of the machine’s life are expected to be: 

2010 . . . . . . . . . . . . . . . . . . . . . . .  5,400 dozen

2011 . . . . . . . . . . . . . . . . . . . . . . .  8,400 dozen

2012 . . . . . . . . . . . . . . . . . . . . . . .  12,750 dozen

2013 . . . . . . . . . . . . . . . . . . . . . . .  13,950 dozen

2014 . . . . . . . . . . . . . . . . . . . . . . .  18,000 dozen

 The caps have a contribution margin of $6.00 per dozen. Fixed costs associated 

with the additional production (other than depreciation expense) will be negligible. 

Salvage value and the investment in working capital should be ignored. TopCap Co.’s 

cost of capital for this capacity expansion has been set at 14%. 

  Required: 
a.    Calculate the net present value of the proposed investment in the new sewing 

machine.  

b.   Calculate the present value ratio of the investment.  

c.   What is the internal rate of return of this investment relative to the cost of 

 capital?  

d.   Calculate the payback period of the investment.  

      Present value ratios index   Information about four investment proposals is 

summarized here: 

Proposal Investment Required Net Present Value

 1. . . . . . . . . . . . . . . .  $60,000 $36,000

 2. . . . . . . . . . . . . . . .  24,000 9,600

 3. . . . . . . . . . . . . . . .  72,000 36,000

 4. . . . . . . . . . . . . . . .  72,000 14,400

  Required: 
 Calculate the present value ratio of each proposal and indicate which proposal is the 

most desirable investment. 

e celx

Problem 16.26
 LO 7, 8, 9 

Problem 16.27
 LO 7 
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     Calculate NPV—rank projects using present value ratios  The following 

capital expenditure projects have been proposed for management’s consideration at 

Heard, Inc., for the upcoming budget year: 

 Project

  Year(s) A B C D E

Initial

  investment  . . . . . .  0 $(50,000) $(50,000) $(100,000) $(100,000) $(200,000)

Amount of 

  net cash return  . . . .  1 10,000 0 32,000 10,000 60,000

   . . . . . . . . . . . . . . . .  2 10,000 0 32,000 20,000 60,000

   . . . . . . . . . . . . . . . .  3 10,000 20,000 32,000 30,000 30,000

   . . . . . . . . . . . . . . . .  4 10,000 20,000 32,000 40,000 30,000

   . . . . . . . . . . . . . . . .  5 10,000 20,000 32,000 50,000 30,000

Per year . . . . . . . . . . .  6–10 10,000 12,000 0 0 30,000

NPV (14% 

  discount rate)  . . . . .   $ 2,161 $    ? $    ? $    ? $  5,884

Present value ratio  . . . . . . .  1.04   ?   ?   ?   ?

  Required: 
a.    Calculate the net present value of projects B, C, and D, using 14% as the 

cost of capital for Heard, Inc.  

b.   Calculate the present value ratio for projects B, C, D, and E.  

c.   Which projects would you recommend for investment if the cost of capital is 

14% and

 1.    $100,000 is available for investment?  

 2.   $300,000 is available for investment?  

 3.   $500,000 is available for investment?  

d.      What additional factors (beyond those considered in parts a–c might influence 

your project rankings?  

      Accounting rate of return and NPV  Crichton Publications uses the accounting rate 

of return method to evaluate proposed capital investments. The company’s desired rate 

of return (its cost of capital) is 18%. The project being evaluated involves a new product 

that will have a three-year life. The investment required is $300,000, which consists 

of a $240,000 machine, and inventories and accounts receivable totaling $60,000. The 

machine will have a useful life of three years and a salvage value of $150,000. The 

salvage value will be received during the fourth year, and the inventories and accounts 

receivable related to the product also will be converted back to cash in the fourth year. 

Accrual accounting net income from the product will be $87,000 per year, before 

depreciation expense, for each of the three years. Because of the time lag between selling 

the product and collecting the accounts receivable, cash flows from the product will be: 

1st year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $42,000

2nd year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  72,000

3rd year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  87,000

4th year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  60,000

Problem 16.28
 LO 6 

Problem 16.29
 LO 6, 7, 10, 11 

mar27068_ch16_620-667.indd   663mar27068_ch16_620-667.indd   663 11/12/09   9:56:50 AM11/12/09   9:56:50 AM



664 Part 2 Managerial Accounting

  Required: 
a.    Calculate the accounting rate of return for the first year of the product. Assume 

straight-line depreciation. Based on this analysis, would the investment be 

made? Explain your answer.  

b.   Calculate the net present value of the product using a cost of capital of 18% and 

assuming that cash flows occur at the end of the respective years. Based on this 

analysis, would the investment be made? Explain your answer.  

c.   Which of these two analytical approaches is the more appropriate to use? 

Explain your answer.  

      Accounting rate of return, payback, and NPV   Busy Beaver Corp. is interested 

in reviewing its method of evaluating capital expenditure proposals using the 

accounting rate of return method. A recent proposal involved a $50,000 investment in 

a machine that had an estimated useful life of five years and an estimated salvage value 

of $10,000. The machine was expected to increase net income (and cash flows) before 

depreciation expense by $15,000 per year. The criteria for approving a new investment 

are that it have a rate of return of 16% and a payback period of three years or less. 

  Required: 
a.    Calculate the accounting rate of return on this investment for the first year. 

Assume straight-line depreciation. Based on this analysis, would the investment 

be made? Explain your answer.  

b.   Calculate the payback period for this investment. Based on this analysis, would 

the investment be made? Explain your answer.  

c.   Calculate the net present value of this investment using a cost of capital of 16%. 

Based on this analysis, would the investment be made? Explain your answer.  

d.   What recommendation would you make to the management of Busy Beaver 

Corp. about evaluating capital expenditure proposals? Support your recommen-

dation with the appropriate rationale.  

      Cases 

  Case study—NPV of opening a small business   Jinny Buffett recently retired 

as a flight attendant and is interested in opening a fitness center and health spa ex-

clusively for women in Grand Cayman, where she resides. After careful study, she is 

somewhat puzzled as to how to proceed. In her words, “I see my business going in 

one of two directions: Either I open the fitness center and health spa all at once, or 

I start with the health spa and hold off on the fitness center for a while. Either way, 

it should be a success because women on this island love to be pampered. My only 

concern about the fitness center is the initial cost, but if the projections look good 

enough, I know some investors in Phoenix who can help me get started. In any event, 

I plan to retire permanently in 10 years.” 

 The following information is available: 

•    Jinny has identified a suitable location for her business in a new shopping center 

in George Town, capital of the Cayman Islands. The developer has units of 

1,000 square feet and 2,500 square feet available and is willing to sell either unit 

Problem 16.30
 LO 7, 9, 10, 11 

accounting

Case 16.31
LO 7
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for CI$150 per square foot (CI$1.00 � US$1.25). Alternatively, the space can 

be leased at a cost of CI$1.80 per square foot per month, on an annual basis.  

•   Commercial real estate values have more than doubled in Grand Cayman dur-

ing the past 10 years, with no slowdown in sight. As a result, Jinny is more 

attracted to the purchase option because she expects the price per square foot 

to be CI$300 by the time she is ready to sell her unit in 10 years.  

•   Exercise machines and other equipment necessary to open the fitness center 

would cost US$50,000. In addition, US$35,000 would need to be invested in 

equipment related to the health spa. The useful life for all such equipment is 

10 years, and the expected salvage value is not large enough to be concerned 

about.  

•   In addition, US$8,000 would need to be invested in an inventory of cosmetics 

and skin care products necessary to operate the health spa. This level of 

inventory would need to be maintained throughout the 10-year period and 

will be given away to loyal customers when Jinny retires permanently.  

•   The health spa can be operated in the 1,000 square foot unit. Variable oper-

ating costs would include CI$0.10 per square foot per month for cleaning 

and CI$0.40 per square foot per month for utilities. The 2,500 square foot 

unit is large enough to operate both the fitness center and health spa, and the 

CI$0.10 rate per square foot for cleaning would not change. However, if the 

2,500 square foot unit were used, the health spa would be located in an open 

loft that would need to be air-conditioned at all times. As a result, utility costs 

are expected to be CI$0.60 per square foot per month under this option.  

•   Jinny is a certified aesthetician and expects to do most of the makeovers, 

facials, and peels herself, but she needs a qualified assistant for the health 

spa. She estimates that hiring an appropriate person will cost US$25,000 per 

year. Likewise, for the fitness center, two full-time aerobics instructors would 

be hired for US$20,000 each per year, and a physical trainer would be hired 

for US$30,000 per year.  

•   Additional fixed costs include US$3,000 per year for advertising and 

US$4,500 per year for maintenance, insurance, and other items. These costs 

will be incurred without respect to the size of operations.  

•   Annual membership fees to the fitness center will be CI$300, and a prelimi-

nary market survey shows a demand of approximately 500 initial members. 

Although members tend to come and go, the net change in membership 

from year to year is not expected to be significant. No additional fees will be 

charged to fitness center members.  

•   Health spa fees are assessed on a user basis, although the steam room 

facilities are available at no charge to fitness center members. The net cash 

inflow from cosmetics and skin care products (after deducting the cost of 

inventory used and sold) is expected to be CI$8,000 per month.  

•   Jinny’s cost of capital is 12%, and there are no taxes in the Cayman Islands.  

   Required: 
a.    Calculate the net present value in US$ of an investment in the health spa only, 

assuming that the 1,000 square foot unit is purchased and then resold at the end 

of 10 years.  (Hint: Before making your present value calculations, multiply all 
amounts expressed in CI$ by $1.25 to convert into US$.)   
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b.   Calculate the net present value in US$ of an investment in the fitness center and 

health spa, assuming that the 2,500 square foot unit is purchased and then resold 

at the end of 10 years.  

c.   Jinny is quite concerned about possible forecasting errors and has asked you to 

prepare a more conservative estimate. Repeat part b, assuming that the fitness 

center attracts only 300 members per year (rather than 500); that the net cash 

inflow per month from cosmetics and skin care products is only CI$6,000 per 

month (rather than CI$8,000 per month); and that commercial real estate values 

in Grand Cayman at the end of 10 years are only CI$200 per square foot (rather 

than CI$300 per square foot).  

d.   Explain why it might be in Jinny’s best interest to lease (rather than purchase) 

the 1,000 square foot unit if she initially decides to open the health spa only. 

Although no calculations are required, you should consider both quantitative and 

qualitative factors in your response.  

e.   What is your overall recommendation? Include an explanation of any additional 

factors that you would consider in making your recommendation. Keep in mind 

that Jinny has not given herself a salary in her projections. Assume that a rea-

sonable salary would be CI$4,000 per month.  

      Comprehensive problem—quantitative and qualitative analysis   The 

following data have been collected by capital budgeting analysts at Sunrise Beach, 

Inc., concerning an investment in an expansion of the company’s product line. 

Analysts estimate that an investment of $400,000 will be required to initiate the 

project at the beginning of 2010. The estimated cash returns from the new product 

line are summarized in the following table; assume that the returns will be received in 

a lump sum at the end of each year:

  Amount of 
Year Cash Return

2010 . . . . . . . . . . . . . . . . . . . . . . . . .  $100,800

2011 . . . . . . . . . . . . . . . . . . . . . . . . .  129,600

2012 . . . . . . . . . . . . . . . . . . . . . . . . .  156,000

2013 . . . . . . . . . . . . . . . . . . . . . . . . .  115,200

  The new product line will also require an investment in inventory and receivables 

of $64,000; this investment will become available for other purposes at the end of 

the project. The salvage value of machinery and equipment at the end of the product 

line’s life is expected to be $60,000. The cost of capital used in Sunrise Beach, Inc.’s, 

capital budgeting analysis is 12%.  

  Required: 
a.    Calculate the net present value of the proposed investment. Ignore income taxes 

and round all answers to the nearest $1.  

b.   Calculate the present value ratio of the investment.  

c.   What will the internal rate of return on this investment be relative to the cost of 

capital? Explain your answer.  

d.   Calculate the payback period of the investment.  

e.   Based on the quantitative analysis, would you recommend that the product line 

expansion project be undertaken? Explain your answer.  

Case 16.32
LO 6, 7, 8, 9, 11

e celx
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f.   Identify some qualitative factors that you would want to have considered with 

respect to this project before management proceeds with the investment.  

      Capital budget expenditure analysis, Internet assignment   Annual reports 

provide significant information about an organization’s capital budget and capital 

budgeting process.  Intel Corporation  provides financial reports for several years 

at  www.intel.com  (About Intel → Investor Relations → Financials and Filings → 

Annual Report). This exercise will require you to use  Intel’s  consolidated statements 

of cash flows, management’s discussion and analysis of financial condition and 

results of operations, and notes to the consolidated financial statements for the most 

recent year presented. 

  Required: 
 Using  Intel’s  most recent annual report, answer the following: 

a.    From Intel’s consolidated statements of cash flows:

 1.     Identify the amount of capital expenditures from the investing activities 

section. How much were the additions to property, plant, and equipment? 

How much were the acquisitions, net of cash acquired?  

 2.    How do these amounts compare to the previous two years? Comment on the 

trend relative to the general cash flow position for each year.  

b.      Read Intel’s management’s discussion and analysis of financial condition and 

results of operations.

 1.     In the Strategy section, what information is provided about the Intel capital 

program?  

 2.    In the Critical Accounting Estimates section, describe how Intel assesses the 

impairment of long-lived assets.  

 3.    In the Liquidity and Capital Resources section, how were investing cash 

flows used for capital expenditures?  

 4.    In the Business Outlook section, describe Intel’s capital spending plan for 

the next year.  

c.      From Intel’s notes to the consolidated financial statements, determine the 

following:

 1.    How does Intel value and depreciate property, plant, and equipment?  

 2.   If applicable, describe Intel’s acquisitions for the year.  

 3.   If applicable, describe Intel’s divestitures for the year.  

d.      From Intel’s selected financial data, do the following:

 1.     For the five years presented, calculate the ratio of additions to property, 

plant, and equipment to net revenue.  

 2.    For the five years presented, calculate the ratio of net investment in property, 

plant, and equipment to total assets.  

 3.   Comment on the trends.  

Answers         to Self-Study Material 

     Matching: 1. k, 2. c, 3. n, 4. q, 5. g, 6. h, 7. d, 8. m, 9. p, 10. r, 11. o, 12. b, 13. a, 

14. l, 15. e 

    Multiple choice:  1. c, 2. a, 3. d, 4. c, 5. a, 6. a, 7. c, 8. e, 9. b, 10. a        

Case 16.33
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Accounting—
The Future

EPILOGUE

  The “Welcome” from the authors included in the preface stated that this text’s broad learning 

objective is to enable students to achieve an understanding of the basics of financial reporting 

by corporations and other enterprises. We hope that this objective has been achieved. However, 

the financial reporting challenges related to the worldwide financial reporting crisis that came 

to a head in the Fall of 2008, in conjunction with the continuing disclosures of financial report-

ing misstatements and accounting errors made by major corporations, as well as questionable 

auditor oversight of the accounting and financial reporting processes, all serve to beg the ques-

tion: “What’s going on—is the material I’ve been learning from this text at all relevant to the real 

world?” The answer to that question is a resounding  yes;  accounting of the future will be built on 

the solid foundation presented in this text. Yet new and complex business transactions continue 

to appear on the horizon, and the accounting standards (both new and amended) that have been 

developed to deal with these complexities continue to have a gestation period of several years. 

Moreover, implementation of the Sarbanes–Oxley Act of 2002 has led to a retrospective analysis 

of certain accounting methodologies that may not have been appropriately applied by many com-

panies in the recent past. In light of current pressures to avoid the taint of controversy concerning 

any and all financial reporting matters, the accounting profession, large public accounting firms, 

and individual practitioners are likely to continue to face challenges—considerable, but not insur-

mountable—in the years to come. 

  The authors believe that the following seven themes will help you build a bridge to the future 

of accounting. These themes are presented as characteristics that accountants and users of 

accounting and financial statement information will encounter:

 1.    Having insight and integrity.  

 2.   Having a vision for the future.  

 3.   Competing in a global economy.  

 4.   Using technology effectively.  

 5.   Committing to lifelong learning.  

 6.   Becoming business partners.  

 7.   Turning vision into reality.  
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      The Accounting Profession 
  Congress, the SEC and other regulatory agencies, and the public in general were 

rightly outraged by the corrupt and erroneous financial reporting and accounting 

practices that have drawn so much attention in the past several years. The valuation 

of subprime mortgages (the mark-to-market controversy), corporate bankruptcies, ex-

ecutive convictions, and collapse of the auditing firm Arthur Andersen resulted from 

the ethical breakdown, greed, and arrogance of a very few individuals. Unfortunately 

their actions affected hundreds of thousands of employees and investors—and shook 

the confidence of the world’s equity markets. The resulting congressional hearings and 

legislation, criminal indictments, guilty pleas, and convictions focused an intensely 

bright spotlight on the accounting profession. If anything, this attention has increased 

and will continue to increase the demand for bright, ethical, and straight-thinking 

accountants, managers, and executives. Clearly, technical accounting issues will not 

become any easier to solve in the future, and seeking solutions to those issues requires 

competence built on a foundation of moral integrity. Evidence of sound ethical values 

and the ability to apply those values across economic, political, and social activities 

will become crucial to acceptance and recognition as a professional. 

  Building on a strong ethical foundation, tomorrow’s accounting professionals will 

require enhanced skill sets in order to survive in a technology-driven global business 

economy in which their clientele will be seen as strategic business partners. The CPA 

designation has, since its inception, conveyed a prestigious image of technical compe-

tence and professional skill, but the CPA brand image may too narrowly define tomor-

row’s accounting professional. An MBA degree might provide the breadth of skills 

that will be required, but MBA programs typically lack the needed depth of account-

ing knowledge. The Certified Management Accounting (CMA) designation comes 

closest to testing for the knowledge, skills, and abilities that corporate America needs 

 THEME 1

Having insight and 

integrity. 

Business 
on the

Internet

For a comprehensive collection of resources devoted to providing relevant information about the 

evolving regulatory environment under the Sarbanes–Oxley Act of 2002, visit www.aicpa.org and 

the following menu sequence: Professional Resources → Accounting and Auditing → Sarbanes–

Oxley Resources.

Business 
on the

Internet

 Information about the CPA examination process can be found at www.aicpa.org and the 

 following menu sequence: Becoming a CPA /Academic Resources → Students and CPA Candi-

dates. Information about the CMA examination process can be found at www.imanet.org and 

the certification menu tab. 
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in its accounting and financial professionals. To be certain, a continuing hallmark of 

tomorrow’s accounting professional will be that services continue to be delivered with 

independent insight and a high degree of integrity. 

    In 1998 the AICPA published a Vision Project report titled “Focus on the Horizon: 

CPA Vision—2011 and Beyond,” which proved enlightening for many accounting 

professionals. The Vision Project is an ongoing, professionwide initiative to under-

stand, anticipate, and promote the requirements necessary for professional success in 

a new economy and to educate accounting professionals about changes. The following 

points summarize the CPA Vision: 

  Core purpose: CPAs . . . making sense of a changing world. 

  Vision statement:  CPAs are trusted professionals who enable people and organi-

zations to shape their future. Combining insight with integrity, 

CPAs deliver value by 

•    Communicating the total picture with clarity and objectivity.  

•   Translating complex information into critical knowledge.  

•   Anticipating and creating opportunities.  

•   Designing pathways that transform vision into reality.  

   The AICPA’s Vision Project identified five core competencies that are essential 

for CPAs to survive in the next decade: communication and leadership skills; strategic 

and critical thinking skills; a focus on the customer, client, and market; ability to in-

terpret converging information; and technological proficiency. The financial reporting 

breakdowns of the past several years caused by a relative handful of people who were 

responsible for major frauds, audit failures, or misapplication of generally accepted 

principles of accounting underscore the need for an ethical foundation on which 

business practices and competencies must be built. In some ways, the future seems 

quite certain—CPAs must be able to analyze traditional historical data and to provide 

forward-looking insights that create value for their client organizations (and ultimately 

these organizations’ shareholders). Organizations will need financial professionals 

who can assume leadership roles and provide guidance and support. Increasingly, 

CPAs will be moving out of the accounting function and into the strategic and opera-

tional areas of the business. 

    Today’s business environment is truly global in scope; the technology explosion 

has created a worldwide communications infrastructure that has played a major role 

in effectively shrinking the globe. Multinational corporations are common today and 

will continue to emerge as more companies seek strategic opportunities by combin-

ing with other companies as business partners to leverage their core competencies. 

 THEME 2

Having a vision for the 

future. 

 THEME 3

Competing in a global 

economy. 

Business 
on the

Internet

 For more information and other resources describing the CPA Vision and the Vision Project, see 

www.cpavision.org. 
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Beyond needing people skills and the ability to perform effectively as a member of a 

cross-cultural team, what are the implications for an accounting professional working 

in a global marketplace? There will be continuing efforts toward the development of 

high-quality global accounting standards. 

  Although accounting is regarded as the language of business throughout the 

world, there are no worldwide accounting rules in place at this time. Accounting 

standards applied in one country may vary widely from those used in another country. 

Moreover, significant national differences still exist in the manner in which the ac-

counting profession is regulated. Imagine an investor’s frustration when attempting 

to compare the financial statements of Ford, Toyota, and Volkswagen without a clear 

understanding of the differences allowed in the financial reporting rules in the United 

States, Japan, and Germany. Or imagine the reporting costs and efforts required by a 

multinational corporation that operates in 100 countries and has to comply with the 

national accounting standards of each country. Fortunately efforts to unify the global 

accounting scene are currently under way. 

  The International Accounting Standards Committee (IASC), replaced by the 

International Accounting Standards Board (IASB) in 2001, was organized in 1973 as 

an independent, private-sector body with the objective of harmonizing the accounting 

principles used by businesses and other organizations for financial reporting around 

the world. The objectives of the IASC, as stated in its constitution, were

1.    To develop, in the public interest, a single set of high-quality, understandable, 

and enforceable global accounting standards that require high-quality, transpar-

ent, and  comparable  (emphasis added) information in financial statements and 

other financial reporting to help participants in the world’s capital markets and 

other users make economic decisions.  

2.   To promote the use and rigorous application of those standards.  

3.   To bring about convergence of national accounting standards and international 

accounting standards to generate high-quality solutions.  

    The IASB’s ability to bring convergence to the world’s accounting standards 

will ultimately depend on the necessary acceptance of those standards by securities 

regulators and stock exchanges around the world, such as the Securities and Exchange 

Commission in the United States. The SEC has endorsed the efforts of the IASC and 

the IASB and has identified three key elements necessary for international accounting 

standards. The standards must

•    Include a core set of accounting pronouncements that constitute a compre-

hensive, generally accepted basis of accounting.  

Business 
on the

Internet

  For the latest IASB developments and information about projects in progress, active research, 

summaries of international accounting standards, and a look at what’s happening with interna-

tional accounting standards around the world, see www.iasb.org.  
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•   Be of high quality—they must result in comparability and transparency, and 

they must provide for full disclosure.  

•   Be rigorously interpreted and applied.    

 An important question to be addressed is whether those financial statements will require 

reconciliation to U.S. generally accepted accounting principles. The majority view is 

that U.S. accounting rules are significantly more complex than those used in the rest of 

the world. Yet clearly the need for convergence of the world’s accounting standards is 

urgent. The IASB is likely to adopt less complex and detailed standards than those of 

the FASB. It is also hoped that the Big 4 accounting firms will agree to enforce the more 

general standards through their audits of companies around the world. In 2007, the SEC 

began soliciting comments about a possible change allowing foreign companies regis-

tered with it to file financial results using international financial reporting standards, or 

IFRS, as an alternative to requiring those companies to reconcile their results to U.S. 

GAAP. Concurrently it will consider whether U.S. companies should be able to choose 

between U.S. and international rules. International standards focus on principles, and 

GAAP are more rules-based. The financial crisis of 2008–2009 has shifted attention 

away from this harmonization emphasis in the short term. In the longer term, harmoni-

zation efforts will receive increasing attention from accounting professionals. 

  For a current appreciation of IASB’s convergence work and the status of IFRS 

adoptions, see www.iasb.org. Illustrated below is a summary timeline from the docu-

ment “Who We Are and What We Do” highlighting major milestones and reporting that 

more than 100 countries have now required or permitted the use of IFRS worldwide.   

Formation of the
IASC Foundation
and IASB

Highlights

European Union
passes regulation
to adopt IFRSs for
listed business in
2005

IASB and FASB
announce initiative
to achieve
compatibility in
financial reporting
standards and to
coordinate future
work programs

IASB first new
standard, IFRS1

Australia, Hong
Kong, and New
Zealand commit to
adoption of IFRSs 

In Europe nearly
7,000 listed
businesses in 25
countries switch to
IFRSs

IASB pursues
comprehensive
response to the
financial crisis

IASB and FASB
agree roadmap for
convergence
between IFRSs 
and US GAAP

China adopts
accounting
standards 
substantially in 
line with IFRSs

Brazil, Canada,
Chile, India, Japan,
and Korea all
establish timelines
to adopt or 
converge with 
IFRSs

U.S. SEC removes
reconciliation
requirement for 
non-U.S.
companies 
reporting under
IFRSs and consults
on IFRSs for
domestic 
companies

Israel, Malaysia,
and Mexico to 
adopt IFRSs

U.S. publishes
roadmap for IFRS 
adoption update of
IASB–FASB MoU
released

2001 2002 2003 2005 2006 2007 2008

Source: www.iasb.org, “Who We Are and What We Do,” July 2009.

  Accounting and Technology 
  Computerized accounting systems handle much of the world’s accounting today and 

will continue to do so in the future. Even very inexpensive accounting systems, such 

as QuickBooks® and Peachtree®, provide fairly sophisticated transaction processing 

 THEME 4

Using technology 

effectively. 
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functionality to meet the basic bookkeeping needs of small businesses. At the other 

end of the business spectrum, enterprise-level systems, such as SAP and PeopleSoft, 

provide automated solutions to support the business processes of the world’s largest 

corporations. 

   Accounting  was defined in Chapter 1 as a process of identifying, measuring, and 

communicating economic information about an entity for the purpose of making deci-

sions and informed judgments. In its simplest form, an accounting information system 

is characterized by three essential flows, as illustrated here: 

Processing OutputsInputs

  Accounting has evolved into a complex information system—and computer tech-

nology provides speed, power, accuracy, efficiency, and more timely knowledge about 

organizations. Thus users of these systems have a real-time window through which 

they can observe their organization’s operations. 

  Inputs to the system will become increasingly automated as more than just the 

largest corporations leverage technology and the Internet by linking their systems 

to the systems of their customers and vendors. Physical copies of invoices, purchase 

orders, receiving reports, and remittance advices have served as source documents 

for accounting departments of the past; this kind of paperwork is increasingly be-

coming obsolete as physical source documents are replaced by business-to-business 

electronic transaction flows (i.e., computer-to-computer communications). The 

purchaser can scan bar codes or read radio frequency identification tags as inven-

tory items are received and, upon verification of the purchase order by the system, 

authorize an electronic funds transfer providing payment to the vendor. Likewise, 

data collection terminals located in strategic positions throughout the manufac-

turing plant can provide job costing input to the system for materials used, labor 

costs incurred, and manufacturing overhead applied. In some cases, the data col-

lection technology can be wired directly into operating equipment to track speed, 

productivity, downtime, and other important production variables. These examples 

of technology’s role in capturing and recording business events clearly define an 

important and ever-changing role for the accountant to play in the process of plan-

ning, analysis, design, implementation, use, and control of computerized transac-

tion processing systems. 

Business 
on the

Internet

  For a complete update on XBRL development activities and other technical information about 

XBRL, see www.xbrl.org. To see how XBRL works, go to www.xbrl.org/HowXBRLWorks.  
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      Once a business transaction has been captured by a system, it is maintained in a 

database—just as the general ledger provided a final resting place after transactions 

had been posted from the journals where they were initially recorded. A  database 
management system  is a software application that stores data in a manner that al-

lows users to interact with the data either through online queries or by running 

predefined reports. The ability to cut, slice, and dice transactions in the database 

into many different views provides a powerful tool for the business analyst and 

decision maker to support his or her information needs.  Data warehouses  are large, 

refined collections of the organization’s data resources—these super databases 

provide high-quality, easily retrievable data, thereby allowing users to manipulate 

and transform data in creative ways.  Data mining technology  allows organizations 

to search their data warehouses to find relationships in the data that provide new 

knowledge about the organization—a task that would be impossible without such 

technology. 

  In the future, there will certainly be an increased emphasis on the development 

of user-friendly technology tools that allow financial professionals to easily retrieve 

data for manipulation into meaningful information.  Structured Query Language (SQL)  
is the interface language used today to interact with databases to produce predefined 

reports or to submit ad hoc requests for information. Tasks now done effortlessly with 

point-and-click and drag-and-drop techniques once involved cumbersome retrieval 

processes requiring programmers to write detailed source code to access the data-

base and produce the desired information. With today’s technology, any user with an 

understanding of the basic structure and relationships of the database can access and 

use the information effectively. For example, the “Get External Data” tool featured in 

Microsoft Excel uses  open database connectivity (ODBC)  drivers to access ODBC-

compliant databases and allows users to query, retrieve, and manipulate data from a 

variety of databases. 

  In addition to supporting internal information users, databases also provide 

information for external financial reporting. Most major U.S. public companies 

provide some type of financial disclosure through their Web sites. To date, however, 

most financial information presented on the Internet has been relatively static, con-

sisting mostly of quarterly and annual reports presented in a manner similar to the 

printed annual reports that communicate an organization’s financial position and 

results of operations. Internet-based financial reporting is about to change dramati-

cally with the development of  Extensible Business Reporting Language (XBRL) , 
a tool that will become the digital language of all business reporting. XBRL will 

format financial reports (based on generally accepted accounting principles) for 

transport across the Internet and viewing on Web browsers by public and private 

companies, accounting professionals, investors, researchers, financial analysts, 

government agencies, banks, and others. The uniformity provided by XBRL will 

make it much easier for a multitude of users to prepare and analyze electronic 

financial information. Examples include printed financial statements, filings with 

regulatory agencies, credit and loan information required by banks, and the abil-

ity to search and extract detailed information from different forms of financial 

statements. 

  To conceptualize how XBRL will work, think of a balance sheet presented in 

a spreadsheet where you might find $20,000 to be the amount of inventory as of 

December 31, 2010. The $20,000 amount is meaningful because you can read the column 

heading “December 31, 2010,” and the row label “Inventory.” But what happens if you 

extract the $20,000 amount and move it to another spreadsheet or report? Without also 
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extracting or reentering the column heading and row label, the $20,000 amount does not 

convey independent meaning. With XBRL the $20,000 amount will retain the attributes 

of where it belongs in the financial statements as well as its label and dates. Therefore, 

data can be transported into spreadsheets, databases, printed reports, Web pages, and 

more without the need to reenter attribute information. XBRL will likely be viewed as 

the most important technology developed for financial reporting since the spreadsheet, 

and it will likely revolutionize how business information is communicated. 

  The same power and speed of technological applications that can be so highly 

beneficial can also result in errors or even fraudulent activities in an environment of 

weak internal control. Part of the Sarbanes–Oxley Act of 2002 requires significant 

documentation, testing of internal controls, and auditor review and reporting about the 

effectiveness of internal controls. This is a complex, labor-intensive task, and it is not 

surprising that a number of software packages have been developed to facilitate the 

process.   

  Students of Accounting Information 
  In today’s rapidly changing business environment, business and accounting profes-

sionals must have a broad understanding of information technology and the role it 

plays in the new economy. It is critically important for players in this environment to 

understand what technology  can  and  cannot  accomplish; to possess the discipline to 

maintain the skills necessary to use technology to accomplish ever-changing business 

goals; and, finally, to integrate technology skills with leadership and communication 

skills to gain competitive advantages for themselves and their employers. Failure to 

do so will leave today’s business and accounting graduates unprepared to function in 

the technology-driven information age. 

  Today’s accounting students and entry-level professionals must position them-

selves beyond the accountant’s traditional role of financial historian. Traditional 

number-crunching transaction work and the preparation of financial statements is 

now left to computers to perform. Employers of accounting professionals will need to 

appreciate the new roles accounting graduates can perform today and leverage their 

knowledge and information skills by inviting these new hires to participate in the 

process of defining organizational strategy. While the  role  of accountants has changed 

dramatically in recent years, the  perception  of accountants (especially at lower lev-

els of management) will take time to change because ingrained in that perception is 

the image of traditional scorekeepers, bean counters, and police. Viewed as business 

partners, the accountants’ work will be more analytical and less transactional, more 

decision oriented and less compliance oriented. In short, accountants will be more 

involved in running the business than ever before. These new accounting roles in-

clude financial modeling, strategic planning, business process improvement, internal 

consulting, financial analysis, systems implementation, and organizational education. 

To support these changing roles of financial professionals and users of accounting 

information, the educational process will need to focus less on number crunching (i.e., 

debits and credits) and more on developing communication skills, analytical skills, 

interpersonal skills, and technology skills. A serious problem could occur if today’s 

business school graduates are disconnected from the needs of organizations in the new 

economy. 

  The accountant’s new role in today’s technology-driven economy is that of a 

strategic business partner with the responsibility of developing informational needs to 

 THEME 5

Committing to lifelong 

learning .

 THEME 6

Becoming business 

partners. 

mar27068_epi_668-677.indd   675mar27068_epi_668-677.indd   675 11/12/09   9:57:37 AM11/12/09   9:57:37 AM



676 Epilogue

  Tomorrow’s accountant will play a pivotal role in enhancing long-term profitabil-

ity by supporting managers at all levels within the organization’s value chain in man-

aging the resources under their control most effectively. To serve this important role, it 

will be essential to obtain a better understanding of the interaction between the orga-

nization’s accounting information system, its information and decision-making needs, 

and each of the functional areas that are affected by strategic decision making.   

  Conclusion 
  To a large extent, what has been described as the future of accounting is already 

here— but not yet fully operational or widespread in application. Just as the technolo-

gies of the 20th century shaped industrial America’s need for accounting information, 

so too will the technologies of the 21st century help to define accounting informa-

tion needs in a global information age. Users of accounting information will include 

managers working on a team to plan, execute, and control the activities related to the 

entity’s strategic plan. The objectives of this text have been to present a big picture 

perspective of the financial statements and to show how accounting information can 

be used effectively with existing technology. To the extent that this epilogue provides 

insight into characteristics and activities of professional accountants and future uses 

of accounting information, a further benefit has been achieved.          

 THEME 7
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support the organization’s  value chain functions  (discussed in Chapter 13). This new 

role can be illustrated as follows: 
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Financia l Result s

"Our fundamenta l busines s  strategie s  ar e  mor e  focuse d tha n ever . Inte l ha s

weathere d difficult time s  in the  past , an d we  kno w wha t need s  to be  don e

to drive  ou r succes s  movin g forward . Ou r ne w technologie s  an d product s  will

help us  ignite  marke t growt h an d thrive  whe n the  econom y recovers. "

Pau l S. Otellini. Presiden t an d Chie f Executiv e  Officer

Net Revenue
DUUnlnHIKTE

Diuted Earnings Per Share
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Geographic Breakdown of Revenue
Percen t

Dividends Per Share Pad
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Caprui Additions to Property^
Plant and Equipment
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Research and Development"
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Lette r Fro m Your CE O
The globa l economi c climate  significantl y

impacte d our f ourth-guarte r 200S financia l

results . For only the  secon d time in 20 yean ,

our fourth-quarte r revenu e  was  belo w tha t

of the  third quarter . We reporte d revenu e  for

The yea r of $37 B billion, down 2% from 2007,

While  our operatin g income for £00 8 wa s  $9.0 billion, up 9% ove r

2007 . our ZOOfl ne t incom e wa s  $5. 3 billion, down ?4 « from the

prior year . We generate d $10. 9 billion in cas h from operation-: , paid

cas h Dividends  of S3. 1 bi Kan, an d use d $72 billion to repurchas e

32B million share s  of commo n stock .

Strengt h in uncertai n time s

Our industr y Is  in the  proces s  of resettin g to a  ne w baselin e  from

which we  expec t growth to resume . White  the  environmen t Is  uncertain ,

severa l key strength s  are  helping us  weathe r the  economi c downturn .

We ende d the  yea r with $11. 5 billion in cash , short-ter m investments .

ami marketabl e  deb t Instrument s  Include d m tradin g assets , enablin g

us  to continu e  investin g in ne w technologie s  an d praJuct s  for marke t

segment s  tha t we  believ e  offer significan t growth opportunities . In

J005 . we  bega n a comprehensiv e  restructurin g effort tha t ha d

resulte d m cumulativ e  saving s  in exces s  of $3 billion by the  end of

2008 . With our ongoin g focus  on efficiency , Intel continue s  to becom e
leaner , more  nimble, an d bette r able  to respon d to change s  m the
economi c en v ironmeri!.

Perhap s  our greates t strength , however , is  tha i we  de s  ign an d

build wha t the  world needs , Our product s  an d technologie s  are  at the

hear t of computin g an d communication s  system s tha t hav e  becom e

essentia l part s  of businesses , schools , an d home s  aroun d the  world,

arxf are  being use d to tackl e  sem e of the  world's  mos t comple x

pfootems-lF i area s  suc h as  education , healthcare , economi c devel -

opment , an d environmenta l sustainaSiirty .

New chip s  for ne w market s

The Intel" Atom" processor , launche d in April ZQ08 . wa s  designe d to

take  advantag e  of the  rapidly growing woridwtfe  marke t for mottle

Interne t devtce s  an d sunple . affordable . Internet-centri c computer s

known as  netbook s  (for mobile  computing ) an d nertop s  (for homes ,

offices , an d classrooms) , Although the  Intel Atom processo r is  our

smaltes t processor . It incorporate s  47 million transistor s  an d deliver s

the  performanc e  neede d for full Interne t capabilities . The  processo r

enable s  innovatio n aroun d low powe r consumptio n m mobile  comput -

irg. an d It is  als o bein g designe d into man y embedde d applications ,

suc h as  Internal-connecte d surveillanc e  equipment : medica l devices :

ATMs: an d retail . Industrial , an d consume r electronic s  devices . By the

end of the  year , revenu e  for the  processo r an d associate d chipset s

ha d alread y exceede d $50 0 mill ion.

Extendin g our roadma p for sustaine d technolog y leadership , in

^009 we  als o introduce d the  Intel* Core " 17 processor , Base d on our

lates t genewoo n Intel' Core"mkroaidirtecture . It is  our mos t advance d

deskto p processo r to date . The  Intel Core  17 processo r accelerate s

performanc e  tn matc h a  compute r user' s  need s  an d workload; , an d

offers  recor d performanc e  for video editing , 3-0 gaming , an d othe r

popula r Interne t an d computin g activities-whil e  maintainin g energ y

efficienc y compare d to earlie r generatio n Intel* Core*t processors .

Manufacturin g strengt h

Intel reman s  one  of the  few companie s  In our Industr y tha t offers

the  full rang e ol research , produc t design , developmen t an d manufac -

turing functions . We recentl y complete d consmxuo n of a  ne w wafe r

fabricatio n facility m Israel , are  building anothe r one  in China , an d are

taking step s  to consolidat e  olde r productio n f acllroe s  an d updat e  oi*~

rtianufacturln g network . Ove f the  nex t two years , we  plan to I mas t

approximatel y $7 bliion to upgrad e  our U.S. factor y networ k with

our nextngenerano n 32r*n microprocesso r manufacturin g technology .

We expec t to star t productio n of 3;nm product s  In £009 , Eac h ne w

generatio n of proces s  technolog y enable s  us  to buld microprocessor s

tha t ca n cos t les s  to manufacture , hav e  improve d performanc e  an d

energ y efficiency , an d offer more  capab»ws ,

Corporat e  responsibilit y leadershi p

We continu e  to focus  on innovation s  in globa l heart h an d safety , environ -

mental , community , an d educatio n programs . Our stron g emphasi s

on operationa l sustalnabillt y ha s  yielde d man y benefits . Including , for

example , the  reclamatio n of more  tha n 3 billion gallon s  of wastewaie r

m our facilities  eac h year .

twporat e  ffesoonsMrt y Offmef magaan e  name d Intel the  numbe r

one  coTipa  -tj c  -i t; 1 'J O Bes t Corporat e  Citizen s  list in Februar y 2008 .

We were  als o include d on me Dow Jone s  Sustainatniit y Index for the

10th yea r in a  row. an d were  the  Index' s  Technolog y Marke t Supersecto r

leade r for the  3th consecutiv e  year .

Our greates t asse t

All of Intel's  accomplishment s  are  mad e  possbl e  becaus e  of *» har t

work of our employees . I was  honore d in ?OO B to accep t the  U.S.

President' s  Voluntee r Servic e  Award on behal f of Intel employee s

worldwide , in recognitio n of their voluntee r work, in celebratio n of

Intefs40t h anniversary , our employee s  donate d more  tha n 1 mlllon

hours  of servic e  to suppor t school s  an d non-profi t organization s

in communitie s  aroun d the  globe . I would Ike  to than k them for their

generosit y an d for their dedicatio n to pushin g the  boundarie s  of

innovatio n yea r afte r year .

I would als o Ike  to than k my colleague , mentor , an d friend.

Craig Barren , who is  retiring from his  positio n as  Intel1; Chairma n in

May 2009 . In addition to his  role  in establishin g Intel as  the  Larges t

semiconducto r ramparr y In the  work), he  ha s  bee n a  tireles s  advocat e

of educatio n an d technolog y as  f one s  for positive  change . I wish

him the  bes t as  he  mows on to the  nex t chapte r n his  life.

Pau l S. Otelllnl, Presiden t an d Chie f Executiv e  Officer
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200 8 Highlights

Produc t Leadershi p

Broad y heraice c by the  cornpuiin s  irrfustry, tre  Intel1 Com" t j processor -
hase d en our leips t generatio n microsTrtmojre-se t perfcnronc e  record s
wfiSe  fnairtainin g energ y effldercy .

Smal l Chip , Big Market s

The tiny r-tel* Atom" processo r erable s  PC -like  capabilities , Interne t
con nectTLity.ai e  extende d bstlsr y Ife  in whcte  ne w categcrie s  of sfferdabl e
motile  cornputh g devices .

Corporat e  Responsibilrt y

In earl y 2009 , we siĉ e c a  multi-yea r comrr i tment » purc'ire e  more  tha n
1 3 bilicn tilowstt-hour s  cf ren-'fticbt e  energ y certificate s  eact ) year , matin g
Intel the  larges t purchase r of gree n pwwe r in the  United States .

Letter From Your Chairma n
' n3V* tr^ele d to more  tha n 30 countrie s

ove r the  pas t year , an d everywher e  I go. peopl e

s:an J  technology . Becaus e o' that—despit e

the  negativ e  Impac t t?ia t the  globa l economi c

downtur n ha d on ou r revenu e  in the  fourth quarte r of i!00e-

I remai n optimis e  abou t Intel's  future .

Intel is  par t of 3 uniqu e  industr y tha t give s  peopl e  The ability

to do more  with less-a n advantag e  tha t ; particularl y relevan t in

tight economi c ernes . With our world-clas s  engineering , desig n

and manufacTunn g capabilities . Intel lead s  the  industr y in advancin g

technolog y so we ca n delive r more  and more  computin g powe r

at lower cos t ove r time.

Our curren t produc t portfolio an d our roadma p of future  product s

and technologie s  are  perhap s  the  sircxiges T in Inters  40-yea r history -

ihe  resul t of our strateg y to continuall y Inves t in innovation , eve n

during economi c downturn .

Our globa l presenc e  an d reputatio n a s  a  Technolog y innovato r

hav e  earne d us  a  uniqu e  role  as  a  truste d adviso r tc industrie s  an d

government s  worldwide . We ar e  tt tr>= forefron t of broa d efforts

to appt y technolog y to addres s  hug e  chaHenctes . suc h a s  lack

of acces s  to affordabl e  healthcar e  an d inadequat e  or non-existen t

educatiora l opportunities .

The  Magella n Initiative, launche d by tho Portugues e  governmen t

in tOOB , n an exampl e  of a  holistic approac h to Improving lives

throug h technology . Ponuga l aim s  TO delive r 500.00 0 computer s

base d on the  low-cos t Iffiel-deslgned , ant ) Intel-powere d classmat e

PC to schoo l childre n throughou t the  countr y The  progra m Include s

teache r training , high-spee d Interne t connectivity , an d rich online

content-i n Portuguese-i n math , science , history , language , an d an .

The  progra m is  als o an economi c drive r for the  country , as  the  PC

assembl y an d servicin g will be  don e  In Portugal ,

Inte l is  involved in numerou s  othe r technolog y initiatives , rangin g

from deliverin g mode m medicin e  to rura l part s  of the  world via  PC s

an d WlMAX Interne t access , to educatin g youth in Africa  j^o j: hi1-.',1

AIDS preventio n throug h an Interactiv e  compute r activity, to helping

Kenya n farmer s  us e  PC s as  par t of a  projec t designe d to comba t

crop disease ,

1 am retiring from my role  as  Inters  Chairma n an d membe r of

its  Boar d of Director s  in May 2009 , Jan e  Shaw , who Joine d the  boar d

n 1993 , ha s  bee n eiecte d non-execuriv e  Chairman , I'm honore d to

hav e  worke d witfi the  ten s  of thousand s  of ctedicate d employee s  a t

Intel ove r tte  las t 35 years . Technolog y is |us t beginnin g to empowe r

bill inns  of peopl e  throughou t the  «orW for the  first time, an d I

am confiden t tha t Intel wll continu e  to play a  leadin g role  In tha t

:raisfc-matlci .

Craig R, Sarre a  Chairma n of die  Soar d

necognize theat to be successful going fonwand,

they musthave access to and be able to under-
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UMTED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C, 20549

FORM 10-K
..Mil h Out:

S ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
JOT the fiscal year reded December 17, JOGS.
or

D TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the rraittition period

Commission File Number OOO-OttlT

INTEL CORPORATION
(Exact name of registrant as specified in its charter)

Dttoirar*
State or other jurisdiction of
mcorporaQOD or organization

2:00 Mhaon College Boulevard. Simla Clara, California
(Address of principal executive offices)

Registrant's telephone number, including area code 1403) 765-8080

Securities registered pursuant to Section 12(b)of (be Act:

Indicate by cheek mad; if the registrant in a well-known seasoned issuer. as defined in Rule 405 of the Secunnes ACL Yes E! No D

Indicate by check mads if the registrant ii not requiied to file reporfc poraunt to Section 13 cr Section 1 5{<0 of the Act. Yes D No S]

Indicate by check mad; whether me regi:lrant (1) hai filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (or for such shorter pencd that the registrant was required to file such reports), and (2) has
been subject to such filing requirements for the past 90 days. Yes El No Zl

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (£229.405 of this chapter) LS not contained
herein, and will not be contained, to me best of registrant's knowledge, in definitive proxy or information statements incorporated by
reference in Part HI ofthij Form 10-K or any ^mtm^mfrrrt to H™*-- Form 1Q-K. Q

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of "large accelerated filer.'' "accelerated filer" and 'smaller reporting company" in Rule 12b-2 of the
Exchange ACT.

Large accelerated filer H Accelerated filer CD Non-accelerated filer L] Smaller reporang company d
(Dc not check if 3 omlter reportms company)

Indicate by check mak whether the registrant b a shell company (as defined in Rule Hb-2 of the Act). Yes U No S

Aggregate market value of voting and non- voting common equity held by non-affiliates of the registrant as of June 27. 2003. based upon
the closing pn:a of the common stock ai reported by Tie XASDAQ Global Select Market* on such date, was approximately

$120.9 billion
5,562 million shares of common stock outstanding as of February 6. 2009

DOCUMENTS INCORPORATED BY REFERENCE
Portions of the registrant's Proxy Statement related to its 2009 Annual Stockholders* Meeting to be filed subsequently — Part IH of this
Fonn 10-K.

94-167:743
(I.R-S. Employer

Identification No.)

MOJ4-1J49
(Zip Code)

SecunnES registered puraiant to Sedum 12(s) of die Act;
None

Tidmftachilgi

Common stock, SO 001 par value
Nune of CKk *rrfc«n^* OB whicfc r^ctcm

Tlie NASDAQ Global Select Mariet*

to
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Iteml
ItemlA.
ItemlB
Item"*
Item3.
Item 4.

Item 5
Item 6
Item?.
Item 7A
Item 8
Item 9
Item 9A
Item 9B.

Item 10.
Item 11
Item 12
Item 13.
Item 14

Item 15.

INTEL CORPORATION

FORM 10-K

FOR THE FISCAL YEAR ENDED DECEMBER 17, MOS

INDEX

PARTI
BUBES
Pi-it Fnrtnr>
Pnrp^nivprt Sr.iff f .T"iiipnr.
Properties
I "pal Prowling*;
^nhinusuin nf Mattel* In 3 Vn»r af^mmt^-ffnWm , , ,

PARTII
Market foi Pe^utrani 5 ConuDon Equit\' Related StockiLclder Matten arjl Isaier Pure liases of Equity Secunti^i
Selected Fuuinciai Data . . . . .
ManaaATiAirX ni^nrxir-n .nrrf iTuh^k nf FinaTviiil ^nrdirifn flriri F^ulrs ^f ^p^riTti^n^
Quaiintaat-e and Qu^iitattve Disclosures About Market Riik
Finnnnal ^tatwiMte smi -Supplfmpntar\r Data
fbaiip^ m and DirjcTeem^iir1; U'lth AcctMuitante on Af^TmnnF aT|^ FukHLCLi. Disclosure

Control jud Procecures
'. :'.. v j ! .:.. DD :..--

pAKrm
nir^rt-ir1: Fx^'n*'* ^ffif*^ and <"OTTVIT?^ f^^Trjui"*
E\^'invt C ^mpeiisanon 
Secunty Ocmmihip of Certain Beneficial OUTICTS ant! Manapgm«it inH Btlated Stockholder \Iatter;
Certain RebQonstups and Rehied Trinsacnons. and Director Independence
Pnjy™! &GN^riD| F**^ ?PV *&mrei

p.ytrn'
Fxliihm Ftruniisl ^tateniflit S^hwliilw

pie.

1
1C

 23
23
23

23

24
26
27
53
SS

15
 115

115

116
116
116
116
116

117
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ITEM 6. SELECTED FINANCIAL DATA

' Wf started recognising the provisions ofSF.1S No. lllftj beginning in fiscal year 2006. See "Note 2: Accounting Policies" and "Note
19.Employfe Equity Incentive Plans" in Part n, JtemS of this Form IQ-K.

The ratio of earnings to fixed charees for each of the five years m lie period ended December 27. 2008 was as follows:

2008

Six

1007

72x

2005

169s

Fned charges consist of interest expense, capitalized interest and tte estimated interest component of rent expense

2006

50x

;MJ

107x

(I» IHbMi, ElMpt P*r Sjurt Anmaft)

>irt iwiwif
Gross margin
Research and development
Owiatuiff income
Net income
Earnings per common share

Bfl'ic
Diluted

UVi»ht»d mTrapp (tihitifl diarrs flnKfamhnf;
Jr •ii;ud:. per share

Declared
Paid

(Dollirs in UffluiiB)

Pmpfrtv plant atvti equipment net
Total assets
Lone-tern debt
Stockholders' equity
A<Htfion^ to pmpeitv plant anrf ffptiptiwiit
Employees (in thousands)

$
$
$
1
s
s
$

s
$

DK

$
s
1
$
$

2HS

37,586
20844

5722
S954
5^?2

093
092

5,748

05475
05475

n,2<K&

17544
50715

1&86
J9088

5197
S3 .9

S

t̂
S
<;

$
s

s
<;

DK.

(,

t̂
I
j

Z»T

38 334
19904
5755
B.216
6976

no
118

5936

045
045

2», JOOT

16918
55651

1 980
4"1'6"1

SQOO
86.3

S
S
)

|̂

f

^

<!

^

DK.

$
t
t
|
t

20M

353B2
18 ''IS
5873
5652
5044

OS7
086

58SO

040
040

M.2006

1760">
48368

1848
36 IP
5860

94.1

S

Î
S
S

S
<;

s
s

DK.

S
\
\
s
t

!OOS'

38826
"'3049
5145

11090
8664

142
140

6178

032
031

31,200$

n i n
48314

Z106
36 IS1

5871
99.9

S
S
S
S
s

t
s

<;
s

Dec

1
t

Ŝ
S

1004'

34.209
19746
4778

10130
7516

1 17
1 16

6494

016
016

2i,2MU

15768
48143

703
38579
3843

85.0

26
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ITEM 8. FINANCIAL $TATB£ENT$ AND SUPPLEMENTARY DATA

INDEX TO CONSOLIDATED JTNANCLU, STATEMENTS

Coosoudarei: Spmnmn of Tnrnmc

Consolidated Balance Sheets

Consolidated Staleoients of Cast Flcfws

Consolidated SutemecB of SttKliioldeii EqiaK

^•otn trt Con^ohdzttd Fmaorul Statnnmt:

Pe^orts of Fmrt kt Yoimp HP Tniifpfiiden! Ppnstered Public ArccuDtic? Finn

Sinmlfmnito1 r>x*n~ Fmnr^i.il Inf^rm.in™ \n~ Oiiarfpr

56

57

58

59

60

112

114

page

55
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DTTIL CORPORATION
CONSOLIDATED STATEMENTS OE EVCOME

Thr« V«r r Ended December : T. ZOOS
(1m lliDioK, Eiwpt Per Star* Amaints)

Net rerun*
Cost of sales

Gross margin

Research and development

Festn<1unn^ and asset impairment charvtt

Operating FTJWIHK

Operating income
Gains flnssw) on wprify mpmod invMlmniM nrt
Gains (losses) on other equity investments net
InttTKt and other nrt

Income before taxes
Provi^soo for taxes

Nrt income

Basic earnings per common share

Diluted earnings per commoa sbart .

S 37*86
16 IP

'OS-H

5722
5458

710

11,890

(1 380)
(376)
488

7686
1394

S ?,I9I

S 093

. S 0.92

S 38,334
18430

10.904

5755
5417

516

11.6S8

8.116
3

151
793

9,146
MM

S 6,976

S 1^0

S 1.18

S 35,38:
17164

18̂ 18

5873
6138

555

5.6?:
2

n2
1^02

7,«8

S 5.044

S 0.87

S 0.86

20OT 200*

fVrigbttd iivnage shares outstanding:
Bide

Mured

Set accompanying notes.

5.SW 5,816 5,797

5,748 5JJ6 
5,8SO

2008

$,954

12,565

2m024

56

Marketing, general and administrative
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INTEL CORPORATION
CONSOLIDATED BALA.VCE SHEETS

2007

Current assets :

Accounts receivable net of allowance for doubtful accounts of 117 (S27 in 2007)
Inventories
Deferred lax assets
Other current assets

Total current a«*ts
Propti't^'* pl^nt And MnipUKUt* ntt
MniE ketubl* tquin vruHrip^
Oth(i' long-tenD invtittntiits
Goodwill
Other long-term assfft

Total a^^K?

LiAbihfif-, And ^[ockholdei^' tqujty
Current liabilities:

i^rh^T ^rmi?d liabilitips
Totil canfot liabilities

D*ff jTfd tu tiAhilidts

C onuninntnt^ and contingcnci^ (Nates IS aod 14)
Stockholders' equity:

Preferred stock SO 001 par value 50 shares authorized none issued
Common stock. SO. 001 par rah*. 10,000 shares authorized; 5.562 issued and outstanding (_\SIK in 2007) and

capita] in excess of par value
A Fniimilftt^d otftt r ^^mpffh^nsiv* mwDoe (loss)
P*Tam«l earnmp5

Total liflbilitit? And •stot kholdfiV tdujh1

S 3350
5331
3162
1712
3744
1,390
1 1K2

19,871
17,:44

3S2
2,914
3,931
6,092

S 50.715

S 101

2390
2,015

807
4«3

2041

7,818

736
4C

1,886
1,141

12944
(393)

26537

39,088
S 50,715

S 7307
5490
2566
2576
3370
1.1S6
1,390

:3,8S5
16.91S

987
4,398
34»16
5,547

S 55.651

S 14"1

2361
2417

749
625

2,277

8,571

785
411

1̂ 80
U42

11653
261

30848
42 ,76:

S 55,651

See accompanying notes.

37

D««nb*r r, 200S lad December 2S: KMT
(Im Mffliim. Emtpt Fir Vilm)

A55ftS

,'OOS

Cash and cash **flRD*J:tf?Ti1is

Total stockholders' equity

Long-term debt

Long-term income taxes payable

Other long-term liabilities

Short-term debt
Accounts payable
Accrued compensation and benefits
Accrued advetising
Deferred income on shipments to distributors

Trading assets
Short-term investments
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ETTZL CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS

Tii« Y«r s Endtd DKtobtr 27,2MB
(laMiDioc)

Cash and cash equivalents, beginning of year

Cash flows provided by (used for) operating activities:
Net income
Adjustments to teconcile net income to Eet cash provided by operating activities:

Shire-based compensation
Restructuring, asset impairment and net loss on retirement of assets
Excess tax benefit from share-based payment arrangements
Amortization of intangibles
(Cairn) losses on equity method investments, net
(Cams) tosses on other equity investments, net
(Gains) losses on divestitures
Deferred taxes
Changes m assets and liabihnes:

Tracing aiSfitS
Accounts receivable
Inventories
Accounts payable
Accrued compensation and benefits
Income taxes payable and receivable ............................
Other assets and" liabilities

3003 iOOT 2000

S 7,J07 S 6,598 S 7,314

Total adjustments
Net cash provided by operating activities

Cash flows pranced by (used for) investing activities:
Addinoos to property, plant and equipment
Acquisitions, net of cash acquired
Purchases of available-&r-sale investments
Maturities and sales of available-for-sale investments
Purchases of trading assets
Maturities and sales of trading assets
Investments m non-marketable equity investments
Return of equity method investment
Proceeds from divestitures
Other investing activities

Nrt cash used for investing activities
Cash flows provided by (used foi) fiiumrmi; activities:

Increase (decrease) m short-tarn debt net
Proceeds from government grants
Excess tax benefit from share-based payment arrangements
Additions to long-term debt
Repayment of notes payable
Proceeds from sales of shares through employee equity incentive plans.
Repurchase and retirement of common stocl
Payment of dividends to stockholders ..

Net cash used for financing activities
Net increase (decrease) in cash and cash equivalents

Cash and cash equivalents, end of year

Supplemental disclosures of cash flew information:
Cash paid dunng the year for

Interest net of amounts capitalized of $86* in 2008 (S57 m 2007 and $60 in 2006)
Income taxes, net of refunds

5,292

4,360
851
^95
(30)
256

1,380
376
(59)

090)

193
260

(395)
29

(569)
(834)
(189)

5,634
10,9:6

(5,197)
(16)

(6,479)
7,993

(2,676)
1,766

(1,691)
316

85
34

<?,Sfc-)

6,976

4,546
952
564

(118)
252

(3)
(154)
(21)

(443)

(1,429)
316
700
102
354

(248)
279

5,649
11,615

(5,000)
(76)

(11.728)
8,011

—
—(1,459)
—32

2M
(9,916)

5.044

4.654
M75

635
(123)
258
0)

C212)
(612)
(325)

324
1.229

(1,116)
7

(435)
(60)
(9)

5,588
10.6*:

(5,860)
—(5,272)

7,147
——

(1,722)
—752
(33)

(4,988)

(40)
182
30

1,105
(7,195)
P,1QO)
0.018)
ftWT)

S 3,350

(39)
160
118
125

3,052
(2,788)
(2,618)
(1.990)

709
S 7,307

(114)
69

123

(581)
1,046

(4,593)
(2.320)
(6,370)

(7:<D
S 6^98

$
S

6
4,007

S
S

15
2,762

S
S

25
2,432

Sff accompanying note;

58

Depreciation
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DTTEL CORPORATION
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

' For further discussion of the adjustments ncorded at she beginning of fiscal years 2006 and 2007, see "Accounting Changes " in
"Note 2: Accounting Policies."

Set accompanying notes.

59

Thi« Year; Ended D««nb*r 27, IMS
(la MilbcB!, Eittpl Ptr Shut Amamtj)

Balance us of December 31, 200$
Components of comprehensive income, net of tax:

Net income
Other comprehensive income

Total comprehensive income.
Adjustment for uunahV applying SFAS No. 158. net

of tax1

Proceeds from sals of shares through employee
equity incentive plans, net excess tax benefit and
ate

Share-based compensation
fiejwhaw and rv+nwipnt "f rranmon stfk
Ca4i rfividenfto rifrbrcd 'SO 40 ppr shaiT)

Balance as of December Ml 2006
Cumulative -effect ao^ustmenfe, net of tax1:

Adoption of EtTF 06-0;
Adoption of FIN 48

Components of comptehensrve income, net of tax:
\et income
Other comprehensive income

Total comprehensive income
Proceeds from sales of shares through emp'.cyee

eqmty itcenuve plaLi. tiet excels tax benefit, and
other

Share based compensation
Repurchase and lenrement of common stock
Cash dividends declared (S0.45 per share)

Balance a; of December 29, 20G7
Components of comprehensive income, net of tax:

\ettncome
Other comprehensive income

Total comprehensive income
Proceeds from sales of shares through employee

equity incentive plans, net excess tax benefit and
other

Share-based compensation
Repurchase and retirement of common stock
Cash dividends declared (SQ.5475 per share)

Balance ss of December I"?, 2008 .

Number of
Skra

F.919 S

73

Q26)

5,766

—

165

(113)

5.818

7"1

028

5.56! S

Annul

6,145

1,248
1375

(1W3)

7,815

—

3170
9S2

(294)

1U5J

1132
851

(692)

12.944

Confink«uh*
IwxHK{L<ns)

S 127 S

26

(210)

—

318

—

Ml

(654)

(J9J) S

RMMMd
Eirnm?

:*.sio s

5,044

—

(3^50)
P3">0)

I85S4

(181)
1E1

6576

P,494)
qm
30,848

5,291

(6,503)
(3,100)
I6.S3T S

Total

«.is:

5,044
26

5.070

(210)

U48
1375

(4593)
p 320)

16,75:

(!!!)
1E1

6^76
318

7^94

3170
952

(2.788)
(2.618)

4I,7«

5.292
(654)

4.6J8

1132
851

(7,195)
(3.100)

39.088

Common Stock
indCip.ul

i»EK«5ofF»rVil« 

Accnuitited
Otbtr

$

(57)
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTNANttAL STAmiEKTS

Not* 1: Basis of Presentation

\Ve hive a 52- or 53-week fiscal year that ends on the last Saturday in December. Fiscal year 2008. a 52-week year, ended on December 27.
2008. Fiscal year 2007. a 52 -week year, ended on December 29, 2007. Fiscal year 2006, a 52-week year, ended on December 30: 2006. The
next 53-week year mil end on December 31. 2011.

Our consolidated financial statements include the accounts of Intel Corporation and cur wholly owned subsidiaries. Intercompany accounts
and transactions have been eliminated. We use die equity method to account for equity investments in instances in which we own common
stock or similar interests (as described by the Emerging Issues Task Force (ETTF) Issue No. 02-14. "Whether an Investor Should Apply the
Equity Method of Accounting to Investments Outer Than Common Stock"), and haw the ability to exercise significant influence, but not
control, over the investee.

The U.S. dollar is the functional currency for Intel and out subsidiaries; therefore, we do cot have a translation adjustment recorded through
icnmmlated other comprehensive income floss). Monetary accounts denominated in noD-U S cunenciei. such as cash or payable: to
vendore. haw been remeasured ro the U.S. dollar.

Inaccoidance with the adopnon of Statement of Financial Accounting Standards (SFAS) No. 159. "The Fair \bhie Option for Financial
Assets and Financial Liabilities— Including an amendment of FASB Statement No. 115" (SFAS No. 159), we have classified cash flows
from ceram trading assets as cash flows from investing activities beginning in 2008. For further discussion. s« "•Accounting Changes'' in
"Note 2: Accounting Policies."

As of December 27. 200E. our other accrued liabilities included $447 million in customer credit h»l»nr>i Customer credit balances were
cot significant as of December 29. 2007.

Note 1: Accounting Polities

The preparation of financial statements in conformity with U.S. generally accepted accounting principles requires us to make estimates and
judgments mat affect the amounts reported m our consolidated finanrial statements and the accompanying notes. The accounting estimates
that require our most significant, difficult, and subjecove judgments include:

• the valuation of non-marketable equity investments and the determination of other-than-temporary impairments:
• the valuation of investments in debt instruments and the determination of other-than-temporarv impairments:
• the assessment of recoverabihry of long-lived assets;
• the recognition and measurement of current and deferred income taxes (including the measurement of uncertain tax positions): and
• the valuation of inventory.

The actual results that we experience may differ materially from our estimates.

Cash and Cash Equivalents

We consider all liquid available-for-sale debt instruments with original maturities from the date of purchase of approximately three months
or less as cash and cash equivalents.
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INTEL CORPORATION
NOTES TO CONSOLIDATED nXANCLAL STATEMENTS (Continued)

Trading isirts

Investments thai we designate as trading issee are reported at &ii x-alue. mill gams or losses resulting from changes in fpjr value
recognized in earnings. Our trading asset imtstmenrs include.

• Marketable debt instruments when the interest rate or foreign exchange rate risk is hedged at inception by a related donative
instrument. V.> record die gains 01 losses of these investments arising from changes m fan value due to interest rate and currency
market fluctuations and credit market volatility, offset by losses or gains on the related derivative instruments, m interest and other,
net We alsc designate certain floating-rate secunozed financial instruments, pnmaniy asset-backed securities purchased after
December 30. 2006. as trading assets,

• Equity ifrunric- opening deferred compensation when the investments seek to offset changes in liabilities related to equity and
other naarket risks of certain deferred compensation arrangements. We offset the gains or losses from changes m feir ralue of these
equity securities against losses or gams on the related liabiliues and include them in interest and other, net.

• Marketable equity seairitie: when we deem the investments not to be strategic m nature at the time of original classification, and
generally have the ability and intent to mitigate equity market nd: through the sale or the use of derivative instruments For these
marketable equity securities, we include gains or losses from changes in fur value, primarily offset by losses or gains on related
derivative instruments, m gams (losses) on other equity investments. Let.

Debt Instrument lurestmenh

We classify available-for-sale debt instrumems with original maturities at the date of purchase greater than approximately three mourns and
remaining maturities less than one vear as short-term investments. We classify available-for-sale debt instruments with remaining maturities
greater than one year as other long-term investments. We account for cost basis loan participation Dotes at amortized cost and classify them
as short-term investments and other long-term investments based on stated matunues.

Avaitable-for-Sale Inrexmtnis

Investments that we designate as avaikb!e-for-sale are reported at fair value, with unrealized «"« and losses, net of tax. recorded m
accumulated other comprehensive income (loss). We determine the cost of the investment sold based on the specific identificanon method.
Our available-for-sale investments include:

• Marketable debt instruments when the interest rate and foreign currency risks are not hedged at inception of die investment or
when our designation for trading assets is not met We hold these debt instruments to generate a return commensurate with three-
month OBOE.. We record the interest income and realized gams and losses on the sale of these instrument; in interest and other,
net

• Marketable equity ;ecurine: when the investments are considered strategic in nature at the ft"*1 of original classification or there
are barriers to mitigating equity market nsk through the sale or use of derivative instruments at die time of original classification.
We acquire these equity investments for the promotion of business and strategic objectives. To the extent that these investments
continue to have strategic value, we typically do not attempt to reduce or eliminate the inherent equity market risks through
hedging activities. We record the realized ™i™ or losses on the sale or exchange of marketable equity securities m gams (losses)
on other equity investments, net

Son-MarteMblf and Other Equity btvtsttnatts

We account for non-marketable and other equity investments under either the cost or equity method and include them in other long-term
assets. Our non-marketable and other equity investments include:

• Equin method mveifmmB when we hare the ability to exercise significant influence, but not control over the mvestee. We record
equity method adjustments m gams (losses) on equity method investments, net. and may do so with up to a one-quarter lag. Equity
method adjustments include: our proportionate share of irmestee income or loss, gains or losses resulting from mvestee capital
transactions, adjustments to recognize certain differences between out carrying value and our equity in net assets of the investee at
the date of investment impairments, and other adjustments required by the equity method. Equity method investments include
marketable acd ncn-markettble investments.

• ^'on-marketable tost method imesTmena when the equity method does not apply. We record the realized gains or losses on (be sale
of non-marketable cost method investment in gains (losses) on other equity investments, net
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IMIL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continnrd)

Other-Tiuai-Ttinporttty Impairment

Mofouravailabie-for-saleim-esmieECandncn-inaileQble andodiere^ impairment review.
Investments are considered to be impaired when a decline in fair value is judged to be other-than-temporary, for lie following investments:

• ilarlKtablf equity secvritiK when the resulting fair •ralue >s significantly below cost basis and'cr the significant decline has lasted
for ail extended period of time. The evaluation diat we use to determine whether a marketable, equity security is other man
temporarily unpaired is based on the specific facts and circumstances present at the time of assessment, which include the
consideration of general market conditions, the duration and extent to which the fair value is below cost and our intent and ability
to bold the investment for a sufficient period of time to allow for recover.1 in value in me foreseeable future. We also consider
specific adverse conditions related to the financial health of and business outlook for the mvestee. including industry and sector
performance, changes in technology, operational and financing cash flow factors, and changes in the mvestee's credit rating

• ^on-marketable equity investments when events or circumstances are identified that would significantly harm the fair value of the
investment and the fan value is ugmficantly below cost basis and1 or the significant decline has lasted for an extended period of
time. The mdicatois that we use to identify those events and circumstances include

• the tnvestee s revenue and earning trends relative to predefined milestones and overall business prospects:
• the technological feasibility of the investee s products and technologies;
• the general market conditions in the investee's industry or geographic area, including adverse regulatory or economic

chaoses;
• factors related to the tnvestee's ability to remain m business, such as the investee's liquidity, debt ratios, and the rate at

which the mvestee is usmg its ™"=ly and
1 the investee s receipt of additional funding at a lower valuation. If an investee obtains additional funding at a valuation

lower man our carrying amount or a new round of equity faunae is required for me tnvestee to remain in business and
the new round of equity does not appear imminent, it is presumed that the investment is other than temporarily unpaired,
unless specific facts and circumstances indicate otherwise

' Marketable deb; in:mtmf>!" when the fair value ti significantly below amorazK cost and'or the significant decline has lasted for
an extended period of time and we do not have the intent and ability to hold the investment for a sufficient period of tune to allow
for recovery in the foreseeable future. The evaluation that we use to determine whether a marketable debt instrument is other man
temporarily unpaired is based on the specific facts and circumstances present at the time of assessment which include the
consideration of the financial condition and liquidity of the issuer, the issuer's credit rating, specific events mat may cause us to
believe mat the debt instrument will not mature and be paid in full and the duration and extent to which the fair value is below
cost

Investments that we identify as having an indicator of impairment are subject to further analysis to determine if the investment is other than
temporarily unpaired, m which case we write down the investment to its fair value. We record impairment charges for

• marketable equity securities and non-marketable cost method investment; m gains (losses) on other equity investments, net;
• non-marketable and marketable equity method investments m gams (losses) on equity method investments, net; and
• marketable debt instruments m interest and other, net
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTNA>X1AL STATEMENTS (Continued)

Derivatn-f financial Instruments

Our primary objective for holding derivative financial instruments is to manage currency exchange rate risk and interest rate risk, and to a
lesser extent, equity market nst and commodity price risk. Our derivative financial instruments are recorded at fan value and are included
in other current assets, other long-term assets, other accrued liabilities, or other long-term liabilities. Derivative instruments recorded as
assets totaled S173 million as of December 27, 20QS (S11S million as of December 29, 2007). Derivative instruments recorded as liabilities
totaled S299 million as of December 27. 2008 (SI 30 million as of December 29. 2007). For farmer discussion of our derivative instruments,
see "Note 8: Derivative Financiai Instruments"

Oar accounting policies for derivative financial instruments are based on whether the)* meet me criteria for designation as cash flow or fair
value hedges. A designated hedge of the exposure to variability mthe future cashflows of an asset or a liability, or of a forecasted
transaction, is referred to as a cash flow hedge A designated hedge of me exposure to changes in fair value of an asset or a liability, or of
an unrecognized firm commitment is referred to as a fair value hedge. The cntena for designating a derivative as a hedge mchide the
assessment of the instrument s effectiveness in risk reduction, matching of me derivative instrument to its underlying transaction, and the
probability that the underlying transaction will occur. For derivatives with cash flow hedge accounting designation, we report the after-tax
gain or loss from the effective portion of the hedge as a component of accumulated other comprehensive income (loss) and reclassify it into
earnings in the same period or periods m which the hedged transaction affects earnings, and within the same income statement line item as
the impact of the hedged transaction For derivatives with fair value hedge accounting designation, we recognize gams or losses from the
change in fair value of these derivatives, as well as the offsetting change in the fait value of the underlying hedged item, in earnings.
Derivatives that we designate as hedges are classified m the consolidated statements of cash flows in the same section as the underlying
item, primarily within cash flows from operating activities.

We recognize gains and losses from changes m fair values of derivatives that are not designated as hedges for accounting purposes within
the income statement Ime item most closely associated wifli the economic underlying, primarily m interest and other, net except for equity-
related gams or losses, which we primarily record m gams (losses) on other equity investments, net Derivatives not designated as hedges
are classified in cash flows from operating activities.

As part of out strategic investment program, we also acquire equity derivative instruments, such as warrants and equity conversion rights
associated with debt instruments, which we do not designate as hedging instruments U'e recognize the gams 01 losses from changes m fair
values of these equity derivative instruments in gams (losses) on other equity investments, net.

\leawrement of Effectiveness
• Egecthvness far forwards is generally measured by compannE the cumulative change in the fair value of the hedge contract with

the cumulative change m the present value of die forecasted cash flows of the hedged item. For currency forward contracts used m
cash flow hedging strategies related to capital purchases, forward point are excluded- and effectiveness is measured using spot
rates to value both the hedge contract and the hedged item. For currency forward contracts used m cash flow hedging strategies
related to operating expenditures, forward points are included and effectiveness is measured using forward rates to value both die
hedge contract and the hedged item

• Effectiveness for currency option: and equity option: with hedge accounting designation is generally measured by comparing the
cumulative change in die fair value of the hedge contract with the cumulative change in the fair value of an option instrument
representing the hedged risks m the hedged item for cash flow hedges. For fur value hedges, time value is excluded and
effecnveness is measured based on spot rates to value both the hedge contract and the hedged rtem.

• Efftcthtneis for imertx rate swaps is generally measured by comparing the change in fair value of the hedged item with the
change in fair value of the interest rate swap.

If a cash flow hedge were discontinued because it was no longer probable mat the original hedged transaction would occur as anticipated.
the unrealized gam or loss on the related derivative would be reclassified into earnings. Subsequent gains or losses on the related derivative
instrument would be recognized m income m each period until the instrument matures, is terminated, is re-designated as a qualified hedge,
or is sold. Any ineffective portion of both cash flow and fair value hedges, as well as amounts excluded from the assessment of
effectiveness, is recognized in earnings m interest and other, net
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Securities Leading

We may enter into securities leading agreements with fitann*] msntutioiis. generally to facilitate hedging and certain Investment
transactions. Selected secunnes may be loaned secured by collateral in me form of cast or securities. This loaned securities continue to be
earned as investment assets on our consolidated balance sheets. Cash collateral is recorded as an asset with a corresponding liability. Fee
lending aeieemests collaterahzed by securities, we do not record the collateral as an asset or a liability, unless die collateral is repledged.

Inventories

U> compute inventory cost on a cuirecLy adjusted standard basis (which approximates actual cost on an avenge or first-in. fast-out basis).
The valuation of inventory requires us to estimate obsolete or excess inventory as well as im-entoiy that is not of saleable quality. The
detenmnation of obsolete or excess inventory requires us to estimate the future demand for our products It is reasonably possible mat our
estimate of future demand for our products could change in die near term and result in additional inventory write-offs, which would
negatively impact our gross margin. Inventory in excess of saleable amounts is not valued and the remaining inventory is valued at the
lower of cost or market Inventories at fiscal year-ends were as follows:
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(In Minions)

Pan- materials
Work in process
Finished fomh

Total inventories . .

MM

S 60S
1577
1.559

S 3.744

!W~

S 507
1440
1.403

S 3J70

Property, Plant end Equipment

Property, plant and equipment net at fiscal year-ends was as follows:

(UMBJ.1DS)

I jmd 2<TiH btnMmes

Machinery a-nJ «jnipm«it

Construction in progress

Lesc ' accumulated depreciation

Total propem\ plant and equipment, net

:oos

S 16546
28 8P

"> 730

48,088
(303441

S 17,544

2007

S 15.267
27754

3 Oi l

46.05:
P91J4)

S 1«,918

We state property, plant and eqinprnnit at cost less accumulated depreciation. We compute depreciation for finanoal reporting purposes
using the araight-line method over the following estimated useful lives: machinery and equipment I! to 4 ">•:;:. buildings, 4 to 40 years.
We regularly perform reviews if facts and circumstances indicate that the canyiag amount of assets may Dot be recoverable or that the
useful life is shorter than we had originally estimated We assess the recoverability of our assets held for use by comparing the projected
undiscomited net cash flows associated with the related asset or group of assets orer then remaining estimated useful lives against their
respective carrymE amounts. Impairment if any, is based on the excess of the carrying amount over the fair value of those assets. If we
determine that the useful lives are shelter than we had originally estimated we depreciate the net book value of the assets over the eeivly
deteimmed remaining useful live: For a discussion of restructuring-related asset impairment charges, see "Note 15: Restructuring and Asset
Impairment Charees."

We identify property plant and equipment as held for sale when it meets the criteria ofSFASNo. 144. "Accounting for Impairment or
Disposal of LcnE-Lived Assets." We reclassify held for sale assets to other current assets and cease recording depreciation.



696 Appendix

mar27068_app_678-748.indd   696mar27068_app_678-748.indd   696 11/13/09   7:38:25 PM11/13/09   7:38:25 PM

INTEL CORPORATION
NOTES TO CONSOLIDATED FTNA.VX1AL STATQfENTS (Contmutd)

We capitalize interest on borrowings related to eligible capital expenditures. We add capitalized interest to the cost of qualified assets and
amortize it over the estimated useful lives of die assets. We record capital-related government giants earned as a reduction to property, plant
sue equipment

We record goodwill when the purchase price of an acquisition exceeds the estimated fair value of the net identified tangible and intangible
assets acquired Each war during the fourth quarter, we perform an impairment review foe each reporting unit using a fair value approach
Reporting units may be operating segments as a whole or an operation one level below an operating segment, referred to as a component. In
detennimng me carrying I'ahie of d»e reporting unit we make an allocation of our manufacturing and assembly aod test assets because of
the interchangeable nature of our manufacturing and assembly and test capacity. We base this allocation on each reporting unit's relative
percentage utilization of the manufacturing and assembly and test assets m die event that an individual business witbm a reporting unit is
divested, we allocate goodwill to that business based on its fair value relative to its reporting unit For further discussion of goodwill, see
"Note 13: GoodwiU.""

Idtnrifird Intangible Anns

Intellectual property assets primarily represent rights acquired under technology licenses and are generally amortized on a straight-line basis
over the periods of benefit ranging frcm 3 to 17 yeais. We amortize acquisition-related developed technology on a straight- lire bails over
approximately 4 years. We amortize other intangible assets over 4 years. We classify all identified intangible assets within other long-term
assets. In the quarter following the period in which identified intangible assets become fully amortized, me fully amortized balances are
removed from die gross asset and accumulated amortization amounts. For further discussion of identified intangible assets, see 'Note 14:
Identified Intangible Assets."

We perform a quarterly review of identified intangible assets to determine if facts and circumstances indicate thai the useful life is shorter
than we had originally estimated or that die earning amount of assets may not be recoverable If such facts and circumstances exist we
assess me recoverabihty of identified intangible assets by comparing the projected undisccunted net cash flows associated with me related
asset or group of assets over their remaining lives against their respective earning amounts Impairments, if any. are based on the excess of
the earning amount over the fair value of those assets.

We generally sell products with a limited warranty OB product quality and a limited indemnification for customers against intellectual
property mfhoiemerit claims related to our products. We accrue for known warranty and indemnification issues if a loss is probable and can
be reasonably estimated, and accrue fbi estimated incurred bat unidentified issues based on historical activity The accrual and die related
expense for known issues were not significant during the periods presented. Due to product testing and the short time typically between
product shipment and the detection and correction of product failures, and considering the historical rate of payments on indemnification
claims, the accrual and related expense for estimated incurred but unidentified issues were not significant during the periods presented.

Revmur Recognition

We recognize net revenue when die earnings process is complete, as evidenced by an agreement with the customer, transfer of title, and
acceptance, if applicable, as well as fixed pricing and probable collectibdity. We record pricing allowances, including discounts based on
contractual arranjemenfi with customes when we recognize revenue as a reduction to bodi accounts receivable and net revenue Becanse
of frequent sales price reductions and rapid technology* obsolescence m the industry, we defer the revenue and related costs of sales from
sales made to distributors under agreements allowing price protection and'or right of return mil me distributors sell the merchandise. The
right of return granted generally consists of a stock rotation program m which distributors are able to exchange certain products based on
the number of qualified purchases made by the distributor. Under the pnce protection program, we give distributors credits for the
difference between the original price paid and die current price that we offer. We record the net deferred income from sales to distributors
on our balance sheet as deferred income on shipment; to dianbuton. We include shipping charges billed to customers m net revenue, and
include lie related shipping costs in cost of safes,
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DTTIL CORPORATION
NOTES TO C ONSOUDXTED FIS'ANXIAL STATEMENTS {Contmned)

Cooperative advertising jrogtams reimburse customers for marietmgactrcnies for certam of our products. subject to defined criteria. We
accrue cooperative advertising obligations and record the costs at lie same time mat tiie related revenue is recognized. Ht record
cooperative advertising costs as marketing. general and administrative expenses to the extent that an advertising benefit separate from the
revenue transaction can be identified and the fair value of that advertising benefit received is detenainable. We record any excess in cash
paid over the fen value of the advertising benefit received as a reduction m revenue. Advertising cost recorded within marketing, general
and administrative expenses were $1 . E6 billion m 2008 ($1 .50 billion in 2007 and £2.32 billion in 2005).

Employer Equity Incentive Flora

We have emplovee equity' incentive plans, which are described more fully m "Note 19: Employee Eijmty Incentive Plans " Effective January
1 . 2006. we adopted the provisions of SFAS No. 123 (revised 20M), "Share-Based Payment" (SFAS No. 123(R». SFAS No. 123(R)
requires employee equity awards to be accounted for under the fan value method. Accordingly, we measure share-based compensation at
the grant date based on the fair value of die award-

Udder tile modified prospective method of adoption for SFAS No. 123(R). the compensation cost that we recognized beginning in 2006
includes compensation cost for all equity incentive awards granted prior to but oat yet vested as of January 1, 2006. based on the grant-date
fak valiw estimated in accordance with the original provisions of SFAS No, 123. and compensation cost for all equity incentive awards
granted subsequent to January 1. 2006, based on the grant-date fan value estimated in accordance with the provisions of SFAS No. 123(R).
We use the straight-hue attribution method to recognize share-based compensation over the service period of die award. Upon exercise.
cancellation, forfeiture, or expiration of stock options, or upon vesting or forfeiture of restricted stock units, we eliminate deferred tax assets
for options and restricted stock units with multiple vesting dates for each vesting period on a fint-m. first-out basis as if each vesting period
were a separate award.

Af counting Changes

Fiscal Hear 2006

Effective at the end of fiscal year 2006, we adopted the provisions of SFAS No. 158, "Employers' Accounting for Defined Benefit Pension
and Othef Postretiremen! Plans— m amendment of FASB Statements No. S7. 8£. 106. and I32(Rr(SFASNo. 158). SFAS No. 158 requires
dut fe fimded status of defmed-bene&t postretiremen! plans be tecognized en our consolidated balance sheets and that changes in the
funded stams be reflected in other comprehensive mcome. SFAS No 158 also requires that the measurement date of the plans funded
status be the same as our fiscal year-end. Prior to adopting the provisions of SFAS No. 158, tie measurement date for all non-U.S, plans
was 011: fiscal year-end and the measurement date for the US. plan was November. Therefore, the change m measurement date had an
insignificant impact on the projected benefit obligation and accumulated other comprehensive income (loss). Upon adoption of SFAS No.
US in 2006, we recorded an adjustment net of tax. of S210 million to accumulated other comprehensive income (loss).

Fiscal Tear 2007

In fiscal year 2007, we adopted ETTF Issue No. 06-2, "Accounting for Sahbalical Lea™ and Other Similar Benefits Pursuant to FASB
Statement No. 43" (hill- 06-2) tilt 06-2 requires companies to accrue the cost of these compensated absences over the service penod.
We adopted ETTF 06-2 through a cumulative-effect adjustment resulting m an additional liability of S28Q mill inn additional deferred tax
assets of $99 million, and a reduction in retained earnings of SI 81 million at the beginning of 2007.

We also adopted Financial Accounting Standards Board (FASB) Interpretation No. 4B_ "Accounting for Uncertainty m Income Taxes — m
interpretation of FASB Statement No. 109" (FIN 4S). and related guidance m fiscal year 2007. Forfiinher discussion, see "Note 23: Taxes'

Advfrtising
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Fiscal Tear 200S

la the first quarter of 2008, we adopted SFAS No. 157, 'Tair Vafae Measurements*' (SFASNo. 157). for aU financial assets and financial
liabilities. and for all DOB-financial assets and non-financial liabilities recognized or disclosed at fiiir value in the fiTiinfial statements on a
recumi^ baas (at least annually). SFASNo. 157 defines fair value, establishes a framework for measuring fair value, and enhances fair
value measurement disclosure. The adoption of SEAS No. 157 did aot have a significant impact on our consolidated financial statements,
and the resulting fail values calculated under SFAS No 157 after adoption were not significantly different from me fair values that would
have been calculated under previous guidance For further details on our fair value meas-uremenis, see 'Note 3: Fair Value."

In February 2008. the FASB issued FASB StaffPositioii (FSP) 157-1, "Application of FASB Statement No. 157 to FASB Statement No. 13
and Other Accounting Pronouncements That Address Fair Value Measurements for Purposes of Lease Classification or Measurement under
Statement 13" (FSP 157-1). and FSP 157-2, "Effective Date of FASB Statement No. 157" (FSP 157-2). FSP 157-1 amends SFAS No. 157
to remove certain leasing transactions from its scope and was effective upon initial adoption of SFAS No. 157. FSP 157-2 delays the
effective date of SFAS No. 157 for all non-financial assets and non-financial liabilities (for further details, see "Recoil Accounting
Pronouncements" below).

In October 2008. die FASB issued FSP 157-3. "Determining the Farr Value of a Financial Asset Ifrhen me Market for That Asset Is Not
Active" (FSP 157-3). FSP 157-3 clarifies the application of SFAS No. 157 in a market that is not active, and addresses application issues
such as the use of internal assumptions when relevant observable data does not exist the use of observable market information when the
market is not active, and the use of market quotes when assessing the relevance ofobsetvableandnnotservable data. FSP 157-3 is effective
for all periods presented m accordance with SFAS No 157. The adoption of FSP 157-3 did not have a significant impact on our
consolidated financial statements or the fair values of our financial assets and liabilities.

In the first quarter of 200S. we adopted SFAS No 159. SFASNo. 159 permits companies to choose to measure certain financial instrument:
and other nuns at fan" value using an instrument-by-instrument electicm. The standard requires unrealized gams and losses to be reported m
earnings for items measured using the fair value option. For further discussion, see '''Note 3: Fair Value,"

SFASNo. 159 also requires cash flows from purchases, sales, and maturities of trading securities to be classified based on the nature and
purpose for which the securities were acquired, '̂e assessed the nature and purpose of OUT trading assets and determined that our
marketable debt insmunents will be classified on me statement of cash Cows as investing activities, as they are held wtfh the purpose of
generating returns. Our eqmry securities offsetting deferred compensation -.nil counnue to be classified as operating acirdnes. as they are
maintained to offset changes m liabilities related to the equity market ni of certain deferred compensation arrangements. SFAS No. 159
does not allow for retrospective application to penods prior to fiscal year 2008; therefore, all trading asset activity for prior periods mil
continue to be presented as operating activities on the statement of cash flows.

Staff Accounting Bulletin No. 110 (SAB 110) issnedby the U.S. Securities and Exchange Commission (SEC) was effective for us
beginning in the first quarter of 2008, SAB 110 amends the SEC s Mews discussed in Staff Accounting Bulletin No. 107 (SAB 107)
regarding the use of the simplified method in developing estimates of the expected lives of share options in accordance with SFAS No.
123(R). The ammfhuMtf in part allowed the continued use. subject to specific criteria, of the simplified method m estimating the expected
Irves of share options granted after December 31. 2007. We will continue to use the simplified method until we have the historical data
necessary to provide reasonable estimates of expected lives m accordance with SAB 107, as amended by SAB 110.

Rftfitt Accounting Pranountanents

In December 2007. the FASB issued SFAS No. 141 (revised 2007), '-Business Combinations" {SFAS No. 14100). Under SFAS No. 141(R),
an entity is required to recognize the assets acquired, liabihnes assumed, contractual contingencies, and contingent consideration at their
fair value on the acquisition date It fiirther requires that acquisition-related costs be recognized separately from the acquisition and
expensed as incurred, restructuring costs generally be expensed in penods subsequent to the acquisition date, and changes in accounting for
deferred tax asset valuation allowances and acquired income tax uncertainties after the measurement period impact income tax expense. In
addition, acquired in-process research and development is capitalized as an intangible asset and amortized over its estimated useful life. The
adoption of SFAS No. 141(R) will change our accounting treatment for business combinations on a prospective basis beginning in the first
quarter of fiscal year 2009.
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ran CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

In February 2008, the FA S3 issued FSP 157-2, which delayed the effective date of SFAS No. 157 for all non-financial assets and non-
financial liabilities, except for items that are recognized or disclosed at fair value in lie financial statements on a recurring basts (at least
annually), until the beginning of the first quarter of fiscal year 2009. The adoption of SFAS No. 1ST for non-financial assets and non-
financial liabilities that are not measured at fan* vahie on a recurring basis is not expected to have a significant impact on our consolidated
financial statements.

In March 2008. die FASB issued SFAS No. 161. "Disclosures about Derivative Instruments and Hedging Activities—an amendment of
FASB Statement No. 133" (SFAS No. 161). The standard requires additional quantitative disclosures (provided m tabular form) and
qualitative disclosures for deirrative instruments The required disclosures include now derivative instruments and related hedged items
affect an entity's financial position, financial performance, and cash Sows; the relative volume of derivative activity: the objectives and
strategies for using derivative instruments: the accounting treatment far those derivative instruments formally designated as the hedging
instrument in a hedge relationship; and the existence and nature of owht-nsk-related contingent features far derivatives. SFAS No. 161 does
not change the accounting treatment for derivative instruments SFAS No. 161 u effective for us beginning in the first quarter of fiscal year
2009,

In May .2008, the FASB issued FSP Accounting Principles Board (APB) Opinion 14-1, "Accounting for Convertible Debt Instruments Thai
May B* Settled in Cash upon Conversion (Including Partial Cash Setdement)" (FSP AFB 14-1), FSP APB 14-1 requires recognition of both
the liability and equity components of convertible debt instruments with cash settlement features. The debt component is required to be
recognized at the fan value of a similar instrument that does not nave an associated equity component. The equity component is recognized
as the difference between the proceeds from the issuance of me note and the fan value of me liability. FSP APB 14-1 also requires an
accretion of the resulting debt discount over the expected life of the debt Retrospective application to all periods presented is required. This
standard is effective for us beginning in the first quarter of fiscal year 2009 and will change the accounting for our junior subordinated
convertible debentures issued in 2005. The adoption of FSP APB 14-1 is expected to result in a decrease m our long-term debt of
approximately S700 million: an increase m our deferred tax liability of approximately S275 million: an increase tn our stockholders' equity
of approximately $450 million: and an increase in our net property, plant and equipment of approximately S25 million as of the beginning
of the first quarter of fiscal year 2009. The adoption of FSP APB 14-1 mil not result m a change to our pnor-penod consolidated statements
of income, as the interest associated with our debt issuances is capitalized and added to the cost of qualified assets

In December 2008, the FASB issued FSP 132(R)-1. "Employers' Disclosures about Postretiremens Benefit Plan Assets" (FSP 1 J2(R)-1),
FSP132(R)-1 requires additional disclosures for plan assets of defined benefit pension ot other postrearement plans. The required
disclosures include a description of our mvestmect policies and strategies, the fair value of each major category of plan assets, the inputs
and valuation techniques used to measure the fair value of plan assets, the effect of fair value measurements using significant unobservable
mputs on changes m plan, assets, and the significant concentrations of nsk wntin plan assets. FSP 132(R)-1 does not change me accounting
treatment for postretirement benefits plans. FSP 132(10-1 is effective for us for fiscal year 2009.

Note,?: Fair Value

Our financial instruments are earned at fair value, except for cost basis loan participation notes, equity method and cost method
investments, and most of onr long-term debt SFAS No 157 defines fair'raloe as the price that would be received from selling an asset or
paid to transfer a Lability m an orderly transaction between market participants at the measurement date When determining fair value, we
consider the principal or most advantageous market m which we would transact and we consider assumptions that market pamcipants
would use when pricing the asset or liability, such as inherent risi, transfer restrictions, and risk of non-performance.

6S
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTNAXOAL STATEMENTS (Continnrf)

Our financial instrument; carried at fair value are detailed in die tables below, and die carrying values of our trading assets and available-
for-sale investments for 2008 and 2007 are detailed m "Note 4: Trading Assets" and "'Note 5: Available-for-Sale Investments." The fair
vahie of our cost basis loan participation notes approximated the carrying vahie as of December 27. 200S (the fail value exceeded lie
carrying value by approximately $50 million as of December 19, 2007). We did not hold any marketable eqmry method investments as of
December 27.2008: however, as of December 29. 2007. the fan- value of our marketable equity method investment exceeded the carrying
vahie by S U million The fan value of our non-marketable equity investments exceeded the carrying value by approximately S300 million
as of December 27. 2008 and included gross unrealized losses of approximately SIOO million, a majority of which were in a continuous
unrealized loss position for less than 12 months. The fair value of our non-marketable equity investments exceeded the earning vahie by
approximately $600 million as of December 29.2007. The fair value of these investments takes into account the movements of me equity
and venture capital markets as well as changes in the interest rate environment and other economic variables.

The fair vahie of our long-term debt was approximately S280 million lower than the carrying value as of December 27. 2003 (the fair value
exceeded the canymg value by approximately $65 million as of December 29. 2007). The fair value of our long-term debt takes into
consideranon credit rating changes, equity puce movements, interest rate changes, and other economic variables

Fair Vo.fat Bitrarthy

SFAS No. 157 estabbsbes three levels of inputs that may be used to measure fair value:

Lewi 1. Quoted prices in active markets for identical assets or liabilities.

Level 1 assets and liabilities consist of certain of our money market fund deposits and marketable debt and equity instruments, including
equity securities ofisettmg deferred compensation, dial are traded in an active market with sufficient volume and frequency of transactions.

Level 2. Observable inputs other man Level 1 prices, such as quoted prices for similar assets or liabilities, quoted paces in markets with
insufficient volume or infrequent transactions (less active market), or model-derived valuations in which all significant inputs are
observable or can be derived principally from or corroborated with observable market data for substantially me full term of me assets or
liabilities.

Level 2 assets consist of certain of our marketable debt and equity instruments with quoted market prices that are traded m less active
markets or priced using a quoted market price for a-mihr instruments. Level 1 assets also include marketable debt instruments priced using
non-binding market consensus prices mat can be corroborated wnh observable market data, marketable equity securities with security-
ipecific restrictions that would transfer to the buyer, as well as debt instruments and denvarrve contracts priced using inputs that are
observable in (he market or can be derived principally from or corroborated with observable market data. Marketable debt instruments m

this category generally include commercial paper, bank time deposits, municipal bonds, certain of our money market fund deposits, and a
majority of floating-rate notes and corporate bonds.

Lewi}. Unobservable inputs to the valuation methodology that are significant to me measurement of the fair value of assets or liabilities.

Level 3 assets and liabilities include marketable debt instruments, non-marketable equity investments, derivative contracts, and company-
issued debt whose values are determined using inputs that are both unobservable and significant to the values of the instruments being
measured. Level 3 assets also include marketable debt instruments that are priced using non-binding market consensus puces or non-binding
broker quotes mat we were unable to corroborate with observable market data Marketable debt instruments in this category generally
include asset-backed securities and certain of our floating-rate notes and corporate bonds.
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Assetsfljabilitie! Measured as Fair Value on a Recurring Basis

Assets and liabilities measured at fair \alne on a recumng basis, excluding accrued interest components, consisted of the Mowing types of
instrument as of December 27, 2008:

fl, MHIiias)

.\55efc

Commercial paper
Bant time deposits
Money market food deposits
Floating-rate note; . ..
Corporate bonds
Asset-backed securities
Municipal bonds
Ma&etable equity securities
Equity securities of&etimg deferred

compensation
Derivative assets

Jar Valie \feuvrcmuft at Reporting Date Vang

QHttd Pnc« in
A( nvt MiEl.fi,

for Idtntkal
IlLj tTUIDfD ['

(L«-d 1)

373
126
26

308

299

St-ai&f u( Other
Ob-.en-jW*

Input 1

(L»v(l2J

Siguficnt
l'aob-.(n-jbl*

(Ltvtli)

438 7 S

«3
49

5,997
m
3B3
44

158

- S

392
163

1.083

15

Total

4.3S7
633
422

6,515
783

1.083
383
352

299
173

Total assets mt:nuitd at fair value 1.131 S

Liabilities
Long-term debt . ..
Derivative liabilities

Total liabilities measured at fair value . . . S

- S

— S

— s
274

274 S

122 S
25

147 S

122
299

421

Assets and Labilities measured and recorded at fair value on a recurring basis, excluding accrued interest components, were presented OD
our consolidated balance sheets as of December 27. 2008 as Mows:

Fair Yalit UeaszremHft at Reportug Date L'ang
Quoted Plice: in
Artnt Markets

for IdcDtkal
ImtniiKmt^

(I^vd 11flu MiDion.; I

Assets
Cash And cash cqin\alents
Short-Kim mvesmeus

Other current assets
Marketable equitv securities.
Other long-term investments
Odier long-term assets

Total assets measured at fail vatur

336
149
328

308
11

Sijmfitani Otttr
Ob-.snjbl*

I - : u ' j l .
(L««12)

1,132 S

2,771
4,953
2.020

158
44

2.29S

Stgmificjmt
Unob-jrv^blf

lapoh
(Level 3)

13,245 S

- S
227
S14

3

597
12

1,653 $

Total

3.108
5.329
3.162

161
352

2.906
12

15.030

Li .11 ill tie'.
Other accrued liabilities.
Long-term d*bt
Other bug-term liabilities

Total liabiiiliK measured at fair value

S

S  - J

S U?J S 15,030i:.ufS

S  i S

S

S

S

- S

—

— S

36

—
38
274

S

S

25
122
—

147

S

S

261
122
38
4:i
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AH of our long-term debt was eligible for the fair value option allowed by SFAS No. 159 as of the effective date of the standard, however.
we elected the fair value option only for the bonds issued in 2007 by the Industrial Development Authority of the City of Chandler, Arizona
(2007 Arizona bonds). In connection with the 2007 Anzona bonds, we entered into an interest rate swap agreement that effectively convert:
the fixed rate obligation on the bonds to a Seating LEBOR-based rate. As a result changes in the fair value of tbs debt are primarily offset
by changes m the fan- value of the interest rate swap agreement without the need to apply the hedge accounting provisions of
SFAS No. 133, 'Accounting for Derivative Instruments and Hedging Activities" (SFAS No. 133). We elected not to adopt SFAS No. 159 fcr
our Arizona bonds issued in 2005. since the bonds were carried at amortized cost and -were not eligible to apply the hedge accounting
provisions of SFAS No. 133 due to die use of non-derivative hedging instruments. The 2007 Anzona bonds are included within the long-
term debt balance on our consolidated balance sheets. As of December 27, 200S and December 29. 2007, no other long-term debt
instruments were similar to the instrument for which we have elected the SFAS No. 1 ?9 fair vahie treatment

The fair -value of the 2007 Arizona bonds approximated its ourying value it (he tune we elected the fair value opnco under SFAS No 139.
As such, we did not record a cumulative-effect adjustment to the beginning balance of retained earnings or to the deferred tax liability. As
of December 27, 2008, the fair vshie of the 2007 Arizona bonds did not significantly differ from the contractual principal balance. The fair
vahw of the JOC Anzona bonds \vr-: determined using mputs that are observable m the market or that can be derived from or corroborated
with observable market data as well as significant unobservable inpurts. Cams and losses on the 2007 Anzona bonds are recorded in interest
and other, net on the consolidated statements of income. We capitalize interest associated with the 2007 Arizona bonds. We add capitahzed
interest to the cost of qualified assets and amortize it o\s the estimated useful lives of the assets.

The table below presents a reconciliation for all assets and liabilities measured at fair value on a recurring basis, excluding accrued interest
components. ™n; significant unobservable inputs (Level 3) for 2008:

FJ Yiia MHammts La^ Siprtcm t'aabigniite Iipab (Lori J)

(laMJlbMS)

Balance as of December », 2007

Transfers from long-torn to
short-terni investments
Total gams 01 losses (realized and

unrealized):
Included in earnings
Included is other comprehensive

income
Purchases, sales, issuances, md

settlements, net
Transfers in (om^ «f 1 w»1 '

B.tl.irce as of December !7, :008

Tie amount of total pint or losses for the
period included in earnings attributable to
the changes in unrealized gains or losses
related to sise :; and labilities still held as
of December 21. 2008

Odur
Sbart-THiD Trata« Lwf-Tem
bmsbmti Asxb tatsoant

S 798 S 1,00-t $ 771

229 — (229)

(8J) 02)

1 — (50)

(631) (12) 543
(170) (95) <41fl

S ::: S su $ 597

S — S f83> $ (22)

(Ma
CBtT«tlDd OdKT
Lgae-Tim Accratd Lug-lull Total Cos

A:sm LBbttfe M)t :T . - - - - .

s 18 s (i?) $ :>:

4 (13) 3 (111)

— — — (490

(10) 3 -
3 — —

5 15 S (IS) S <m)

S S (131 S i S (111)

n

4
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Gains and losses (realized and unrealized) included m earnings for (he year ended December 27. 2003 are reported in interest and other, net
and gains (losses) on other equity investments, net on the consolidated statements of income, as follows:

20M

Interest and
Otter, Nt!

Gains (Lou*s)
on Other Equity
Invt:tnMnl .. Net

(115) S

(115) S

Total rains (losses) included in earnings
Change in unrealized earns (losses) related to assets and liabilities still held as of

December 27, 2008"

Atfttvliabilitift Mmmed at Fair fahte on a Xon-reeui-iing Basis

The following table presents the financial instruments that were measured at ran value on a non-recurring basis as of December 27, 200!,
and the gams (losses) recorded during 2008 on those assets:

Fail Valot Mel: or «1 Using

Clearwire Communications, LLC.
NunoBj'xB.V1

Other non-marketable equity
investments

Camping
Vnlnt as of

December 2 T,
2001

S
S

238
4S4

Quted Prim in
Atttrt Markets

for Identical
luUiiuuft

(LKiil)

S —
s —

s
s

Significant
Other

Ob'rfniM*
Inputs

Oj**iy
23B

—

Sigufifui
L'DoburniUc

ID pars
(Ltvtl A)

$ -
S 503

Total Cains
(Losses) fir 12
Months Ended
December 27,

2M8

S
s

Pffl)
(250)

W 5  - S  - S  &4  C200 )

Total |iin5 (lossK) (or a«M5 held
» of December r. 2003..

Cams (losses) for assets DO longer
held

Total gains (lois») for
oon-i'Karrinf measurement. .

' Our carrying value as of December 27, 200S did not equal our fair value measurement as the time of impairment due la the
subsequent recognition ofequin method adjiatmena.

A portion of our non-marketable equity mvestmenE were measured at fair value during 2008 due to events or circumstances we identified
that significantly impacted the fair value of these umeslmails, resulting in olte-tban-temporary impairment charges.

Dunne the fourth quarter of 2008. we recorded a S762 million impairment charge on our im'estment m Clearwire Communications. LLC
(Clearwire LLQ to write down our investment to its fair value, primarily due to the fair value being significantly lower than the cost basis
of our inrcstment. The unpaimipnt charge was included in gams (losses) on equity method investments, net on the consohdated statements
of income. We determine the fair value of our investment m Ckarwire LLC primarily using the quoted prices for its parent company, the
new Clearwire Corporation. The effects of adjusting ihe quoted price for premiums that we believe market participants would consider for
Clearwire LLC, such as tax benefits and voting rights associated with our investment, were mostly offset by the effects of discounts to the
fail value, such as those due to transfer restrictions, lack of liquidity, and differences in dividend rights that are included in die value of the
new Clearwtre Corporation stock. We classified our investment m Clearwire LLC as Level 2. as the uEobservabie inputs to the valuation
methodology were not significant to the measurement of fair value. For additional information about Cleaiwce, see "Note 6: Equity Method
and Cost Method Investments."

72

S  S

S ajiD

S

S  a,:i:)

s

S

4

4

qn MiffiottM

(In Millions)

Level 3
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We recorded a S250 million impairment charge on our investment in Numooyx B.V. during the third quarter of 2008 to wnte down oar
investment to IB fair value. Estimates for revenue, earnings, and future cash Cows were revised lower due to a general decline in the NOR
flash memory market segment We measure the fair value of our investment in Numonyx using a combination of the mcome approach and
me market approach. The mcome approach included the use of a weighted average of multiple discouiited cash flew scenancs of Numonyx,
which required the use of unobservable inputs, including assumptions of projected revenue, expenses, capital spending, and other costs, as
well as a discount rate calculated based on the risk profile of the Gash memory market segment The market approach included using
finanrial metrics and ratios of comparable public companies. The impairment charge was included in gains (losses) on equity method
investments, net on die consolidated statements of income.

We also measured other non-marketable equity investments at fiir value during 2008 when we recognized other-than-temporary impairment
charges We classified these impaired non-marketable equity investments as Level 3, as we use unobservable inputs to the vahiaticiu
methodology that are significant to the fair value measurement and the valuation requires management judgment due to the absence of
quoted maiket puces and inherent lacl of liquidity. We calculated these fan value measurement using the market approach and or the
income approach. The market approach includes the use of financial metrics and ratios of comparable public companies The selection of
comparable companies requires management judgment and is based on a number of factors, including comparable companies' sizes, growth
rates, products and services Imes. development stage, and odier relevant factors The mcome approach includes the use of a discounted cash
flow model which requires the following significant estimates for the mvestee: revenue, based on assumed market segment size and
assumed market segment share: estimated costs; and appropriate discount rates based on the risk profile of comparable companies.
Estimates of market segment size, maiket segment share, and costs are developed by the rnves tee and or Intel using historical data and
available market data. The valuation of our other non-marketable equity investments also takes into account movements of the equity and
venture capital markets, recent financing activities by the mvestees. changes m dw interest rate environment the mvestee "s capital structure,
liquidation preferences for thernvesiee's capital and other economic variables. The valuation of some of our investments in the wireless
connectivity maiket segment was based on UK mcome approach to determine the value of the investees spectrum licenses, transmission
towers, and customer hsts.

Note 4: Trading \-n;

Trading assets outstanding at fiscal year-ends were as follows:

200 S  2007

(In MittoK)

MaritetaMe drtt insrnnnenri
Equity securities offsetting deferred compensation

Toral rt [>diu£ aswts

Nrt
rwuttztd

dins fLo-.',«)

. . . . S (M)
(41)

. S (137)

F«rVnhit

s

s

2,863
299

3,1«

N«
UlTMBlfd

Gus(L«»i)

J

S

51
163

114

FarVahK

$

S

2,074
492

y«

Net losses on marketable debt mstraments tliat we classified as hading assets held at the reporting date were SB2 million m 2008 (gams of
SI 9 million in 2007 and S31 million in 2006). Our net losses in 200S on marketable debt instrument that w* classified as tradmg asset:
held at the lepoiting date included SS7 million of losses related to asset-backed securities Net losses on the related derivatives were
S5 million m 2008 (lasses of S37 million m 2007 and $22 million in 2006). We maintain certain equity secmmes ™tnm our fiadmg assets
portfolio to generate returns that seek to offset changes in liabilities related to the equity maiket nsk of certain deferred compensation
amusements. These deferred compensation liabilities were £332 million in 2008 (S483 million in 2007) and are included m other accrued
liabilities. Met losses on equity securities offsetting deferred compensation arrangements still held at the reporting date were $209 million in
200K (gams of S2S nnlbon m 2007 and S45 million m 2006).
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Note 5: Available-for-S,ile Investment?

Available-for-sale investments as of December 27, 200S and December 29,2007 were as follows:

(In MdboH)

Floating-rate notes
Commercial paper
Non-U.S. government

securities
Bank time deposits^
Corporate bonds
Money market fund

deposits
Marketable equity

securities
Asset-backed securities 
Domestic government

securities
Repurchase agreements

Total available-tor- sale
investments

Investments in loan parncipi
Cash nti hand

Total

Rf polled IS (In MillK'n. :

Cash and cash equivalents

Marketable equity securities
Other long-term investments

Total

Gross
Adjn-.led VlTHliud

Cost Gain;

S 6,321 S 3

816 1
606 2
488 4

419

393 2
374

159

S 11505 S 15

inon notes (cost basts) .

Gross

LKSK Ttiz Valw

S (127) S 6,197
— 2,332

— 817
- 60S

(12) 480

419

(43) 352
(43) 331

159

S (225) S 11X595

Mi
Curving
Amount

$ 11691
20

242

S 11,957

1008

$ j,350
i,33t

352
2,924

S 11.9f 7

c
Adjuted Uir

Cos* G

S 6.254 S
4;9S1

118
1.S91

610

1,S24

421
937

121
150

S 17,507 S

IKS Cr«s
Hfiud Vnrealued
nas. Losus Fair Valnr

3 J (31) S 6J26
4,981

— — 118
1 -- 1S92
2 (8) 604

1 - 1,825

616 (50) 987
(23) 914

— — 121
— — 150

623 S (112) S 17.818

2007
Curbing
Amomt

$ 17,818
111
253

S 18.182

MM
1 7.307

5:490
987

4.398
$ 18,18:

' Bank time deposit! v,~ere primarily issued ly institution: outside rfif U.S. in 2008 ami 2007.

Dunne the fourth quarter of 2008, Clearwire Corporation and Spnnt Nextel Corporation combined their respective WiMAX businesses in
cocjuncnoE Trrth additional capital contributions from Intel and other mve:-tj[> to frmi a new companv that retained the name Qearmre
Corpontion. The additional capital contributions included our cash investment of M.O billion. Our pre-existing investment in Clearwire
Corporation (old Qearvrire Corporation) was converted into shares of me new company (new Ckarmre Corporation) and the additional
capital contribution of SI.0 billion was im'estedmCleaiwireComniuiiicatiMis. LLC (Clearwire LLO, a wholly owned subsidiary of the
new Clearwire Corporation. Our nrvestment m the new Gearwire Coiporanon is accounted for as an available -tor-sale investment and

200 8  200 7

'4

VlTHliud

2,329

Short-term investments

Available-for-sale investments

(IIn Millionas)
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included in marketable equity securities. Our investment in C learaire LLC is accounted for undei the equity method and included within
other long-term assets. As a result of tiKfcmauon of tetiewQearare Corporation, our total ownership percentage decreased from 22%
to 13*'«. resulting in a loss upon dilution of $34 million, which we recorded to gams (losses) on equity method investments, net For further
discussion of our equity method investment in Oearwire LLC. see '"Note 6: Equity Method and Cost Method Investments.

We sold available-for-sale investments, pnmanry marketable debt instruments, for proceeds of approximately SI.2 billion in 2008. The
gross realized gains on sales of avauable-fbr-sale investments totaled S.'S million and were primarily related to our sales of marketable
equity secunats. Impairment charges recognized on available-for-sale investments were J35^ million m 2008. The impairment charges in
2003 were primarily related to a il"6 million impairment charge on our investment in the new Ciearwire Corpor anon and $97 mi Hi™ of
impairment charges on our investment in Micron Technology. Inc. Gross realized losses on sales were insignificant dunng 2 COS

We sold available-£br-sale investments for proceeds of approximately $1.7 billion m 2007 and S2.0 billion in 2006. The gross realized gams
on omr sales totaled SOS million m 2007 and $135 miliics in 2006. The gain m 2006 included a gam of S103 million from the sak of it
portion of our investment in Micron. We realized gams on thud-parry merger transactions that were insignificant dunng 2007 and
S79 million during 2006. Our recognized impairment charges on available-for-sale investments as well as gross realized losses on sales were
msifnifjcant dunne 2007 and 2006.

The avaikble-fbr-sale investments <5»t were in a continuous unrealized loss position as of December 27.2008. aggregated by length of time
that individual securities have been in a continuous loss position, were as tbUows:
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Eloating-rate note
Asset-backed secunries
Corporate bonds
Marketable equity securities

Total..

1 Imtztntenti that were m a ronfmuoui unrealized /on position for 12 months or greater were not jrgnificant oi of December 29,
2007.

As of December 27,2008. die unrealized losses on our available-for-sale investments represented an msignificant amount in relation to our
total available-for-sale portfolio. Sub;tannaIIy all of our unrealized losses on our available-for-sale marketable debt instruments can be
attributed to fair value fluctuations m an unstable credit environment that resulted m a decrease m the market liquidity for debt instruments.
As of December 27. 2006. a substantial majoiity of our available-for-sale investments in asset-backed securities in an unrealized loss
position were rated AA-Aa2 or better, and the majority of otff arailable-for-sale im'estnients rn floating-rate notes and cotporate bonds m
an unrealized loss position were rated AA-,'Aa2 or better. With the exception of a limited amount of investments for which we have
recognized otter-than-tempotary impairments, we have not seen significant liquidation delays, and for those that have matured we have
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The available-fbr-sale investments in a continuous unrealized loss position as of December 29. 2007 were as follows:



 Appendix 707

mar27068_app_678-748.indd   707mar27068_app_678-748.indd   707 11/13/09   7:38:30 PM11/13/09   7:38:30 PM

INTEL CORPORATION
NOTES TO CONSOLIDATED FINANCLAL STATEMENTS (Contmorf)

received die full par value of our original debt investments. We have the intent and ability to hold our debt investments that have unrealized
losses io accumulated other comprehensive income for a sufficient period of time to allow for recovery of the principal amounts invested
which may occur at or near the maturity of those investment. The substantial majority of the S4J million of unrealized losses for
matketable equity securities was attributed to the feu value decline of our investment in Micron. We believe that the unrealized losses in all
of the above investments are temporary and that these losses do not represent a need for am other-thaa-temporary impairment based on our
evaluation of available evidence as of December 27,2008.

The amortized cost and fair value of available-for-sale investments as of December 21,2008, by contractual maturity, were as follows:

gMMnfrHE)

Due in 1 year or less
Due in 1-2 years
Due IE 2-5 years
Due after 5 years.
Instruments cot due at a single maturity date

Total

Instruments net due at a single maturity date include asset-backed securities and money maiket fund deposits.

Note 6: Equity Method and Cost Method Investments

Equin MttiioJ Imtstments

Equity method investments as of December 27, 2008 and December 29. 2007 were as follows:

(In MffluBs, Eicept PH-iuiagK)

IM Flash Technologies LLC
IM Flash Smfappr" T f P
"Vumonyx B V

Clwirwii? Co""™n"csti(>ns 1 ,1 .C1

Old Cleaiwire Corporation"
Other equit\' med»d investments

Total

20M
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S
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2^4
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3,10?

imcn^ip
•[teaiaje

49°,

49*-i
— %

— %
22%

' Repreiftsis our interest m the Ckarwire LLC holding company, as a percentage of the consolidated new Clearwire Corporation.

• Our pre-existing imvsniieia in ike old Clfarwire Corporation »ar converted inm jfcarw of the nr*1 Ciearwnv Corporation and is
recorded a: a marke table equity security For farther discussion, see "Note S. Avaitabtf-for-Sale Imtsiments ."

Our equit\r method investments are classified in other long-term assets on the consolidated balance sheets. The carrying value of our equity
method investments, categorized as non-marketable and marketable equity method investments, as of December 27. 2008 and December 29.
2007, were as follows:
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Net losses en equity method investments were S1.4 billion in 2MB (net gams of S3 million in 2007 and S2 million m 2006), including
equity method impairment charges of Sl.l billion in 2008 (S28 million m 200; and S7 million in 2006). During 2008. we recognized a
$762 million impairment charge on our investment in Qearwire LLC (for information on the impairment of our available-for-sale
investment m me new C!earaire Corporation, see "Note 7: Gams (Losses) on Other Equity Investments, Net"7) and a J250 million
tmpainneni charge on our investment in Numonyx. Equity method losses on our investment m the old Clearwire Corporation were
S1S4 million in 2008 and 1104 milhon in 2007, and equity method losses on our investment in Numonyx were SS7 million in 2008 In
addition, me net gam on equity method investment in 2007 deluded approximately SI 10 million of income due to the reorganization of
one of our investments. Equity method losses were not significant m 2M6

Summarised Financial Information of Equity Method favtstets

The following is the aggregated summarized financial informahoa of our equity method investees, which includes summary results of
operations information for fiscal years 2008,2007. and 2006 aad summary balance sheet information as of December 27, 2008 and
December 29, 2007:

Summarized financial information for our equity method investees is presented on (be basis of up to a one-quarter lag and is included for
the periods in which we hedd an eqmty method ownership interest Summarized financial information fa CTearaire Corporation is presented
as of September 30, 2008. and does not reflect any changes mat have occurred as a result of Clearwire Corporation and Sprint Nextel
Corporation combining their respective WiMAX businesses in the fourth quarter of 2008,

flffT'ZUFS

Micron and Intel formed IM Flash Technologies, LLC (IMFT) in January 2006 and JM Flash Singapore, LLP flMFS) m February 2007. tte
established these joint ventures to manufacture NAND flash memory products for Micron and Intel Intel owns a 49% interest in each of
these ventures. Our investments were $1.7 billion m IMFT and S329 million m IMPS as of December 27. 2008 (S2.2 billion m IMFT and
S146 million in IMFS as of December 29:2007). Our investments in these ventures are classified within other long-term assets During
2008. ftfFT returned S29S million, to Intel and that amount is reflected as a return of equity method investment i*ithm investing activities
on the consolidated statemmts of cash flows.

As part of the initial capital contribution to IMFT, we paid $615 million in cash and issued S581 million m non-interest-bearing notes.
During 2006. we paid the entire balance of S581 milhon to settle the non-interest-bearing notes, which has been reflected as a rkanctng
activity on the consolidated statements of cash flows. At inception. Micron contributed assets valued at S995 million and S250 million in
cash in exchange for a 51*-. interest In addition, we contributed approximately SI.3 billion over the past three yean pursuant to the terms
of the original agreement

77

fln Mahout

Operating results;
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Gross margin
Operating income (loss)
Net mccme (loss)

QaMilhira)

Balance sheet
Current assets
Non-current assets..
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Initial production from IMFT began in early 2006. Oui portion of IMFT costs, primarily related to product purchases and start-up, was
approximately $1.1 billion dining 200S (approximately $790 million during? 2007 and S300 million during 2006). The amount due to IMFT
for product purchases and services provided was approximately SI 90 million as of December 27,2008 and approximately SI 30 million as
of December 29.2007. Costs that Intel and Micron have incurred for product and process developmeatrelated to IMFT are generally split
evenly between Intd and Micros and are generally classified m research and development.

In the fount quarter of 2008. management appio^aplanw^^nontodiscontmuetbesupph'ofNAKDflashmemorj1 from the 200mm
facility withm the IMFT manufacturing network. The agreement resulted in a $213 million restructuring charge primarily related to the
IMF! 200mm supply agreement The restructuring charge resulted in a reduction of our investment in IMFT of $184 million, a cash
payment to Mwron of $24 million, and other cash payments of S"? niiEion-

Subject to certain conditions, we ongmalrv agreed to contribute up to approximately SI.7 billion for IMPS in the three years following the
initial capital contributions, of which our maximum remaining commitment was approximately $1.3 billion as of December 27. 2005.
However, the construction of the IMFS fabrication facility has been placed on hold

IMFT and IMFS are each governed by a Board of Managers, with Micron and Intel initially appointing an equal number of managers to
each of the boards The number of managers appointed by each party adjusts depending on the parties' ownership interests. These ventures
will operate until 2016 but are subject to prior termination under certain terms and conditions

These joint ventures are variable interest entities as defined by FASB Interpretation No 46(R). "Consolidation of Variable Interest FjUrties"
(FIN 46(R)). because all costs of the joint ventures will be passed on to Micron and Intel through our purchase agreements. Bm and
IMFS are dependent upon Micron and Intel for any additional cash requirements. Our known maximum exposure to loss approximated our
investment balances as of December 27, 2008, which were $1.7 billion m IMFT and $329 million m BITS (S2.2 billion in IMFT and
$146 million in IMFS as of December 29, 2007). As of December 27, 2008, except for the amount due to IMFT and IMFS for product
purchases and services, we did not incur any additional Liabilities in connection with our interests in these joint ventures. In addition to the
potential loss of our existing investments, our actual losses could be higher, is Intel and Micron are liable for other future operating costs
and1'01 obligations of IMFT and IMFS. In addition, future cash calls could increase our investment balance and the related exposure to loss.
Finally, as we art currently committed to purchasing 49*'i of IMFT s production output and production-related services, we may be required
to purchase products at a cost in excess of realizable value.

Micron and Intel are also considered related parties under the provisions of FIN 46(R). As a result, the primary beneficiary is the entity that
is most closers' associated m til the joint ventures. To mate that determination, we reviewed several factors. The most important factors were
consideration of the size and nature of the joint ventures' operations relative to Micron and Intel and which party had the majority of
economic exposure under the purchase agreements. Based on those factors, we have determined that Micron is most closely associated with
the joint ventures: therefore, we account for our interests using the equrtv method of accounting and do not consolidate these jomt ventures

The fair value of our uwesmieiit m IN1FT and &1FS approximated carr)Tng value as of December 2". 2008 and is inducted within other
bug-term assets. We determine the fair value of our investments in IMFT and IMFS and related intangible assets twine the income
approach, based on a weighted average of multiple discounted cash flow scenarios of ourNAND Solunoni Group business. The
assumptions mat most significantly affect the fair value determination are me estimates for the projected revenue and discount rate. It is
reasonably possible that the estimates used in our valuation as of December 27. 2008 could change in die near term and result in an
impairment of our investments. Based on our valuation as of December 27, 200B, a 5T» decline in projected revenoe in each of our cash
flow scenarios would result m a decline m the fair value of our investment of up to approximately $300 million, and a one percentage pond
increase in the discount rate would result in a decline m the fair value of our investment by approximately S225 mill™

In connection with an agreement between Intel and Apple, Inc. to supply a portion of theXAND flash memory output that we will purchase
from IMFT, Apple provided a refundable $250 rmliion pre-payment to Intel. In the fourth quarter of 2008, the HAND flash memory supply
agreement was terminated, and the remaining portion of the pre-payment of $167 nulhon was refunded to Apple.

"8
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CltanireLLC

In the ::'•. jv. quarts of 2008. we invested SI .0 billion in Clear.vire LLC a. wbcllv owned subsidiary of tfce new Clearwire Corporation. For
farther discussion, see "Note 5: Available-for-Sale Investments." Our investment mClearwre TLC is accounted for under the equity method
of accounting, and our proportionate share of the income or loss is recognized on a one-quarter lag. As such, we did not record equity
method adjustments during 2008 related to Clearwire LLC. The cost basis of this investment teas initially SI 7 per share, based on the
transaction agreement altered into in the second quarter of 2008. During the fourth quarter of 200E. we recorded a $761 million impairment
charge on our investment in Clearwire LLC to wire down our investment to its fair value of S2J8 million- The impairment charge is
included in gains (losses) on equity method investments, net oc the consolidated statements of income. For further discussion, see ""Now 3:
Fair Value."

Nimonyx

In the second quarter of 2008. we divested our NOR flash memory business in exchange for a 45.1% osniersliip interest m Numoiiyx. For
further discussion, see "Note 12: Divestitures." Our initial ownership interest comprising common stock and a note receivable, was
recorded at S821 million- Our investment <s accounted for under me equity method of accounting, and our proportionate share of the
income or loss is recognized on a one-quarter Ing. During 20QS. we recorded SS7 million of equity method losses and a S250 million
impairment charge on our investment in Numonyx within gams (losses) on equity method investments, net Fof further discussion, see
"Note J: Fail Value."

As of December 27, 2008. our investment balance in Numonyx was $484 million and is included within otter long-term assets. The
carrying amount of our investment in Nnmonyx is approximately WOO million below our share of the bod value of the net assets of
Nnmonyx. Most of this difference has been assigned to specific Numonyx long-lived assets, and our proportionate share of Numooyx
income or loss will be adjusted to recognize this difference over the estimated i™*ming useful lives of those long-lived assets.

Additional terms of our investment us Numonyx include:
• We are leasing a facility m Israel to Numoiryx for a penodofnp to 24 years under a fully paii up-front operating lease. Upon

completion of die divestiture, we recorded SS2 million of defened income representing the value of die prepaid operating lease.
The deferred income will generally offset the related depreciation over the lease term.

• We entered into supply and service agreements that involve the manufacture and the assembly and test of NOR Cash memory
products for Numonyx through 2008. The fair value of these agreements was SllOnulbon and was recorded in other accrued
liabilities upon completion of the transaction. This amount was recoeEized dunng 200S. primarily as a reduction of cost of sales.
In fl» fourth quarter of 2008. we agreed with Numonyx to extend certain supply and service agreements through the end of 2009.

• We entered into a transition services agreement that involve; providing certain services, such as information technology, supply
chain, and finance support to Numonyx for up to one year. The reimbursement from Numonyx for these services offsets the
related cost of sales and operating expenses.

• Numonyx entered into an unsecured, four-year senior credit facility of up to J550 million, comprising a $450 million term loan
and a $100 million revolving loan. Intel and STMicroelectronics N.V have each, provided the lender; with a guarantee of 50% of
the payment obligations of Nnmonyx under the senior credit facility. A demand on our guarantee can be triggered if Nnmonyx is
unable to meet its obligations under the credit facility. Acceleration of the obligations of Numonyx under the credit facility could
be triggered by a monetary default of Numonyx or. m certain circumstances, by events affecting the credmvcrthmess of
STMinoetectromcs. This guarantee is within the scope of FASB Interpretation No. 4X "Guarantor's Accounting and Disclosure
Requirements for Guarantees. Including Indirect Guarantees of Indebtedness of Others.'' The maximum amount of Mire
undiscounted payments that we could be required to make under the guarantee is $275 million plus accrued interest, expenses of
the lenders, and penalties As of December 11, 2008, the carrying amount of the liability associated with the guarantee was
S79 million and is mchided in other accrued habihties.

• Our note receivable is subordinated to the senior credit facility and the preferential payout of Francisco Partners L P. and will be
deemed extinguished m liquidation events that generate proceeds insufficient to repay the senior credit facility and Francisco
Partners" preferential payout

»
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As of December 27. 2008, approximately $37 million was included in account receivable, net for simply and service agreements related to
the manufacture and assembly and test of NOR flash memory products by Intel on behalf of Numonyx. As of December 2?. 2008,
approximately $111 million was included in other runHit assets for amounts due to Intel from Numonyx. pntnanly for sernces performed
under transition services agreements.

Our non-marketable cost method investments are classified in other lone-term assets on the consolidated balance sheets. The carrying value
of our non-marketable cost method investments was Sl.O bdiion as of December 21. 200S and SS05 milhon as of December 29, 2007. We
recognized impairment charges on non-marketable cost method investments of $133 million in 200 K (S90 milhon in 2007 and $71 milhon
m2006).

Not* 7: Gains (Losses) on Other Equity Investment;, Net

Gains (losses) on other equity investments, net includes gams (losses) on our equity investments that were not accounted for under the
equity method of accounting, and were as follows for me three years ended December 27, 200S:

CUMmioiE)
Impairment ehaiges
Gam:- on sales
Other.net .
Total gains (lonts) on oibfr *quipr invntmrats. n«

Impairment charges for 2008 included a S176 milhon impairment charge recognized on our available-fbr-sale investment in the new
Clearwire Corporation and $97 million of impairment charges on our investment in Micron (for information on the impairment of our
equity method investment m Clearwire LLC. see "Mote fi: Equity Method and Cost Method Investments") The impairment charge on our
investment m the new Clearwire Corporation was doe to die fair value being significantly lower than die cost basts of our investment. The
impairment charges on our investment m Micron reflect the difference between our cost basis and the fair value of our investment m
Micron at the end of the second and third quarters of 2 DOS, and were principally based on our assessment of Micron's financial results and
the competitive eavtronment particularly for HAND flash memory products.

Note S: Derivative Financial Instruments

Our primary objective for holding derivative financial instruments is to manage currency exchange rate risk and interest rate risk, and to a
lesser extent equity market nsk and commodity price risk.

We currently do not enter into derivative instruments to manage credit nsk; however, we manage our exposure to credit risk through our
policies. We generally enter into derivative transactions with high-credit-quality counterparties and. by policy, limit the amount of credit
exposure to any one counterparty based on our analysis of that couintrparty's rebti™ credit standing. The amounts subject to credit risk
related to derivative instruments are generally limited to die amounts, if any, by which a counterparty's obligations exceed our obligations
with that counterparty, because we enter into master netting arrangements with counterparties when possible to mitigate credit nsk in
denvative transactions subject to International Swaps and Derivatives Association, Inc (ISDA) agreements. A master netting arrangement
may allow counterparties to net settle amounts owed to each other as a result of multiple, separate transactions.

Currency Exchange Rait Riik

A majority of our revenue, e.xpense. and capital purchasing activities are transacted in US. dollars. However, certain operating expenditures
and capital purchases are incurred in or exposed to other currencies, primarily the euro, the Japanese yen, and the Israeli shekel We have
established balance sheet and forecasted transaction currency nsk management prosrzm: to protect against fluctuations m fan value and the
volatility of future cash flows caused by changes m exchange rates. These programs reduce, but do not always entirely eliminate, die impact
of currency exchange movements.
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Our currency risk management programs include:
• Currency dernatnw Wrft cash fio* hedge accounting designation that utilize currency forward contracts and currency options to

hedge exposures to the variability m the U.S.-dollar eqnrvalent of anticipated Km-U-S.-dolIar-denominated cashflows. These
instruments generally mature within 12 months. For these derivatives, we report me after-tax gam or loss from the effective portion
of the hedge as a component of accumulated other comprehensive income (loss) in stockholders' equity and reclassify it into
earnings in the same period 01 periods m which the hedged transaction affects earnings, and within me same hue item on the
consolidated statements of income as die impact of me hedged transaction.

• Currency derivatives with fair value hedge accounting designation that utilize currency forward contracts and currency options to
hedge the fair value exposure of recognized foreign-cinrenq'-denomutated assets or liabilities, or previously unrecognized firm
commitments For fair vahie hedges, we recognize gains or losses in earnings to offset fair value changes in the hedged transaction.
As of December 27, 2008 and December 29, 2007. we did not haw any derivatives designated as foreign currency fair value
hedges.

• Currency derivatives v-irhov: hedge actaimang designation that utilize currency forward contracts or currency interest rate swaps
to economically hedge the functional currency equivalent cash flews of recognized monetary1 assets and liabilities and non-U.S.-
dollar-denonnnated debt instruments classified as trading assets. The maturity of these instruments generally occurs withm
12 months, except for derivatives associated with certain long-term equity-related investments that generally mature within frve
years. Changes in the U.S.-dallar-equrvalen! cash flows of the underlying assets and liabilities are approximately offset by the
changes in fair values of the related derivatives. We record net gams or losses m the income statement line item most closely
associated with the economic underlying, primarily m interest and other, net except for equity-related gamt or losses, which we
primarily record in gams (losses) on other equity investments, net

lateral Kale Risk

Our primary objective for holding investments in debt instruments is to preserve principal while maTimiTrng yields, lie generally swap the
returns on our inveslments in feed-rate debt instruments with remaining maturities longer than six months into U.S. dollar three-month
LTBOR-based returns unless management specifically approves otherwise.

Our interest rate risk management programs include:
• biteresi rare dertvatnvs niih cash fan*' hedge accounting designation that utilize interest rate swap agreements to modify the

interest characteristics of some of out investments. For these derivatives, we report the after-tax gain or loss from the effective
pomon of the hedge as a component of accumulated other comprehensive income (loss) and reclassiry it mlo earnings in the same
period or periods m which the hedged transaction affects earnings, and within the same income statement line item as the impact
of the hedged transaction.

• Interest rate derivators with fair value hedge accounting designation timtutikzt interest late swap agreements to hedge fee fair
values of debt instruments We recognize the gains or losses from the changes in fair value of diese instruments, as well ss the
offsetting change m the fair value of the hedged long-term debt in interest expense. As of December 27.200S and December 29.
2007. we did not have any interest rate deirvaaves designated as fair value hedges.

• Interest rate derivatives without hedge accounting designation nut utilize interest rate swaps and currency interest rate swaps in
economic hedging transactions, including hedges of non-U.S.-dollar-denominated debt instruments classified as trading assets.
Floating interest rates on the swaps are reset on a monthly, quarterly, or semiannual basis. Changes m fair value of the debt
instruments classified as trading assets are generally offset by changes in fair vahie of the related derivatives, both of which are
recorded m interest and other, net

Eqam Market Risk

Our marketable investments include marketable equity securities and equity derivative instruments such as warrants and options. To the
extent that our marketable equity securities have strategic value, we typically do not attempt to reduce or eliminate our market exposure:
however, for our investments m strategic equity derivative instruments, including warrants, we may enter into transactions to reduce or
eliminate the market nsts. For secunnes that we no longer consider sftatepc, we evaluate legal market and economic factors in our
decision on the timing of disposal and whether it is possible and appropriate to hedge the equity market risk.

SI
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Our equity market risk management programs mc.uct:
• Equin derivatives vnrfi hfdge accounting designation that utilize equity options, swaps, or forward contracts to hedge the equity

nmkft nsk of marketable equity securities when these investments are not considered to have strategic value. These derivators are
generally designated is fan value hedges We recognize the mi IK or losses from the change in tan ralue of these equity
derivatives, as well as the offsetting change in the fair value of the underlying hedged equity securities, in gams (losses) on otter
equity arvestmenis. net As of December 27. 2008 and December 29,2007, we did not have any equity derivatives designated as
fair value hedges.

• £;i i;;r. (ferirairver without hedge accounting designation that utilize equity derivatives, such as warrants, equity options, or other
equity denvatrves. We recognize changes in the fair vame of such derivatives m gains (tosses) c« other equity investments, net.

Commodity Price Sisk

We operate faahnes that consume commodities, and we have established forecasted transaction risk management programs to protect
against fluctuations in fair value and the volatility of future cash flows caused by changes in commodity prices, such as those for natural
gas These programs reduce, but do not always entirely eliminate, the impact of commodity pnoe movement;.

Our comntoditv price risk management program includes:
• Commodity derivatives wirfi cosh jfcw hedge Mcouniing designation that utilize commodity swap contracts to hedge future cash

flow exposures to the variability m commodity prices. These mslnimenrs generally mature within 12 months For these derivatives,
we report the after-tax gain (loss) from the effective portion of the bedge as a component of accumulated other comprehensive
income/ (loss) in stockholders' equity and leclassify it into earnings m the same period or periods in which (he hedged tranucaoc
affects earnings, and within the same hue item on the consolidated statemaits of income as the impact of the hedged transaction.

CrrdiiRisk

We typically do not hold denvauve instruments for die purpose of managing credit risk, since we limit the amount of credit exposure to any
one counterparty and generally enter into derivative transactions with high-credit-quatoy counterparties. As of December 27.2008 and
December 29,2007. our credit nsk management program did not include credit derivatives.

Note 9: CDDCnitration; of Credit Risk

Financial instruments mat potentially subject us to concentrations of credit risk consist principally of investments in debt instruments.
derivative financial instruments, and trade receivables. We also enter into master netting arrangements wim counterpardes when possible to
mitigate credit nsk m derivative transactions subject to ISDA agreements.

We generally place investments worn high-credit-quality counterparties and. by policy, limit the amount of credit exposure to any one
counterparty based on our analysis of that counterparty's relative credit standing. Substantially all of our investments in debt instruments are
with A'A2 or better rated issuers, and the majority of the issuers are rated AA-,Aa2 or bens Om investment policy requires all investments
with original maturities of up to six months to be rated at least A-l ?-l by Standard & PocrVMoody's, and specifies a higher minimum
rating for investments with longer maturities For instance, investments with maturities of greater than three years require a minimum rating
of AA-'Aa3 at the time of investment Government regulations imptreed on investment alternatives of our non-U.S. subsidianes. ot file
absence of A rated counterparties in certain countries, result in some minor exceptions. Credit rating catena for derivative instruments are
similar to those for ether investments. The amounts subject to credit risk related to derivative instruments are generally limited to me
amounts, if any, by which a counterparty's obligations exceed our obligations with that counterpart)- As of December 27. 2008, the total
credit exposure to any single counterparty did not exceed J500 million. We obtain and secure available collateral from cmmterpames
against obligations, including secunnes lending transactions, when we deem it appropriate.
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (ContiDoed)

A substantial majority of our trait receivables are derived from sales to original equipment manufacturers and original design,
manufacturers. We also have accounts receivable derived from sales to industrial and retail distributors. Our two largest customers
accounted for 38* i of net revenue for 2008 and 35% of net revenue for 2007 and 2006. Additionally, these two largest customers accounted
for 4*% of our accounts receivable as of December 27. 200B and 35% of our accounts receivable as of December 29. 2007. We believe that
the receivable balances from these largest customers do not represent a significant credit risk based on cash Coiv forecasts, balance sheet
analysis, and past collection, experience,

We have adopted credit policies and standards intended to accommodate industry growth and inherent risk. We believe that credit risks arc
moderated by the financial stability of our major customers. We assess credit nsk through quantitative and qualitative analysis, and from
this analysis, we establish credit limit: and determine whether \ve mil seek to use one or more credit support devices, such as obtaining
some form of third-part)1 guaranty or standby letter of credit, or obtaining credit insurance for all or a portion of the account balance if
necessary.

We continually monitor the credit nsk in our portfolio and mitigate our credit and interest rate exposures in accordance with the policies
approved by our Board of Directors. We intend to continue to closely monitor future developments in the credit markets and make
appropriate changes to our investment policies as deemed necessary.

Note 10: Interest and O t L t i . Net

The components of interest and otter, net were as follows:

at Mifflom
Interest income
Interest expense
Other net

Total interest and other, net

Dunng 2006, we realized gams of S612 million for three completed divestitures included within "other, net' m the table above. For further
discussion, see "Note 12: Divestitures"

Note 11: Acquisitions

Consideration for acquisitions that qualify as business combinations me hides the cash paid and the value of any options assumed less any
cash acquired, and excludes contingent employee compensation payable in cash and any debt assumed During 2008. we completed two
acquisitions qualifying as business combinations m exchange for aggregate net cash consideration of $16 million, plus certain liabilities. We
allocated all of this consideration to goodwill. See "Note 13: Goodwill" for the goodwill allocation by reponable operating segment

During 2007. we completed one acquisition qualifying as a business combination m exchange for net cash consideration of $76 million.
plus certain liabilities deallocated a substantial majority of this consideration to goodwill. The acquired business and related goodwill was
recorded within the all other category for segment reporting purposes. Dunng 2006T we did not complete any acquisitions qualifying as
business combinations.
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INTEL CORPORATION
NOTES TO CONSOLIDATED mA>XlAL STATEMENTS (Continnfd)

Note 11: Divestitures

During the first quarter of 1C 33 we completed the divestiture of a potion of the teieccanrriunicanons^elated assets of our optical platform
dniaon that were included in the Digital Enteipnse Group operating segment. Consideration for the divKtmire was approximately
SS5 million rnclumng S75 million in cash and common shares of die acquiring company with an estimated, value ofS 10 million at the date
of purchase We entered into an agreement with the acquiring company to provide certam manufacturing and transition services for a
hunted tune that has since been completed During the first quarter of 2006. as a result of this drvestiture. we recorded a net gam of
539 million within interest andoftei.net Dimng the second quartet of 2008, we completed the sale of the remaining portion of our optical
platform division for common shares of the acquiring company with an estimated value of S2? million at the date of purchase. Overall.
approximately 100 employees of our opncal products business became employees of the acquiring company.

Dunne me second quarter of 2008. we completed (he divestiture of our NOR flash memory business. We exchanged certam NOR Gash
memor\' assets and certam assets associated -with our phase change memory initiatives with Numonro for a note receivable mm a
contractual amount of $144 nnllion and a 45.1% ownership interest in the form of common stock, together valued at SSI 1 million. We
retain certain rights to intellectual property included within the divestiture. Approximately Z500 employees of our NOR flash memory
business became employees of Numonyx STMicroelecfforucs contributed certam assets to Numonyx for a note receivable with a
contractual amount of SI56 million and a 4B.6% ownership interest m the foim of common stock. Francisco Partners paid SI 50 million in
cash m exchange for the ramming 6.3% ownership interest m the form of preferred stock and a note receivable with a contractual amount
of S20 mi I linn In addition, they received a payout right diat is preferential relative to me investments of Intel and STMicroelectronics. \Ve
did not incur a earn or loss upon completion of me transaction m the second quarter of 2008. as we had recorded asset impairment charges
m quarters prior to deal closure For further discussion, see "Mote 15: Restructuring and Asset Impairment Charges." Subsequent to the
divestiture, in the third quarter of 2008 we recorded a S250 million impaament charge on our investment in Numonyx wrthro gams (losses)
on equity method investments. Per further discussion on our investment and the terms of the divestiture, see 'Note 6: Equity Method and
Cost Method Investments."

Dunne the third quarter of 2006, we completed the divestiture of our media and signaling business and associated assets that were included
mthe Digital Enterprise Group operating segment. We received S75 million m cash consideration. Approximately 375 employees ofoui
media and signaling business became employees of the acquiring company. As a result of this divestiture, we recorded a reduction of
goodwill of 54 mil linn Additionally, we recorded a net gam of S52 mill inn witkin interest and other net.

During tbe third quarter of 2006. we completed the divestiture of certain product hues arid associated assets of our optical netwoiing
components business that were included in the Digital Enterprise Group operating segment. Consideration for the divestiture was
$115 million, including S86 million in cash, and shares of the acquiring company wim an estimated vdue of S29 million. Approximately
55 employees of our optical networking components business became employee; of the acquiring company. As a result of 1ms divestiture,
we recorded a reduction of goodwill of $6 million. Additionally, we recorded a net gain of $77 million within interest and other, net.

During tbe fourth quarter of 2006: we completed the divestiture of certain assets of out communications and application processor business
to Marvell Technology Group, Ltd fora cash purchase price of $600 million phis the assumption of certam liabilities. We included the
operating results associated wrth the divested assets of our communications and application processoi business in the Mobility Group
operating segment. Intel and Marvel) also entered into an agreement whereby ive provided certam manufacturing and transition services to
MarvelL Approximately 1,300 employees of our communications and application processor business who were involved m a variety of
functions, including engineering, product testing and validation, operations, and maileting. became employees of Marvell. As a result of
this divestiture, we recorded a reduction of goodwill of S2 mill™ Additionally, we recorded a net gain of S4S3 million within interest and
omer.net
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTNA>X1AL STATEMENTS (Coattoatd)

Note 13: Goodwill

Goodwill activity attributed to reportable operating segments for (he years ended December 27. 2008 and December 29.2007 was as
follows:

(iBllfllHHH)

December 30. 1006
Addition
Other
December 29, 2007

Additions
Transfer
Other

December 11, 1008

Digital
Enterprise MobOitr

Croap ' . - . _ • - ; •

S 3,390 S J4S

(5) —

3 ,385 2i8
9 —

123 —
(2) —

S 3,515 S :-lS

All Otter

S IJ3
60

183
9

(123)

S 169

Total

S 3.861
60
(5)

3516
IS

(2)
S 3.9?:

During 20QB, we completed a reorganization that transferred the revenue and costs associated with a portion of the Digital Home Group's
consumer PC components ousmesi to the Digital Enterprise Group. We reassigned $123 million of goodwill from the Digital Home Groin?
to the Digital Enterprise Group as a result of the reorganization U'e reassigned goodwill to tie Digital Enterprise Group based on the
relative flir value of the business transferred to the estimated fair value of the Digital Home Group reporting unit before the reorganization.
The remaining goodwill associated with the Digital Home Group reporting unit is included in the all otter category. During 2008. we
completed two acquisitions that resulted in goodwill of SIS million. During 2007, we completed one acquisition that resulted m goodwill of
S60 mil linn For further discussion, see "Note 11: Acquisitions."

After completing our annual impairment reviews ffanng the fourth quarter of 2008. 2007, and 2006, we concluded ihii goodwill was not
impaired in any year.

Now 14: Identified Intangible Assets

We classify identified intangible assets within other long-term assets. Identified intangible assets consisted of the following as of
December 27. 200E:

Intellectual property assets
Acquisition-related developed technoloiy
Other mbmsnhlc asset!

Total identified int.indble assets .

$

s

1,206 S
22

340

LJ6S S

(582) I
(!)

(203)

(79J1 S

624
14

137
775

During 200E. we acquired intellectual property assets for SS8 million with a weighted average life of 10 years.

(I* Million) Gross Assets
Arrunlxted
Amortization Xtt
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DTTEL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (ConrinDed)

Identified intangible assets consisted of the following as of December 29, 2007:

Arrunlatvd
GTVK A_:er. Amortization Net

Intellectual property assets S 1,158 S (438) S 720
Acquisition-related developed technology 19 (3) 16
Other intangible assets 360 (136) 224

Total identified iniangiblnssrts _ S 1,5J7 S (577) S 960

Duma 2007. we acquired intellectual property assets for SI 70 million with a weighted average life o f l l years. The majority of the
intellectual property assets acquired represented the fan value of assets capitalized as a result of a settlement agreement with Transmeta
Corporation. Pursuant to the agreement we agreed to pay Transmeta a total of S250 million in exchange for a technology license and other
consideration. The present value of the settlement was $236 million of which $113 million was charged to cost of sales. The charge to cost
of sales related to the portion of the license attributable to certain product sales through the third quarter of 2007. The remaining
$12.3 million represented the value of the intellectual property assec capitalized and is being amortized to cost of sales over the assets'
remaining useful lives.

During 2007, we acquired acquisition-related developed technology for J15 million with a weighted average life of four years, and recorded
other intangible assets of WO million with a weighted average life of four years.

All of oin identified intangible assets are subject to amortizatioa We recorded the amortizatiou of identified intangible assets on the
consolidated statements of mcome as follows: intellectual property assets generally in cost of sales; acquisition-related developed
technology ta marketing, general and administrative; and other intangible assets as either a reduction of revenue or marketing, general and
administrauX'e.

Amortization expenses for the three years ended December 27, 2DOS were as follows:

flu MiBwoi)

Intelle'lna l propert y aisef r
\cquismon-relate d develope d technolog y

Othe r intoripiNe  aswl s

2

s
s
s

on
1M

5
S7

2

I

$
i

WT

\vt
I

92

2

)

S

S

OM

1711
70
«

OB Motions)

2008 XAND plan
'006 efficiency program
Total restructuring and as^t impairment charges

2H8 200? >«W

S 215 $ — J —
495 516 555

S T10 S 516 S ?;?
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Intellectual property assets
Acquisition-related developed technology

Other intangible awts

s
s

. s

009

141

5
121

a
s
s
S

ilO

n1

^
13

21

t
J

S

311

79
t

2i

s
s
s

H2 »1J

68 t *>!
— $ —
- i -

Now 15: Rrstructurin^ and Asset Impairment C1iar|«

The following table aimnmnTiK; rtstructuriEg and asset impainnent charges by plan for the three years ended December 27,2008:

Based on identified intangible assets recorded as of Decembs 27, 200E, and assuming that the underlying assets will not be impaired in the
future, we expect amortization expenses for each penod to be as follows:

OB Motions)
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DTTZL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

We may incur additional restructuring charges in the future for employee severance and benefit arrangements, and facility-related or other
exit activities. Subsequent to the end of 2008, management approved plans to restructure some of cur manufacturing and assembly and test
operations, and alien our manufacturing and assembly and test capacity to current market conditions. The* actions, which are expected to
tile place beginning in 2009. include closing two assembly and test facilities m Malaysia, one facility in the Philippines, and one facility m
Gnna; stepping production at a 200mm wafer fabrication facility m Oregon: and ending production at our 200mm wafer fabrication facility
in California.

In the fourth quartet of 2003. management approved a plan tilth Micron to discontinue the supply of HAND flash memory from me 200mm
facility within the IMFT manufacturing network The agreement resulted in a S215 million restructuring charge, primarily related to the
IMF! 200mm supply agreement The restructuring charge resulted in a reduction of onr investment in IMFT of $184 million, a cash
payment to Micron of $24 million, and other cash payments of $7 million.

1006 Efficiency Program

The following table summarizes charges for the 2006 efficiency program for the three years ended December 27. 2008:

IB the third cruarter of 2006, management approved several actions recommended by our structure and efficiency (ask force as part of a
restructuring plan designed to improve operational efficiency and financial results. Some of these activities have involved cost savings or
other actions that did tut result in restructuring charges, such as better utilization of assets, reduced spending, and organizational
efficiencies. The efficiency program has included targeted headcount reductions for various groups within the company, which we have met
through employee attrition and terminations Business divesrures have further reduced our headcount.

Dunng20Q6. we convicted the divestiture of three businesses. For further discussion, see "Note 12: Divestitures:' In connection with the
divestiture of certain assets of our communication!; and application processor business, we recorded impairment charges of S103 million
related to the wnte-dow* of manufacturing took to meiifau-value, less the cost to dispose of the assets. We determined the fair value using
a market-based valuation tec tmqiie. hi addition, as a result of both this divestiture and 2 subsequent assessment of our worldwide
manufacturing capacity operations, we placed for sale our fabrication facility in Colorado Springs. Colorado This plan resulted in an
impairment charge of S2I4 million to write down, to fair value the land, building, and equipment asset grouping that has been principally
used to support cur communications and application processor business We determined the fair market vahie of the asset grouping using an
average of the results from using the cost approach and market approach valuation techniques.

During 200T. we incurred an additional 554 million in asset impairment charges as a result of market conditions related to die Colorado
Springs facility. Also, we recorded land and building wnte-downs related to certain facilities in Sana Clara. California. In addition, we
incurred $85 million in asset impairment charges related to assets that we sold in conjunction with die divestiture of our NOR flash memory
business. We determined the impairment charges based OB the fair value, less selling costs, mat we expected to receive upon completion of
the divestiture.

Drame 200S, we incurred additional asset impairment charges related to die Colorado Spnngs fecilrty, based on maiet conditions. Also, we
incurred S27i million in additional asset impairment charges related to assets that we sold in conjunction ivith me divestiture of our NOR
fla^h memory business We determined the impairment charges using the revised fair value of me equity and note receivable that we
received upon completion of the divestiture, less selling costs. The tower fair value was primarily a result of a dedme m the oudook for the
flash memory maitet segment For further information on this divestiture, se* ""Note 12: Druesttures."
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINANttAL STATEMENTS (Continued)

The following table mniman7« the restructuring and asset impairment activity for the 2006 efficiency program during 2007 and 2008:

We recorded the additional accruals, net of adjustments, is restructuring and asset urrpatrment charges. The remaining accrual as of
December 27, 2008 was related to severance benefits that we recorded within accrued compensation and benefits.

From the third quarter of 2006 through the fourth quarter of 2008. we incurred a total of $1.6 billion in restructuring and asset impairment
charges related to this program These charges included a total of $67! million related to employee severance and benefit arrangements for
approximately 11,900 employees, and S88S million in asset impairment charges

Not* 16: Borrowings

Shim-Term Debt

Short-term debt included non-mterest-beanng drafts payable of SI 00 million and the current portion of long-term debt of S2 million as of
December 27. 2008 (drafts payable of S140 million and the current poraon of long-term debt of $2 million as of December 29. 2007). We
have an ongoing authorization from our Board of Directors to borrow up to $3.0 billion, including through the issuance of commercial
paper. Maximum borrowings under our commercial paper program during 2QOS were approximately SI.3 billion. \Ve did not have
outstanding commercial paper as of December 27, 2008. There were no borrowings under our commercial paper program during 2007. Our
commercial paper was rated A- 1-i- by Sranaard & Poor's and P-l by Moody's as of December 27, 2008.

Long-Trrm Drbt

Our long-tenn debt at fiscal year-ends was as follows:

Junior subordinated convertible debentures due 2035 at 2 95%
^005 Arizona bonds due ^035 at 4 375%
"'GOT Arizona toads due ^037 at 5 3%
Euro debt due "»009-'>017 at 7%
Other debt

Leu ' current portion of long-term debt

S 1587
158
122
20

1

1.888
(2)

$ 15S6
159
125
111

1

us:
(2)

,Tn Minion IMS mm

SS

Total long-term debt S 1,886 S 1JSO

Etpplsv« Snwuct
(la MiHi-ia. i mil BtMfite Ais« Impairment: Total

Accrued restructuring balance as of December 30, 1006 . .
Additional accruals

Cash payments
Non-cash settlements

Accrued restructuring balance as of December 19, 2007 . .
Additional accruals

Cash payments
Non-cash settlements

Accrued restructuring balance a; of December 27, 1008 . .

S 48 S
2»
(10)

C210)

S 127 S
167
(16)

(221)

S 57 S

- S
227

(227)

- $
M4

(i44)

- S

4i
526
(10)

CIO)
(227)

127
511
(16)

(221)
044)
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTNA>X1AL STATEMENTS (Con(inn«D

In 2005, we issued $1.6 billion of 2.95% jnnior subordinated convertible debentures (the debentures) due 2035. The debentures are
convertible, subject to certain conditions, tntc shares of our common stock at an initial conversion rate of 31.7162 shares of common (.reck
per tl,000 principal amount of debentures, representing an initial effective conversion price of approximately $31.53 per share of common
stock. Holders can surrender the debentures for conversion at any nine. The conversion rate will be subject to adjustment for certain events
outlined in the indenture governing the debentures (the indenture), but will not be adjusted for accrued interest ID addition, the conversion
rate will increase for a bolder who elects to convert the debentures in connection with certain share exchanges, mergers, or consolidations
involving Intel as described in fee indenture The debentures, which pay a fixed rate of interest semutnnualry. have a contingent interest
component that mil require us to pay interest based on certain thresholds and for certain events commencing on December 15, 2010, as
outlined indie indenture. The maximum amount of contingent interest that will accrue is 0.40'i per year. The fair value of the related
embedded derivative was not significant as of December 27, 2003 or December 29, 2007.

We can settle any conversion or repurchase of (be debentures in cash or stock at our option. On or after December 15,2012. we can
redeem, far cash, all or part of me debentures for the principal amount phis any accrued and unpaid interest, if the closing pnce of Intel
common stock has been at least liO°= of the conversion pnce then m effect for at least 20 trading days dining any 30 consecutive
trading-day period prior to the date on which we provide nonce of redemption. If certain events occur m the future, the indenture provides
that each holder of nie debentures can. for a pre-defined period of time, require us to repurchase the holder's debentures for the principal
amount plus any accrued and unpaid interest. The debentures are subordinated in right of payment to our existing and future semoi debt and
to the other liabilities of our subsidiaries, tt'e concluded mat the debentures are not conventional convertible debt instruments and that the
embedded stock conversion option qualifies as a derivative under SPAS No. 133. In addition, in accordance with HTF 00-19. "Accounting
for Derivative Financial Instrumenis Indexed to. and Potentially Settled in, a Company's Own Stock," we have concluded that the embedded
conversion option would be classified m stockholders* equity if it were a freestanding instrument. As such, the embedded conversion option
is not accounted for separately as a derivative

In 2005, we guaranteed repayment of principal and interest on bonds issued by the Industrial Development Authority of the City of
Chandler, Arizona, which constitutes an unsecured federal obligation for Intel The aggregate principal amount including the premium, of
the bonds issued in 2005 (2005 Arizona bonds) was $160 million. The bonds are due in 2035 and bear interest at a fixed rate of 4 375%
unni2010. The 2005 Arizona bonds are subject to mandatory tender on November 30. 2010. at which time we can re-market the bonds as
either fixed-rate bonds for a specified period or as variable-rate bonds until drar final maturity on December 1.2035.

In 2007. we guaranteed repayment of principal and interest on bonds issued by the Industrial Development Authority of the City of
Chandler. Arizona, which constitute an unsecured general obligation for Intel The aggregate principal amount of the bonds issued m
December 2007 (2007 Arizona bonds) is S125 rmlnon due in 2037, and the bonds bear interest at a fixed late of 5.3%. The 2007 Arizona
bonds are subject to mandatory tender, at our option, on any interest payment date beginning on or after December I, 2012 until their final
maturity on December 1. 2037. Upon such tender, we can re-market me bonds as either fixed-rate bonds for a specified period or as
variable-rate bonds until their final maturity. We also entered into an interest rate swap agreement from a fixed rate to a floating UBOR-
based return. At the beginning of the first quarter of 2008, we elected the provisions of SFAS No. 159 for the 2007 Arizona bonds, and we
record these bonds at feir value. For further discussion, see "Note 3: Fair Value."

We have euro bortowmgs that we made in connection with financing mannfacturmg facilities and equipment in Ireland, We invested die
proceeds in euro-denominated loan participation notes of similar maturity to reduce currency and interest rate exposures During 2008. we
retired S96 mill inn m euro borrowings prior to theu maturity dates through the simultaneous settlanent of m equivalent amount of
investments m loan participation notes.

S9
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P.TZL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

As of December 27. 2008. our aggregate debt maturities were as follows (in millions):

Y«r PmMt

2009
2010
2011
2012
2013
2014 sad thereafter

Total

Note 17: Rrrireintur Benefit Plan;

Profit Sharing Plans

\Ve provide tax-qualified profit sharing retirement plans for the benefit of eligible employees, former employees, and retirees in the
U.S. and certain other commies. The plans aie designed to provide employees with an accumulation of funds for retirement on a tax-
deferred basis and provide for annual discretionary employer contributions. Our Chief Executive Officer (CEO) determines the amounts to
be contributed to the US. Profit Sharing Plan under deleganon of authority from cm Board of Directors, pursuant to die terms of the Profit
Shame Plan. As of December 27. 2008. approximately 75% of our U.S. Profit Sharing Fund was invested in equities, and approximately
25% was invested in fixed-income instruments Most assets are managed by external investment managers.

For lite benefit of eligible U.S. employees, we also provide a non-tax-qualified supplemental deferred compensation plan for certain highly
compensated employees. This plan is designed to permit certain discretionary employer contributions and to permit employee deferral of a
portion of salaries in excess of certain tax limit; and deferral of bonuses. This plan is unfunded.

We expensed $289 million for the qualified and non-qualified U.S. profit sharing retirement plans m 2008 ($302 million in 2007 and
S313 million in 2006). In the first quarter of 2009, we funded S276 million for me 2008 contribution to the qualified U.S. Profit Sharing
Plan.

Con&ibutioas that we make to the U.S. Profit Sharing Plan on behalf of our employees vest based on the employee's years of service
\tsnng occurs after KVQ years of service in 20% annual increments until the employee is 100% vested after six years, or earlier if the
employee reaches age 60.

Pension and Postretirement Benefit Plans

U.S. Pension Benefits. We provide a tax-qualified defined-benefit pension plan for die benefit of eligible employees and retirees in the
U.S. The plan provides for a minimum pension benefit mat is determined by a participant's years of service and final average compensation
(taking two account the participant's social security ttage base), reduced by the participant s balance in the U.S. Profit Sharing Pian. If the
pension benefit exceeds die participant's balance m die U.S. Profit Sharing Plan, the participant will receive a combination of pension and
profil sharing amounts equal to the pension benefit However, the participant will receive only die benefit from the Profit Sharing Plan if
that benefit is greater than the value of the pension benefit. If we do not continue to contribute to. or significantly reduce contributions to,
the U.S. Profit Sharing Plan, the projected benefit obligation of the U.S defined-benefit plan could increase significantly. The significant
decrease in the fair value of the U.S. Profit Sharing Plan assets during 2003 contributed to an increase in the projected benefit obligation of
the U.S. defined-benefit plan.

Non-US Pension Btnefiis. We also provide defined-benefit pension plans in certain other countries. Consistent with the requirements of
local law. we deposit funds for certain plans with insurance companies, with mird-partv trustees, or into government-managed accounts,
and'or accrue for the unfunded pomon of the obligation. The assumptions used in calculating the obligation for the non-U.S. plans depend
on die local economic environment.

90

J 2
160

2
2
1

1,723
S 1,891
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTNANCLU. STATEUEYTS (Continoed)

Poslretirwrient Medical Benefit. Upon retirement, eligible US. employees are credited wttn a defined dollar amount based on >tars of
••«.•-.•:•:? These credits can be used to pay all or a portion of die cost to purchase coverage in an Intel-sponsored medical plan. If the
available credits are not sufficient to pay the entire cost of the covenee. the n-maimnp cost is the responsibility of the retiree.

Funding Policy. Our practice is to fund die various pension plans in amounts sufficient to meet die minimum requirements of U.S. federal
..-•-.Y-, and regulations or applicable local laws and regulations. Additional funding may be provided as deemed appropriate. The assets of the
various plans are invested m corporate equities, corporate debt instruments gDTCmment securities, and othff institutional arrangements. The
portfolio of each plan depends oo plan design and applicable local laws. Depending on the design of the plan, local customs, and market
circumstances, die liabilities of a plan may exceed qualified plan assets. We accrue for all such liabilities.

Benefit Obligation and Plan Assets

The changes in the benefit obligations and plan assets for die plans described above were as follows:

(In Minions)

I .S. FuaoB
Bswfib

~2M8

\on-l S. Ferau

$291
14
16

244

J23)
s?4 :

Change in projected benefit obligation
Beginninz benefit obligation
Service cost
Interest cost
Plan participants' contributions
Actuarial (earn) loss
Currency exchange rate changes
Plan snjcudmeuts
Plan curtailments
Plan settlements'
Benefits paid to plan participants .

Ending projected benefit obligation

1007

$345
IS
P

01)

C5>

_0£)
SMI

200S

ST94
M
43
10

(157)
13

00)
07)
08)

S691

2007

SoSti
70
37
10

(59)
77

——
07)

ST94

Msdkil Benefit

2008

S213
12
13
3

(60)

(7)

S17J

2007

s: w
12
11
3

(11)

(6)
s:u

US. PtttiOB
B«w&n

(InMfflioiu) 200S

S22 7
(6)

105

(23)
S JOJ

IIMT

S24S
15

_03)
s:::

C li.inse in p],m .1 ;;*(::
Be§innin^ &n~ value of pian :• :•: ec:
Actual return on plan assets
Employer conlribunoiis
Plan participants' contnbunons
Currency exchange rate changes
Plan settiementsr
Benefits paid to participants 
Ending fair value of plan a;>etr

Non-V.S. Ptniioa
Brmefits

2007*

$447
20
52
13
49

(30)
1543

200S

J54 8

033)
80
10

(43)
08)

S45 T

P<rttntir«»ar
Mfditil B*ntfir,
2D»g

S 1
(1)
5
3

(7)
S 1

20DT

S 1
(1)
4
3

(6)
S 1

' 200S curtailments and settlements vxr? primarily related to the dhvititwv of our XORfiash memory business far employees at our
Israel and Philippines facilities.

' & of December 2~i, 200S, our plan financial ouffi and liabilities tvere \alned using the provisions ofSFASKo. 157.

91

Brmefits
P<rttntir«»ar

22
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINA>XLAL STATEMENTS (Conrinoed)

The following table summarizes die amounts recognized on the consolidated balance sheet as of December 11, 2008:

V.S. Fenaoa Xon-V.S. Ftnii™ Fmtrttiitnwnt
(IlUiffiaK) BenfFu: Bciufit; M*dkol BMMflr,

Other long-term assets S — S 39 S
Accrued compensation and benefits — (4) (4)
Other long-tern Maudes (239) (269) (168)
Accumulated other comprehensive loss (income) 307_ 167 (4?)

Net amount recognized S 68 S (67) S (ill)

The fallowing table summarizes the amounts recorded to accumulated other comprehensive mcome (loss) before taxes, as of December 27,
2008:

Net prior service cost
Met actuarial gain (loss)
Reclassification adjustment of transition obligation

Defined benefir plans, net

OMMfllHHE)

Plans with accumulated benefit obligations in excess of plan asset;:
Accumulated benefit obligations
Plan assets
Plans with projected benefit obligations is excess of plan asset;;
Projected benefit obligations
Plan assets

9:

U.S. F«ui«
BtKfil;

2<U

i -
s -
J542
1503

2007

S -
S -

$291
$227

Noo-V.S. FuaoD
Biwfits

2DOS

SJ47
S155

S531
$258

2007

$155
S 31

$573
$274

(In MittoK)

Other lorif verm assets
Accrued compensation and benefits
Othei long-term liabilities
Vnnnnlat«1 ether rpmpn-hnisrvT taw

\M .iTTmiinr nrngniTFrl

U.S. Puau >-on-V S. P*a^n>n Postntirtmut
BiBrfib B*nffir •. Uedical B«K&ts

s

s

(64)
49

a?j

J 53
(6)

(293)
146

5 (100)

$ -
(10)

(202)
15

S (1ST)

Included in the aggregate data in the following tables are the amounts applicable to our pension plans, with accumulated benefit obligations
in excess of plan assets, as well as plans with projected benefit obliEanous m excess of plan assets Amounts related to such plans were as
follows:

The Mowing table summarizes the amounts recognized on the consolidated balance sheet as of December 29,2007:

S

$

(307)

(JOT)

S

S

(165)
0

(1«T)

(16)
65

49

S

S

US. FcBom
B*»fic

NoB-U.5. P*nn»n
Bsnrfil;

Foitr*tu«neDt
Mrfkil B™»fih•In MiDion-. I
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INTEL CORPORATION
NOTES TO COXSOUDATED JTVANX1AL STATEMENTS (Continned)

Assumptions

Weighted-average actuarial assumptions used to determine benefit obligations for me plans were as fellows;

ttS. PUWB
Buefib

2008

6.7%
5.0%

2007

i.6%
5.0%

Non-U.S. Peniien
Bcmefih

nu

SJX
3.5%

2007

5.5%
4.5%

PostntijemcBl
Utdkal Battiti

2BB

6.8-i

—

200T

5.6%

—

Discount rate
Rate of compensation increase

tlS. Pen-inn
B«ufin

2008

5.6%
5.1%
5,0%

2007

5.5%
16%
5,0%

Non-U.S. Fcniioo
Buefib

2001

5.2%
6.5%
4.3%

2007

5.2'i
6.2%
4.5%

P<Htretir«nuf
\Iedkil B*Df fit".
2008

5.6°.
—

—

2007

5.5%
—
—

For the U.S. plans, we developed the discount rate by calculating die benefit payment streams by year to determine when benefit payments
will be due. We then matched the benefit payment streams by year to the AA corporate bond rates to match the tuning and amount of the
expected benefit payments and discounted back to the measurement date to determine the appropnate discount rate. For the non-U.S. plans,
we used two approaches to develop the discount rate. In certain countries, we used a model consisting of a theoretical bond portfolio for
which the timing and amount of cashflows approximates the estimated benefit payments of our pension plans. In other countries, we
analyzed current market long-term bend rates and matched the bond maturity with the average duration of tbe pension liabilities We
consider set-era! factors in developing the asset return assumptions for the U.S. anduon-U.S plans We analyzed rates of return relevant to
the country where each plan is in effect and the investments applicable to die plan, expectations of future returns, local actuarial projections,
and tbe projected long-term rates of reaini from investment managers. Tbe e>pected long-1enn rate of return shown for the non-U.S. plan
assets is weighted to reCect each country's relative portion of the nou-U.S plan assets.

Ay* Periodic Btntfit Cost

The net penodic benefit cost for the plans included the following components:

U.S. Pen-.ion Benefit-,
OmMmoBs)

Service cost . . . . . .
Interest cost
Expected return on plan assets
Amortization of prior service cost
Recognized net actuarial loss
Ppr/wni7eH mrTft^mpTrf trains*

Recognized settlemait losses

Net periodic benefit cost

2008

S 14
16

01)

1

S 30

2007

S IS
17

(10)
05)

7

S 7

2004

S 4
13

(12)

S 5

NoD-IJ.S. PfD-jon
BcMfito

200S

$ 64
42
(39)

6
(4)
17

$ «

2007

S 70
37
(29)

1
1!

S M

2006

i 51
27

(15)

S 6}

Po;tT*nr«Mnt
Meditll Bwrfto

2043

S 12
12

4

s :s

2»7

S 6
11

4

s :i

20M

J 12
10

4

S 26

200S curtailments and settlemeaa were primarily rtlated to the divtstiturt of oar XOR flash memory business far employee: at our
Israel and Philippines facilities.

93

Discount rate
Expected return on plan assets
Rate of compensation increase

Waehted-average actuarial assumptions used to determine costs for the plans woe as Mows:
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINA>X1AL STATQfENTS (Coatmued)

V.S. Plan Awn

In general the investment strategy for U.S. plan assets is to assure that the pension assets are available to pay benefits as the)' corae due and
to minimize market nsk. When deemed appropriate, we may invest a portion of the fund in futures contracts for me purpose of acting as a
temporary substitute for an investment in a particular equity security. The fund does not engage in speculative futures transactions. The
U.S. plan assets are managed to remain within the target allocation ranges listed below. As of December 2~'. 2008. our plan assets were not
within our target allocation due to market volatility. At tunes our allocation will temporarily fall outside the target allocation range, as we
re-allocate plan assets due to market conditions, such as volatility and liquidity concerns, to mi-mm™- market ask The expected long-term
rate of return for the U.S. plan assets is 4.5%.

The asset allocation for our U.S. Pension Plan at the end of fiscal yean 2008 and 2007, and the target allocation rate for 2009. by asset
category, are as follows:

Ai«t Category

Equity securities
Debt instruments

Non-1'.S. Plan .4ssrts

The investments of the non-U.S plan:- are managed by insurance companies, thud-part)- trustees, or pens LOG funds, consistent with
regulations or market practice of me country where the assets are invested. The investment manager males investment decisions within the
guidelines set by us or local regulations. The investment manager evaluates performance by comparing the actual rate of return to the return
on other """I" assets. Investments managed by qualified insurance companies or pension funds under standard contracts follow local
regulations, and we are not actively involved m tiieir investment strategies. In general, me investment strategy is designed to accumulate a
diversified portfolio among markets, asset classes, or individual securities in order to reduce market nsk and assure that the pension assets
are available to pay benefits as they cotae due. The average expected long-term rate of return fee the aon-U.S. plan assets is 6.6%.

The asset allocation for cur non-U.S. plans, excluding assets managed by qualified insurance companies, at the end of fiscal years 200S and
2007. and the target allocation rate for 2009, by asset category, are as. follows:

Ptmmtxgpaf
.-! it A,.-!

2W8

64.0%
urn,
24.0%

>«r

67.0%
8.0%

25,0%

Investment assets managed by qualified insurance companies are invested as part of the insurance companies general fund We do not have
control over die target allocation of those investments. Those investments made up 36% of total non-U.S. plan assets m 200S (31% m
2007).

Funding Expectations

Under applicable Ian- for (be U.S. Pension Plan, w? are not required to make any contributions during 2009. Our expected funding for the
non-U.S. plans dicing 2009 is approximately $62 million. We expect employer contributions to the postretiremen! medical benefits plan to
be approximately S3 million during 2009.

Tar;«t AIltHTinon

10%-20%
80%-M%

ftniatngc of
Flu Aiirti

MM

7.3%
92.5%

200T

15.0%
85.0%

M

Tar-ttADonliai

64.0V.
12.0%
24,0%

Ai«t Catfgary

Eqtuty securities
Debt instruments
Other
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Estimated future Baifftt Payments

We expect the benefits to be paid thrcush 201S from the U.S. and noo-U.S. pension plans and other pastretiemeEt benefit plans to be
approximately $75 million annually.

Note IS: Commitments

A portion of our capital equipment and certain facilities is under operating leases that expire at various dates through 202B. Addmonally,
portions of our land are under leases mat expire at vanous dates through 2062. Rental expense was S14I million in 2008 ($154 million in
2007 and S160 million in 2006).

Minimum rental ccartmitments under all non-canceiable leases ivjth an initial term in excess of one year were as follows as of December 27T

2008 (in millions):

YnrFijabU

2009..
2010
2011
2012
2013
2014 and thmafls.
Total .

Commitments for construction or purchase of property, plant and equipment totaled $2.9 billion as of December 11, 200S (S2J billion as of
December 29.2007). Other purchase obligations and commitments totaled S1.2 billion as of December 27, 2008 (S1.7 billion as of
December 29.2007). Other purchase obligations and commitments include payments due under various types of licenses, agreements to
purchase raw material or other goods, as well as payment; due under non-contingent funding obligations. Funding obligations include, for
example, agreements to fund various projects with other companies, hi addition, we have vanous contractual commitments with Micron.
IMFT. and IMPS (see "Mote 6: Equity Method and Cost Method Investment^.

Not* 19: Employee Equity Incentive Plans

Our equity incentive plans are broad-based, long-term retention programs intended to attract and retain talented employees and align
stockholder and employee interests.

In May 2007, stockholders approved an extension of the 2006 Equity Incenttve Flan (the 2006 Plan). Stockholders approved 119 million
additional shares for issuance, increasing the total shares of common stock available for issuance as equity awanis to employees: and non-
employee directors to 294 million shales. Of dus amount, we inoeased toe maamuin number of shares to be awarded as non-vested shares
(restarted stock) or non-vested share rants (resmcted stock units) to 16B million shares. The approval also extended the expiianon date of
die 2006 Plan to June 2010 The 2006 Plan allows for toe-based, performance-based, and market-based vesting for equity incentive
awards. As of December 27. 200£, we had not issued any performance-based or market-based equity incentive awards. As of December 27.
2008. 174 million shares remained available for future grant under the 20M Plan. We may assume the equity incentive plans and the
outstanding equity awards of certam acquired companies. Once the)- are assumed, we do not grant additional shares under these plans.

We began issuing restricted stock units in 2006. We issue shares on the date that the restricted stock units vest The majority of shares
issued are net of the statutory withholding requirements that we pay on behalf of OUT employees. As a result, the actual number of shares
issued will be less man the number of restricted stock units granted Prior to vesting, restricted stock units do not have dividend equivalent
rights, do not have voting rights, and the shares underlying (he restricted stock units are not considered issued and outstanding.

95

I 106
75
55
44
24
4£

S 350
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INTEL CORPORATION
NOTES TO CONSOUDATED FTNANXIAL STATEtfEMS (Continued)

Equity awards granted to employees in 2008 under our eqmly incentive plans generally vest ovtr 4 yean from the date of grant and options
expire 7 yean from the date of grant. Equity awards granted to key officers, senior-level employee;, and key employees in 2008 nay have
delayed vesting beginning 2 to 5 years from me date of grant and options expire 7 to 10 years from the date of grant

The 2006 Stock Purchase Plan allows eligible employee to purchase shirts of our common stock at S5% of the value of our common stock
on specific dates. Under the 2006 Stock Purchase Plan, we made 240 million shares of common stock available for issuance through August
2011. As of December 27, 200S. 1SS million shares were available for issuance under the 2006 Stock Purchase Plan.

Shaft-Based Compensation

Effective January 1, 2006, we adapted the provisions of SEAS No I23(R), as discussed in "Note 2: Accounting Policies."' Share-based
compensation recognized in 200S was SSM million ($952 million in 2007 and S 1,375 million in 1006).

In accordance with SFAS No. 123 (R), we adjust shaie-taoed compensation on a quaiterly basis for changes to our estimate of expected
equity award forfeitures based on our review of recent forfeiture activity and expected forare employee turnover. We recognize me effect of
adjusting the forfeiture rate for all expense amomzatioa after January 1, 2006 in the period that we change the forfeiture estimate. The
effect ctx forfeiture adjustments in 2C06. 2007. and 2008 was not simHiraa

The total share-based compensation cost capitalized as part of inventory as of December 27. 2QOB was $46 million (S41 million as of
December 19.2007 and S?2 miaou as of December 30. 2006). During 2008. the tax benefit that we realized for the us deduction from
option exercises and other awards totaled S14? million ($265 million m 2007 and S139 million m 2006).

We estimate the fair vahie of restricted stock unit awards using the value of our common stock on the date of grant reduced by the present
vahie of dividends expected to be paid on our common stock pnor to t'ejting. We based the weighted average estimated values of restricted
stock unit E:;JJ::. as well as the -.vesEhted average assumptions that we used m calculating me fair value. on estimates at the date of grant, as
follows:

Estimated values 
Jiisk-frBe interest rate
Dividend Yield..

Estimated values
Expected life (in yean)
Risk-free interest rate.
Ifolafflity
Dividend yield

-'X'S 2997 luOcj

S 19.94 S
2.1%
2.6%

21.13
4.7%
2.0%

S 18.70
4.9%
2.0%

We use the Black-Schcles option pricing model to estimate the fair value of options granted under our equity incentive plans and rights to
acquire conunoo stock granted under our stock purchase plan. We based me weighted average estimated values of employee stock option
grants and rights granted under the Sock purchase plan, as well as die weighted average assumptions used in calculating these values, on
estimates at the date of grant, as follows:

200S 2007 2006 >MS 20DT 2004

S 5.74 S
5.0
3.0%
37%

2.7%

5.79 S
5.0
4.5%
26%

2.0%

5.21 S
4.9
4.9%
27%

2.0%

5.32 S
.5

2.1%
35%

2.5%

5.1S S
S

52%
28%
2.0%

4.56"
j

5,0%
29%
2.1%

Stock OpnonL Stock Purciiit Flu

96
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DTTIL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS fC ontinufd)

We base me expected volatility on implied volatility, because we have deterauned that implied volatility is more reflective of market
conditions and a better indicator of expected volatility than historical volatility. We use the simplified method of calculating expected life
described in SAB 107, as amended by SAB 1 1 C. due to significant differences in the vesting terms and contractual life of current opticn
grants compared to our historical grants.

Rrstncled Stock Unit .4>rards

Information with respect to outstanding restarted stock unit activity is as follows:

(En MiDion-., Eicepr Per Share Amount:;

December M. 1005
Granted
\teted
Forfeited

December Ml. 1006
(rrapt«1

Forfeited

December 29. 2007
Granted
\feted:

Forfeited

December 27, !OOS

Eqwrted to VMI as of December !7, M081

Number of
Shares

30.0

(2.6)

27.4
328
(5.9)
(3.2)

51.1
32.9

(12,1)
(4,6)

i?J

so.;

Cnat-Dire Aggregate
Fair Vibe Fair Vjlot

S

S
S
i
S
$
S
S
S
S
S
S

18.70
- S

18.58

18.71
21.13
18.60 $
19.38

20.14
19.94
19.75 S
20.12

20.18

20.20

131

270

' Represents the value of Intel common stock on the date that the restricted stock units vest. On the grant date, the fair value for these
vested awards woi $21$ million in 200$ and 3111 million in 2007.

; Die number of restricted stock wits vested includes shares that we withheld on behalf of employees to satisfjr the statutory tax
withholding requirement

J Bestrictfd stock units that are expected to vest are net of estimated future forfeitures

As of December 27. 2008, there was $937 million m unrecognized compensation costs related to restricted stock units panted under our
equity incentive plans We expect to recognize those costs owr a weighted average period of 1.4 years.

Weighted
Average

\teted

97
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTNANCLU, STATEMENTS (Continaed)

Stock Option .totaids

Options ouEtandmg that have rated and ate expected to vest as, of December 27,2008 are as follows;

\wted v

Expected to vesr
Total. .

' Amounts represent the difference benveen the exercise price and $14.18, the closing price of Intel common stock on December 11,
2003, as reported an Hie XiSDAQ Global Select Market*, for all in-the-money options outstanding

' Options outrandmj (hat are expected to wir ore net of estimated future option forfeitures

Options with a fair value of S459 million completed vesting during 200S. As of December 21. 200S, there was Si JJ million in
unrecognized compensanon costs related to stock options granted under our equity incentive plans. We expect to recognize those costs over
a WMgJrted average period of 1.2 yearc.

Additional infonnaQcn -nith respect to stock cptixm activity is as follows:

' Amounts represent the difference between the exercise price and the vain? of Intel common stock a! the time of exercise.

Number of
ShlTK

<In MiDion;)

517.0
88. 1

60M

Wag&tm Averig*
n'«-tt«d Rfouiiun-
Ai-srajf Courxnul Term

Excnise Prin In Vf -ir : i

s
s
s

2S.78
21.88
11.11

3.0
49
JJ

Aggregate
IntrixocwB

ClBMiDiou)

s

s

5

5

(In MjDniii-, Eittpt Ftr Share Aj»«Mi)

DfctmbfT 31,1005
Grants
Exercises
Cancellations and forfeitures.

Dwanber M, MW
Grant s
Exercises
CancelMcms and forfeitures.

DKHDbw 3, :007
Giants
Exercises
Cancellations and forfeitures.
Expirations

December :7,:008..

Options exert: isable at:
Decembet 30. 2006
December 29, 2007
December 27, 2008

Wwjhtfd
Aiti^g* A— rratt

Nunbtrof
Shir«

S99.9
513

(47,3)
(65.4)

839.;
24.6

(132.8)
(65.4)

665.9
24.9

(33.6)
(42.8)
£4)

6i:.o

567,6
528.2
517.0

Eierd* Imtrinac
Fii» ValH1

S
s
$
$
s
s
$
s
s
$
S
s
s
s

s
s
i

!6,n
20.04
12.83 $
28.07

26.98
22.63
19.78 S
31.37

27.76
20.81
19.42 $
31.14
22.84
27.70

28.66
29.04
28.78

364

552

101

98



730 Appendix

mar27068_app_678-748.indd   730mar27068_app_678-748.indd   730 11/13/09   7:38:43 PM11/13/09   7:38:43 PM

INTEL CORPORATION
NOTES TO CONSOLIDATED FEVANCLU. STATEMENTS (Continued)

The following table summarizes infomianon about options outstanding as of December 27. 2008:

RIB j( of Ei(m-> PrictL

S0.05-SI5.00 .
Si5.oi-S2o.oo
S20.01-J25.00
S25.01-J30.00
S30.01-S35.00
S35.01-J40.00
S40.01-J72.88
Total..

OuntandiD? Option-,

timber of
Shuns

(In Minions)

0.6
86.5

274.5
122 :>
48.9
20.0
59.3

6110

WtijdilKl _4vtri£e
Rtnumms

Cantrichul Life
On Yuri)

3.4
44
3.6
41
1.7
1.6
1.4
3.4

$
S
s
S
s
s
s
s

\V«gbt«l
A-.Vi.i;-.

Eitrait Prkt

526
18.37
22.53
27.23
3135
38.43
59.85
r.70

E»rci-.at>]« Option:

Nnnber of
Shjrt:

On Million:)

0.6
64.7

211.0
116.2
45J>
20.0
59.3

517,0

S
5
S
S
s
s
s
s

WosiM
Artr^g*

EurciuPrut

526
18.40
22.67
27.25
31.33
38.43
59.85
:S.TS

These options wilt expire if they are not exercised by specific dates through January 2018. Option exercise prices fcr options exercised
durmg the three-year period ended December 1~. 2003 ranged from $0.05 to S27.27.

Stock Purdiaft Plan

Approximately 72% of our employees were participating in our stock purchase plan as of December 2". 2008. Employees purchased
25.9 million shares in 2008 for $453 million underthe 2006 Stock Purchase Plan (26.1 million shares for S428 million m 2007) Employees
purchased 26.0 million shares m 2006 for S436 million under me now expired 1976 Stock Participation Plan. As of December 27. 2008.
tbere was S18 million m unrecognized compensation costs related to rights to acquire common stock under our stock purchase plan. We
expect to recognize those costs over a weighted average period of one mourn.

Note 10: Common Stotk Repurchases

Common Stock Rtpurtkttft Program

We have an ongoing aumonzanon, amended in November 2005. from our Board of Director to repurchase up to S25 bullion rn shares of
our common stock in open market or negotiated transactions. During 2008. we repurchased 324 million shares of common stock at a cost of
S7J bilh(jn(llimmiondiMEsatacortofS275biUMB4iii^20W«d236BaiBB4BB*t«^rf$4j66iBoB*Briiig208^ We have
repurchased and retired 3.3 billion shares at a cost of approximately S6"7 billion since the program began m 1990. As of December 27,
2008. S7.4 billion remained araUable for repurchase under the existing repurchase authorization. A poraon of our purchases in 2008 and
2007 -was executed under prrvately negotiated fora aid purchase agreements.

Rttfriftrd Stock Unit Hilhholdingi

We issue restricted stock units as pan of our equity incentive plans. For the majority of restricted stock units granted, the number of shares
issued on the date the restricted stock unite nest is net of the statutory ^imholdmg requirements that we pay on behalf of our employees.
Dunng 2008, we withheld 3.5 million shares (1.7 million shares during 2007) to satisfy $78 million ($38 million during 2007) of
employees' tax obligations. Although shares withheld are not issued, they are treated as common stock repurchases for accounting and
disclosure purposes, as they reduce the number of shares that would have been issued upon vesting
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINANCTAL STATEMENTS (Condoned)

Note II: Earnings Per Share

We computed our basic anH diluted earnings per common :hci? as follows:

We computed our basic earnings per common share using net income and the weighted average number of common shares outstanding
during the penod. We computed diluted earnings per common share lining net income and the weighted average number of common shares
outstanding phis, potentially eihiave common shares outstanding daring the penod Paternally diluttve common shares are detenmned by
applying the treasury stock method to the assumed exercise of outstanding stoci options, the assumed vesting of outstanding restricted stock
units, and the assumed issuance of common stock under the stock purchase plan, and applying tbe if-converted method for the assumed
conversion of debt

For 2 80S. we excluded 454 million outstanding weighted average stock options (417 million in 2007 and 693 million In 2006) from the
calculation of diluted earnings pei common share because the exercise prices of these stock options were greater thac or equal to the
average market value of the common shares. These options could be included in the calculation in the future if the avenge market value of
the common shares increases and is greater than &e exercise price of these options.

Note U: ComprehensiveIncomt

The components of total comprehensive income were as follows:

100

(In Miami; Except Ptr Shir* Anuufi)

Net UKorae

Weighted average common share; outstanding—basic , .
Dihmve effect of employee equity incentive plans
DiMve effect of convertible debt

Weighted average common share; outstanding—dilated .

Bask earnings per common share

Diluted em mng> per commoD share

s

!
t

2<KM

;,:*:
?.66J

M
51

f.748

OJ>3

ojt:

$

s

MOT

fi,976

SM6
«
51

?JJ6

i.:o
1,18

S

s

20M

5,044

5.797
32
51

5,88fl

0.87

0,So"

(UMiffloml

Net income
Other comprehensive income (loss)

Total comprehensive income ....

MM

S 5.292
(654)

S 4.6J8

2SHT

S 6.976
318

S 7.Z94

JOGS

S 5,044
26

S 5.070

$ $
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INTEL C ORPORATION
NOTES TO C ONSOLTOATED FINANCIAL STATEMENTS (Coatumwl)

The components of other comprehensive income floss) and related tax effects were as follows

flu Minim- 

Btfort
Tn

2008

Tn
Tittof
TD

Bribrt
Til

M»T

Tu
Ntrof

Tl±
Brfort
Tn

MM

Tn
Nttof
Til

Change in unrealized hcldins gam
(loss) on im'estznents

Less: adjustment for (gain) toss on
DTvestxnents included in net income .

Change m unrealized holdmc ^ain
(loss) on derivatives .

Lfx: adjustment for amortization of
(gam) loss on derivatives included in
n e t income

Change m prior service costs
Change in actuarial loss
Minimum JIM™™ liability

I (764) S

34

(23)

(58)
5

(220)

279 J

(12)

S

21
(2)
78

(4S5) S

22

(15)

(37)
3

(142)

420 S

(85)

SO

(55)
4

106

(155) S

11

(21)

16
(1)

(22)

265 S

(54)

59

(39)
3

S4

94 S

(75)

B

9

_

(36)

(33) S

27

(22)

(3)

_
6

61

(48)

37

6

_

(30)

Total other corapithfmiv* income

doss )

For 2008. we ^classified $37 million of net deferred holding gams on derivatives from accumulated other comprehensive income (loss) to
cost of sales and operating expenses related to our non-U.S -currency capital purchase and operating cost hedging programs (gams of
S39 million in 2(X)~' and Losses of S6 million m 2006). We estimate that we will reciassify less than SI 5 million of net derivative losses
included in other accumulated comprehensive income (loss) into earnings within the next 12 mourns. For all periods presented the portion
of hedging instruments gains or losses excluded from me assessment of effectiveness and the ineffective portions of hedges bad an
insignificant impact on earnings for cash tb*.v hedges Additionally, for ail periods presented there was not a significant impact on results
of operations from discontinued cash flow hedges as a result of forecasted transactions that did not occur

The estimated net prior service cost actuarial loss, and transition obligation for the defined benefit plan that nil! be amortized from
accumulated other comprehensive income (loss) into net periodic benefit cost during fiscal year 2005 are S4 million, S28 million, and zero,
respectively.
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The components of accumulated other comprehensive income (loss), net of tax. were as follows:

:MS

$ (139 )
48

(10)

P90 )

CZ>

S  (3W)

S

S

1007

324
100
(13)

(14S )

(3)

:«

Accumulated net unrealized holding gain (loss) on avaiiable-fbr-sale investments
Accumulated net unrealized holding gam on derivatives
Accumulated net prior service costs
Accumulated net actuarial losses
Accumulated transition obligation

Total accumulated other comprehensive income (loss)

S(l,0:«> S  J7 I S  <«4) S  470 S  (153 S  318 S  51 S  (15) S  M
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INTEL CORPORATION
NOTES TO CONSOLIDATED nXAXOAL SE4IEMENTS (Coutmutd)

Not* IS: Tines

Income before taxes and (be prevision for taxes consisted of die fclb-.vn.z

(Dolbl: in Million: :

Income before taxes:
U.S
Non-U.S.

Total income before tare

Provision for taxes:
Current

Federal
State
Nbn-U-S. ,_

Defened
Federal
Other

Total provision for Uies .

Effective lai rare .

The difference between the tax provision at the statutory federal income tax rate and the tax provision as a percentage of income before
income taxes was as follows:

Statutcrj' federal income tax raw
Increase (reduction) m rate resulting from:

Non-U.S income taxed at different rates .
Setdemen"ts
Research and development tax credits . .
Domestic manufacturing deduction benefit
Defened tax asset valuation allowance—unrealized losses
Export sales benefit
Other

Income rai ratt . .

Dunne 200S. income tax benefits attributable to equity-based compensation transactions that were allocated to stockholders' equity totaled
SS union ($123 million m 2007 and $126 milion in 2006).
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s

s

s

s

IMA

6,117 S
1,569

•,6S« S

2,781 S
(38)
345

J.OSS

(668)
(36)

(694)

:..'94 S

Jl.l'i

lovr

6J2Q S
2,646

9.166 S

1.865 S
111
445

1,411

(140)
(91)

CJ1)
yw s
a.9««

2006

4.532
1536

T.068

1.997
15

337

:..M9

(305)
(20)

015)
:.o:4
:s.««t

IMS

35.0%

(4J)
(0.5)
(1.4)
(1.7)
3.4

—
0.5

31.1" i

1MT

35.0Ti

(4.7)
(5.3)
(1.3)
(1.1)

—
—
1.3

1J.9««

MM

35.0%

(4.3)

—
(0.8)
(0.9)

—
(2.1)
1.7

lS.«*i

(In Percentages)
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N>l deferred tai«

1 Included within otiifr long-term uiifS on rftf consolidated balance jJtwn

We had state tax credits of SI 58 million as of December 27. 200S that will expire between 2009 and 2019. The net deferred tax asset
valuation allowance was S358 million as of December 27, 2008 compared to $133 million as of December 29. 2007. Thevaluanon
allowance is based on OUT assessment that it is more l&ely than not that certain defened tax assets will not be realized m the foreseeable
future. S25S million of the valuanoE allowance as of December 27,2008 was related to investment asset impairment, and die i*mamma
S100 million of the valuation allowance was related to unrealized state credit cany forwards.

As of December 27. 2008, U.S. deferred income taxes have not been provided for on a cumulatire total of approximately S7.5 billion of
undistributed earnings for certain non-U.S. subsidiaries. Determination of the amount of unrecognized deferred tax liability for temporary
differences related to investments m these non-U.S. subsidiaries dial are essentially permanent in duration is not practicable U:e currently
intend to reinvest those earning? m operanons outside the U.S.

Effective at the beginning of the first quarter of 2007. we adopted the provisions of FIN 48. As a result of the implementation of FIN 48,
we reduced the liability for net unrecognized tax benefits by SI 81 million, and accounted for the reduction as a cumulative effect of a
change m accounting principle that resulted in an increase to retained earnings of S181 nuUion,

103

INTEL CORPORATION
NOTES TO CONSOLIDATED FTNANCLU, STATEMENTS (Coatinnrf)

Deferred income taxes reflect the net tax effects of temporary- differences between me carrying amount of assets and liabilities for financial
repomnE purpose; and the amounts for income lax purposes. Significant components of our deferred! tax atsee and Labilities at fiscal year-
ends were as follows:

2W»

I

ŝ
m

S

S
^^

ŝ

s

s

529
160
669
602
:e:
138

50
337

3.247
(358)

1,889
^^^M

(507)
(54)

—(207)

(768)
^^^^^^

Mil

1.390
777
(46)

M!l

2007

S 472
222
542
438
116
133
32

326
ysi
<B3)

s :,us

S (6090
(137)
027)
(USD

S (IMP

S LOM

S 1.186
281

(411)
S 1.056

(UMJffitBi)

Deferred tai ; irH•
Accrued compensation and other benefits
Defended income
Share-based compensation
Inventory
Unrealized losses on equity investments and denvattves.
State credits and met operating lasses
Investment m foreign subsidiaries . .
Other net

Valuation allowance

Total deferred rai ass«s

Deferred fai Itobilirw-;
Propeny. plant and equrpment
Licenses and intangibles
Unrealized uains on m^'esnnents and derhrBd\'e3
Other net

Total deferred fax liabilities

Net deferred tai assets....

Reported is:
Current deferred tax assets
Non-current deferred tax assets' .
Non-cumnt deferred tax liabilities
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTNANCLU. STATEMENTS (Continoed)

Long-term income taxes payable include uncertain tax position;, reduced by the associated federal deduction for state taxes and non-U.S.
tax credits, and may also include other long-term tax liabilities that are not uncertain but haw not yet beeo paid.

The aggregate changes in the balance of gross unrecognized tax benefits '.vere as follows:

104

Dunng 2W~ me U.S. Internal P.evenue Service (IRS) dosed its examinatioc of our tax returns for the yean 1999 through 2002. resolvmg
issues related to the tax benefits for export sales as well as a number of other issues Additionally, we leached a settlement with the IRS for
years 2003 through 2005 with respect to the tax benefits for export sales. In connection with the $739 million settlement with the IRS, we
reversed long-term income taxes payable, which resulted in a £276 million tax benefit in 2007.

Also during 2007. we effectively settled with foe IRS on several other matters related to the audit for the 2003 and 2004 tax years, despite
the fact that the IRS audit for those yean remains open. The result of effective;)' settling those positions and the process of re-evaluauna,
based on all available information and certain required remeasurements. was a reduction of S3S9 million in the balance of our gross
unrecognized lax boiefits. $155 million of which resulted in a tax benefit in 2007.

If the remaining balance of 1744 million of unrecognized tax benefits as of December 27.2008 (ST94 million as of December 29,2007)
'.vere realized m a future period, it would result tn a tax benefit of 5590 million and a reduction of the effective tax rate (S661 million as of
December 29. 2007).

Dunng all years presented, we recognized interest and penalties related to unrecognized tax benefits within the provision for taxes on the
cocsolida ted statements of income. Therefore, no change was necessary upon adoption of FIN4S. In 2008. we recognized $6 mtllioain
interest and penalties In 2007. we recognized a net benefit of S142 million, primarily due to the reversal of accrued interest and penalties
related to the settlement activity described above. As of December 27, 290S, we had SI53 million of accrued interest and penalties related
to unrecognized tax benefits ($115 million as of December 29. 2007).

Dinns 230S. we reached a settlement with the IRS and several state tax authorities related to prior years resulting inpayments of S51
million and a decrease in balances related to tax positions taken during prior periods of SI 03 million

Although the tuning of the resolution and'or closure on audits is highly uncertain, it is reasonably possible that the balance of gross
unrecognized tax benefits could significantly change in the next 12 months. Given the number of years remaining subject to exannnaoon
and the number of matters being examined, we are unable to estimate the Ml range of possible adjustments to the balance of gross
unrecognized tax bskefiE. However, we can reasonably expect a minimum reduction of $80 million of our existing gross unrealized tax
benefits upon settlement or effective settlement with the various tax authorities, the closure of certain audits, and the lapse of statute of
limitations.

gnMJEim)

Beginning balance as of Detember 31, 2006 (date of adoption)
Settlements and effective settlements with tax authorities and related roueasuremeub
Lapse of statute of limitations
Increases in balances related to tax positions taken during prior periods
Decreases in balances related to tax positions taken during prior periods
Increases m balances related to tax positions taken during current period
December 29.1007
Settlements and effective settlements with tax authorities and related remeasniements
Lapse of statute of limitations
Increases in balances related to tax positions taken during prior penods
Decreases in balances related to tax positions taken during pnor penods
Increases in balances related to tax positions taken dunns current period

December H, 1008 , .

S WM
(U43)

106
QS)
M

S 794
(51)

72
(1ST)
116

S  744
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INTEL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

We file U.S. federal U.S. state, and non-U.S tax return; For U.S. state and non-V i tax returns, we are generally DC lodger subject to tax
examination: for years prior to 1996. fa U.S. federal tax reams, we are no longer subject to tax examination for years prior to 2003.

Not* 24: i" . - .nnnjpr inf :

Legal Proceedings

We are currently a party to various legal proceedings, including those noted in this section. While management presently believes that the
ultimate outcome of diese proceedings, individually and m the aggregate, will not materially harm die company's financial position, cash
flows, cr overall trends m results of operations, legal proceedings are subject to inherent uncertainties, and unfavorable rulings could occur.
An unfavorable ruling could include money damages or. in matters for winch injunctrve relief or other conduct remedies are sought, an
injunction prohibiting us from selling one or mote products at all or m particular ways \Vere unfavorable final outcomes to occur, mere
exists the possibility of a material adverse impact on our business, results of operation, financial position, and overall trends. Except as may
be otherwise indicated, the outcomes in these matters are not reasonably estimable.

.Advanced \Hcro Devices, Inc (AMD) md J&iD International Sales A Service. Ltd.f Intel Corporation and Intel Kobushiti A'ariha, and
Related Consumer Ctois Aaionz ami Government Investigations

A number of proceedings, described below, generally challenge certain of our competitive practices, contending generally mat we
improperly condirion pnce rebates and omer disccumls on our microprocessors on exclusive or near exclusive dealing by some of onr
customers. We believe that we compete lawfully and that our marketing practices benefit our customers and our stockholders, and we will
contmne to vigorously defend ourselves. The distractions caused by challenges to our business practices, however, are undesirable, and the
legal and other costs associated with defending our position have been and continue to be significant. We assume, as should investors, diat
these challenges could continue for a number of years and may require the investment of substantial additional management time and
substantial financial resources to explain and defend our posmon. WMe management presently believes that the ultimate outcome of these
proceedings, mdnidually and in the aggregate, will not materially harm the company's financial position, cash flows, or overall trends m
results of operations, these litigation matters and the related government investigations are subject to inherent uncertainties, and unfavorable
rulings could occur. An unfavorable ruling could include substantial money damages and. m matters m which injunctive relief or other
conduct remedies are sought an injunction or other order prohibiting us ftom selling one or more products at al) or m particular ways. Were
unfavorable final outcomes to occur, our business, results of operation, financial position, and overall trends could be materially banned

In June 200 5, AMD filed a complaint m me United States District Court forme District of Delaware alleging mat we and our Japanese
nibsidiarv engaged in various actions in violation of the Sherman Act and the California Business and Professions Code, including, among
other things, providing discounts and rebates to our manufacturer and distributor customers conditioned on exclusive or near exclusive
dealing that allegedly unfiirty interfered with AMD s ability to sell its microprocessors, interfering with certain AMD product launches, and
interfering with AMD s participation in certain industry standards-setting groups. AMD s complaint seeks unspecified treble damages.
punitive damages, an injunction requiring Intel to cease any conduct found to be unlawful and attorneys' fees and costs. We have answered
the complaint denying the material allegations and asserting various affirmative defenses. The discovery cut-off of the AMD liaganon is set
for May 1, 2009. In February 2007. we reported to the Court that we had discovered certain Lapses in our retention of electronic documents.
We then stipulated to a court order requiring us to further investigate and report on those lapses, as well as develop a plan to remediate the
issues. We completed the investigation and provided detailed informanon to die Court and AMD throughout 2007 and 2008. The Court also
approved our remediation plan, which is now almost completed. The Court granted our request for an order to peimit discovery against
AMD in order to investigate its retention practices, including potential lapses in AMD's retention of electronic documents The parties have
largely completed document discovery and are in the process of taking depositions of current and former employees and of tiurd parties.
The AMD litigation currently is scheduled for trial to commence on February 15, 2010.

AMD's Japanese subsidiary also filed suite m the Tokyo High Court and the Tokyo District Court against our Japanese subsidiary, asserting
violations of Japan's Anomonopoly Law and alleging damages in each suit of approMmatery S55 million, pins various other costs and fees.
Proceedings in those matters arc onzom^.
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INTEL CORPORATION
NOTES TO COXSOLTOATED FTXAXCIAL STATEMENTS (Connnoed)

In addition, at least 82 separate class actions have been filed in the U.S. District Courts for the Northern District of California, Southern
District of California. District of Idaho. District ofMebraska. District of New Mexico. District of Maine, and District of Delaware, as well
as in various California. Kansas, and Tennessee state conns. These actions generally repeat AMD's allegations and assert various consumer
injuries, including that consumers in various states have been mjirred by paying higher prices for computers containing our microprocessors.
All of the federal class actions and the Kansas and Tennessee state coon class actions have been or will be consolidated by the MuMdistnct
litigation Panel to the District of Delaware and are being coordinated for pre-trial purposes with the AMD litigation. The putative class in
the coordinated actions has moved for class certification, which we are in (fae process of opposing. All California class actions have been
consolidated to the Superior Court of California in Santa Clara County The plaintiffs in the California actions have moved for class
ceitficatiotL which we are in the process of opposing. At our request the Court in the California actions has agreed to delay ruling on das
motion until after the Delaware Federal Court rules on the similar motion in the coordinated actions.

We dispute AMD's claims and die class-action claims, and intend to defend the Lawsuits vigorously.

We are also subject to certain antitrust regulator)- inquiries, hi 2001, the European Commission (EC) commenced an investigation regarding
claims by AMD that we used unfair business practices to persuade clients to buy our microprocessors. The EC sent us a Statement of
Objections (SO) in July 2007 alleging that certain Intel marketing and pricing practices amounted to an abuse of a dominant position that
infringed European law. The SO recognized that such alleganons are preliminary, not final, conclusions. We responded to those allegations
in January 2008. and a hearing was held m March 2008. m February 2008. the EC initiated an inspection of documents at our Feldbrchen,
German}- offices We also received additional requests for information from the EC. On July 17,2 DCS. die EC sect us a Supplementary
Statement of Objections (SSO) alleging that certain Intel marketing and pricing practices amounted to an abuse of a dominant position that
infringed European law. The SSO recognizes that such allegations are preliminary, not final conclusions.

IB October .DOS, we filed an appeal with the Court of First Instance (CFQ in Europe related to procedural rulings of the EC concerning
Intel's response to the SSO. hi the appeal we asked the CFI to overrule EC decisions that limit the evidence available to Intel and that we
believe will hinder Intel's ability to conduct a fair and effective defense against the allegations contained in, the SSO On January 27,2009,
the CFI rejected Intel's appeal, ruling that Intel's requests were inadmissible and would not be considered by the Court at this time. Intel
filed a response to the SSO on February 5, 2009.

On December 19, 2008. Intel received a "Tetter of Fact" from the EC, which included additional evidentiary material related to the original
SO that the EC provided to Intel as a "courtesy" and Dot'because of any "obligation'' to do so. In addition, the EC stated that "it cannot be
excluded at this stage of the procedure mat the [EC] may adopt a decision" adverse to Intel pursuant to Article 7 of die Council Regulation
on the implementation of the rales on competition laid down m Articles 81 and 82 of the EC Treaty. The EC's letter outlined certain alleged
evidence that the EC may rely on m reaching nay such decision.

With respect to both the SO and the SSO. the options available to the EC include taking no action, imposing a monetary fine, and'or
ordering Intel to modify or terminate certain marketing and pricing practices. The EC's rules provide that die maximum monetary fine
could equal 10% of Intel's global turnover for all products and services for the pnor fiscal year. Any such decision would be subject to
appeal. Intel lacks sufficient information to predict the EC's future course of action, and both the outcome and the range of any potential
actions by the EC are not reasonably estimable.

In June 2005. we received an inquiry from the Korea Fair Trade Commission (KFTQ requesting documents from our Korean subsidiary
related to marketing and rebate programs that we entered into with Korean PC mamifarturers. In February 2006. the KFTC initiated an
inspection of documents at our offices m Korea. In September 2007, the KFTC served us an Examination Report alleging that sales to two
customers during parts of 2002-2005 violated Korea's Monopoly Regulation and Farr Trade Act In December 200". we submitted our
written response to die KFTC. In February 2008, the KFTC's examiner submitted a written reply to our response, hi March, we submitted a
further response. InApnl we parttcrpated in a pre-hearmg conference before the KFTC, and we participated m formal hearings in May and
June 200S In June 2008. the KFTC announced its intent to fine us approjamateiy S25 million for providing, discounts to Samsung
Electronics Co., Ltd. and TriGem Computer In: On November T. 2008. the KFTC issued a final written decision concluding that Intel's
discounts had violate d Korean antitrust law and imposing a fine on Intel of approximately S20 million, which Intel paid ID January 200?.
On December 9. 2008, Intel appealed this decision by filing a lawsuit m the Seoul High Court seeking to overturn the KFTC's decision.
That lawsuit is pending
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INTEL CORPORATION
NOTES TO CONSOLIDATED FLNANCLU. STATEMENTS (Continuedt

In January 2008, we received a subpoena from me Attorney General of the State of New Ycai requesting documents and information to
assist m its invesngauon of whether mere have been any agreements or arrangements establishes ot maintaining a monopoly in the sale of
microprocessors m violation of federal or New York antitrust laws We continue to cooperate and provide requested information in
connection with this investigation.

In June 2008. the U.S. Federal Trade Commission announced a formal investigation iota our sales practices. We continue to cooperate and
provide requested information m conuectioo with this investigation.

We dispute any claims made m these investigations mat Intel has acted unlawfully. We intend to cooperate with and respond to these
investigations as appropriate, and we expect that these matters will be acceptably reserved.

Intel Corporation v. Commonwealth Scientific and Industrial Research Organisation fCSIROi

In May 2005. Intel filed a lawsuit m the United States District Court for the Northern District of California against CSIRO. an Australian
research institute CSIRO had sent letters to Intel customers claiming that products compliant with the IEEE £02. Ha. and S02.1I™ standards
infringe CSIRO"! U.S. Patent No. 5.487,069 (the "069 patent) Intel's lawsuit seeks a declaration mat the CSEO patent is invalid and that
no Intel product infringes it. Dell Inc. is a co-declaratory judgment plaintiff with Intel: Microsoft Corporation, Netgear Inc., and Hewlett-
Packard Company filed a similar, separate lawsuit against CSIRO. In its amended answer. CSIRO claimed mat various Intel products mat
practice the IEEE S02.1 la. 802 11 g. and-'or draft 802, Hn standards infringe the "069 patent. Tnal is set for April 13. 2009. CSIRO s
complaint seeks, among other remedies, uijuncnve reuef and damages. CSIRO has stated in pie-trial proceedings mat it intends to seek
damages m the form of a royalty for alleged infringement in an amount that if CSIRO prevailed on its claims against all defendants, could
result in a judgment against Intel m excess of HOC million. In a separate lawsuit (m which Intel is not involved) against a third-parfv
vendor of wireless networking products based on die same patent at issue m the Intel litigation, pending in the United States District Court
for the Eastern District of Texas, the Court granted CSIRO s motions for summary judgment on the issues of validity and infringement, and
gjanted a permanent injunction m favor of CSIRO. In September 2008, the United States Court of Appeals for the Federal Circuit affirmed
in part and reversed in part that ruling, concluding mat me patent was infringed by the third-parties' products, but that the District Court
erred in cone hiding, as a matter of law, that the patent is valid. Intel disputes CSIRO's claims and intends to defend the lawsuit vigorously.

Barbara i Sales, etaL v Intel Corporation, GaKvay Inc., Hewlett-Pachjrd Compai$ and HPDirect, Inc.

In June 2002. various plaintiffs Bled a lawsuit m the Third Judicial Circuit Court Madison Count)1. Bimots. against Intel Gateway Inc.,
Hewlett-Packard Company, and HPDirect. Inc. alleging that the defendants advertisements and statements misled the public by suppressing
and concealing the alleged material fact that systems containing. Intel1 Pentium* 4 processors are less powerful and slower than systems
containing Intel1 Pentium1 III processors and a competitor's microprocessors. In July 2004. me Court certified against us an Hlmc-Li-ody
class of certain end-use purchasers of certain Pentium 4 processors or computers coruaining these microprocessors. In January 200?, the
Court granted a motion filed jomtly by the plaintiffs and Intel diat stayed the proceedings m the trial court pending discretionary appellate
review of the Court's class certification order. In My 2006. the Illinois Appellate Court Fifth District, vacated the tnal court's class
certification order. The Appellate Court instructed die trial court to reconsider whether California law should apply. However, in August
2006, the Illinois Supreme Court agreed to review the Appellate Court's decision. In November 2007, the Illinois Supreme Court issued its
opinion finding, m favor of Intel on two issues. First, on the issue of whether Illinois or California law applies to the claims of Illinois
residents for goods purchased in Illinois, the Court found that Illinois [aw applies, rejecting the Appellate Court's <Wmp of a nationwide
class based on application of the California law. Second, on the issue of whether any class should be certified in this case at all, the Court
held mat no class should be certified, reversing the trial court's finding, of an Hhnois-only class based on Illinois law. The case was
remanded to the tnal court and m March 2008 an order was entered dismissing the case with prejudice based on our motion to dismiss.
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTTA.VXTAL STATEMENTS (Continued)

Fnmk I. Sham v Mtl Corporation, Jam-Aim- I'erdifll and LightLogic, LK.

Intel acquired LightLogic. Ice. in May 2001. Frank Shum has sued Iitel. LightLogic. and LightLogic's founder, Jean-Matt VerdieL
claiming that much of IjghtLogic's intellectual property is based on alleged inventions thai Shum conceived while he and \trdiell were
partners at Radiance Design, Inc. Shum has alleged claims for fraud, breach of fiduciary duty fraudulent concealment and breach of
contract Shun also seeks alleged correction of urventoishrp of seven patents acquired by Intel as part aftneLightLogic iireuiGinsi. In
January 2005, die U.S. District Court for the Northern Distnct of CaliWiia denied Stem's invefflorship claim, and thereafter granted Intel's
motion for summary judgment on Shum's remaining claims. In August 2007. tie United States Court of Appeals for the Federal Circuit
• irr.tcJ the District Court's rulings and remanded the case for further proceedings. In October 200E. tbe Duma Coun granted Intel's
motion for summary judgment on Shum's claims for breach of fiduciary duty and fraudulent concealment but denied Intel's motion on
Shum's remaining claims A jury trial on Shiun's remaining claims took place in November and December 2008. In pce-tna! proceedings
and at tnaL Shum requested monetary damages against the defendants in amounts ranging from S31 million to S931 mi 11 inn and his filial
request to the jury was for as much as SP5 million. Following deliberations, the jury was unable to reach a verdict on most of the claims
With respect to Shum's claim that he is the proper inventor cm certain LightLogic patents now assigned to Intel the jury agreed wim Shum
on some of those claims. But tbe jury was unable to reach a verdict on the breach of contract fraud, or unjust enrichment claims. All
pames have filed post-trial motions, which the Court is currently considenng, Intel disputes Shum's claims and intends to defend die
lawsuit vigorously.

Martin Smilo* v. Craig R Barren et al & Intel Corporation; Christine Del Gmo v. Paul S. Otellirii ft at & Intel Corporation

In February 2008. Martin Smdow, an Intel stockholder, filed a putative derivative action in die United States District Court for the District
of Delaware against members of our Board of Directors. The complaint alleges generally that the Board allowed the company to violate
antitrust and other laws, as described in AMD's antitrust lawsuits against us, and that those Board-sanctioned activities have harmed die
company. The complaint repeats many of AMD's allegations and references various investigations by the European Community. Korean
Fair Trade Commission, and others In February 2008, a second plaintiff Evan Tobias, filed a denvatrve suit in tbe same court against the
Board containing many of the same allegations as in die Snulow suit. On July 50, 2008. die District Court entered an order directing
Smilow and Tobias to file a single, consolidated complaint by August 7. 200S and directing us to respond within 30 days thereafter. An
amended consolidated complaml was filed on August 7. 2008. On June 27. 2008. a third plaintiff. Christine Del Gaizo. filed a derivative
suit in the Santa Clara County Superior Court against the Board, a former director of the Board, and six of our officers, containing many of
die same allegations as in die Smtloiv and Tobias suits. On August 11. 2008: die pames in the California derivative suit entered mto a
stipulation to stay die action pending further order of the Court and the Court e&tered an order to that effect on September 2. 2008. Vie
deny the allegations and intend to defend the lawsuits vigorously. On September 5: 2008. all of tbe defendants m the Delaware derivative
action fikd a motion to dismiss die complaint Briefing on the defendants' motion is complete and a ruling is expected in earry 2009.

Note I f : Operating Segment and Geographic Information

As of December 27: 2008, our operating segments included die Digital Enterprise Group, Mobility Group, XAND Solutions Group, Digital
Home Group. Digital Healtii Group, and Software and Services Group.

In the second quarter of 2003. we completed a reorganization that transferred the revenue and costs associated with a portion of the Digital
Home Group's consumer PC components business to the Digital Enterprise Group. The Digital Home Group now focuses on die consumer
electronics component business. We adjusted our historical results to reflect flus reorganization. Prior-period amounts haw also been
adjusted retrospectively to reflect other minor reorganizations.
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INTEL CORPORATION
NOTES TO CONSOLIDATED FTVANCLU. STATGDLNTS (Conimued)

The Chief Operating Decision Mater (CODM), as defined by SFAS No. 131, "Disclosures about Segments of an Enterprise and Related
Information" (SFAS No. Bl), is our President and CEO. Tbe CODM allocates resources to and assesses the performance of each operating
segment using infonnation about its revenue and operating income (less) before interest and taxes.

We report the financial results of the following operating segments:
• Digital En;frpri;f Group. Includes microprocessors and related chipsets and motherboards designed for the desktop [including

high-end enthusiast PCs), nettop. and enterprise computing market segments: microprocessors and related chipsets for embedded
applications: corMmuacattore infrastructure components such as network processors and communications boards; aired
connectivity devices: and produce for network and server storage.

• MobiiiK Group Includes microprocessors and related chipset designed for the notebook and netbook market segments, wireless
connectivity products, and products designed for the ultra-mobile market segment which includes mobile Internet devices. In the
fourth quarter of 2006, we completed the sale of certain assets of our communications and application piocessor business lines to
Marvell Related to me sale, we entered into a manufacturing and transition services agreement with Marvel! As a result our sales
of application and cellular baseband processors in 2007 and 2008 were only to Marvel!

The HAND Solutions Group. Digital Home Group. Digital Health Group, and Software and Services Group operating segments do not meet
me quantitative thresholds for reportable segments as defined by SFAS No. 131 and are included within the all other category.

We have sales and marketing, manufactunng, finance, and administration groups. Expenses for these groups are generally allocated to the
operating segments, and the expenses are included in the operaunE; results repotted below. Additionally, in the first quartet of 2007. we
started including share-based compensation in the computation of operating mcome (loss) for each operating segment and adjusted prior
results to reflect this change Revenue for the all other category is pnmanly related to tbe sale of HAND flash memory products.
microprocessors and related chipsets by tbe Digital Home Group, and NOR flash memory products. In the second quarter of 2008, we
completed the drvestrtuie of our KOR flash memory assets to Numonyx. At that time, we entered into supply and service agreements to
provitle products, semces, and support to Numonyx following tbe close of the transaction- Revenue and expenses related to the supply and
service agreements are included in the all other category. For further information on Numooyx. see "'Note 6: Equity Method and Cost
Method Investments."

The all other category includes certain corporate-level operating expenses and charges. These expenses and charges include:
• a poreon of profit-dependent bonuses and other expenses not allocated to tbe operating segments;
• result of operauons of seed businesses that support our initiatives;
• acquisition-related costs, including amortization and any impairment of acquisition-related intangibles and goodwill;
• charges for purchased in-process research and development: and
• amounts included within restrucrunng and asset impairment charges.

Wth the exception of goodwill we do not identify ot allocate assets by operating segment, nor does tbe CODM evaluate operating
segments using discrete asset information. Operating segments do not record inter-segment revenue, and. accordingly, there is none to be
reported. We do not allocate gams and losses from equity investments, interest and other mcome. or taxes to operating segments. Although
the CODM uses operating mcome to evaluate the segments, operating costs included in one segment may benefit other segments. Except as
discussed above, tbe accounting policies for segment reporting are the same as for Intel as a whole.
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INTEL C ORPORATION
XOTES TO CONSOLIDATED FTXANCLU. STATEMEKTS (Continued)

Operating segment net revenue and operating income (loss) for the three yean ended December 27, 2008 were is follows:

dcMJEum)

Net revenue
Digital Enterprise Group

Microprocessor revenue.
Chipset, motherboard and other revenue

Mobility Group
Microprocessor revenue..
Chipset and other revenue

.«! other

Total nrt revenue

Operating income Uo;;;
DiQtal Enterprise Group
Mobility Group
All other

Toi.il operatingincome

IB 2008. one customer accounted for 20% of oin net revenue (17% in 200"! and 16%m 2005). while another customer accounted for 18%
of our net revenue {18°. in 2007 and 19% m 2006). The majority of the revenue from these customers was from the sale of
microprocessors, chipsets, and other components by die Digital Enterprise Group and Mobility Group operating segments.

Geographic revenue information for the three years ended December 27. 2008 is based on the location of the customer. Revenue ftom
unaffihated customers was as follows:

Eei:enue &om unaffiliated customers outside the U S totaled $32 124 million in 2008 (S32 319 million m 2007 and S29 896 million m
2006).

no

:oos

S 16,078
4,554

:o,6j;

11,439
4,209

15,648
1,306"

S JVSo"

S 6,462
5,199
C,^)

S S.954

2007

S 15.945
1359

21,304

10,660
4,021

14,681
1,349

S JS.JJ4

S 5^95
5.611

(2.690)

S 8.316

2006

S 15^48
5.437

:o,«s?

9:212
3,097

11J89
:jss

s ??.3s:

S 3^99
4.602
(1249)

s M?:

qn MiffiBE)

A;n-P.icific (geographic region,country)
Taiwan
China (including Hong Kong)
Other Asia-Pacific

America; (geographic repon/conntry)
United State s
Other Americas

Europe
Japan

Total net revenue

S

s

no*

9.S6S
4,974
4,202

19,044

5,462
1.981

7,443
•MIS
3,983

J?,584

2007

S 8,606
5,295
5,531

19,43:

6.015
1,700
7,715
7.2M
3,915

S 38.334

2006

S 7.200
4.969
5:308

17,477

5.486
1026

7,512
6^87
3,304

s 3?js:
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INTEL CORPORATION
NOTES TO CONSOLIDATED FIVANXIAL STATEMENTS (Continued)

Net property, plant and equipment by country was as follows:

(!B MfflionO

United Stiles
Israel
Ireland
Other countries

Total property, plan! and equipment, net

Il l

200J 2WT7 ZKW

S 1U24 S 10.647 S 11,558
2,965 2.473 1.1S3
1,536 2.076 2.860
1,81? 1,722 2,001

S 17,5i4 S 16518 S 17.60:

Net property, plant and equipment outside the U. S. totaled $£.320 million in 2008 ($6,271 million in 2007 and $6,044 million m 2006).
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RIPORT OF ERNST & YOtNG LLP. INDEPENDENT REGISTERED POLK' ACCOITO1NG FIRM

Hie Board of Directors, mtd Stockholders, Intel Corporation

We have anmted the accompanying consolidated balance sheets of Intel Corporation as of December 27, 2MB and December 29, 2007, and
the related consolidated statements of income, stockholders' equity, and cash flows foi each of me three years in the period ended
December 27.2008 teottitoiirli^fefMcMib*H(*xteteItMkfaIriKil!MntBBHl5.T]aefeMaid
statements and schedule are the responsibility of the company's management. Our responsibility is to express an opinion on these financial
statements and schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accoimnng Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements An audit also includes assessing the accounting principles -used and significant estimates made by management as well as
evaluating die overall financial statement presentation We believe that our audits provide a reasonable basis for out opmioa

hi our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated financial position of Intel
Corporation at December 27,2008 and December 29, 2007, and die consolidated results of us operations and its cash flows for each of d*
three years m die period ended December 27. 2008, in conformity with U.S. generally accepted accounting principles. Also, m our opinion,
the related financial statement schedule. Tvhen considered m relation to the basic financial statements taken as a whole, presents fairly m all
material respects dK information set forth therein.

As discussed in Notes 2 and 23 to die consolidated financial statements, Intel Corporation changed its method of accounting for sabbatical
leave as of December 31. 2306, its medwd of accounting for uncertain tax positions as of December 31.2006. and its method of accounting
for its defined benefit pension and omer postrenrement plans during 2006.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), Intel
Corporation's internal control over financial reporting as of December 27. 200S. based on criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated
February 17, 2009 expressed an unqualified opinion thereon

San Jose. California
February 17,2009
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RIPORT OF ERNST & YOUNG LLR INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Tiie Board of Directors and StockhoUfn, Intel Corporation

We line audited Intel Corporations internal control owr financial reporting as of December 27, 200K, based on criteria established m
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (the COSO
criteria}. Intel Corporation's management is responsible for maintaining effective internal control over financial reporting, and for its
assessment of the effectiveness of internal control over financial reporting included in the accompanying Management Report on Internal
Contiol Over Financial Reporting. Our responsibtiitv is to egress an opinion on the company's internal conn*ol over financial reporting
based on our audit

We conducted our audit m accordance •with me standards of me Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over financial
reporting was maintained m all material respects. Our audit included obtaining an understanding of internal control over financial reporting,
assessing the risk that a material weakness exists, testing and evaluating the design and operannE effectiveness of internal control based on
the assessed risk, and performing such other procedures as we considered necessary in the circumstances. We believe mat our audit provide:
a reasonable basis for our opinion.

A company's internal control ov«r financial reporting is a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting
principles. A company's internal control over financial reporting includes those policies and procedures that (1) pertain to the maintenance
of records that in reasonable detail accurately and faith' reflect the transactions and dispositions of the assets of the company, p) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements m accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of
management and directors of the company: and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use. or disposition of die company s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect rrasstatenwuts Also, projections of
any evaluation of effectiveness to future periods are subject to the nsk that controls may become inadequate because of changes m
conditions, or that the degree of compliance with the policies or procedures may deteriorate

In our opinion. Intel CorporaQon maintained, in all material respects, effective internal control over financial reporting as of December 27,
2008, based on the COSO criteria.

We also have audited, in accordance -with the standards of the Public Company Accounting Oversight Board (United States), the 2008
consolidated financial statements of Intel Corporation and our repoit dated February 17, 2009 expressed an unqualified opinion therem.

San Jose. California
February 17,2009
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INTEL CORPORATION
FINANCIAL INFORMATION BY QUARTER (UNAUDITED)

'008 For Quarter Zadtd
(In MifliiiitL, Enqn Pti Shaft Amounts)

Net revenue .
Gross margin
Net income
Bane earnings per common share
Diluted earnings per common share
Dividends pet ihire

Declared
Paid

Mvfcet pnce range common stock2

High
tar..

Dwanbt t n

S
S
S
S
S

S
S

S
S

8,22 6
4.36 9

234 1

0.04 1

0.04 1

0.14

1S.7 3

12.23

Sqtftmb g 11

S

S
S
S
S

S
S

S
S

10,21 7
6.019
2.014

0.36
0.35

0.28
0.14

24.5 2
18.50

JQH It \fircli &

S
S
S
S
S

S
S

S
S

9.47 0 S
5.24 9 S
1,601 S
0.28 S
0.28 S

- S
0.14 S

25.0 0 S
20.6 9 S

9.67 3
5.20 7
1.44 3
0.25
0.25

0.267 5
0.127 5

26.6 6
18.6 3

100T For Quarter Faded
(la MJlhoa:. Eirept Per Share AmQimI'.) D«

s
s
s
s
s

s
s

s
s

embe r 29

10,71 2
6326
1211

0.39
0.38

0.112 5

27.9 8
24.3 7

Septembe r >9

S
s
s
s
s

s
s

s
s

10.09 0
5.17 1
1.791
0.31
0.30

0.22 5
0.112 5

26.3 3
23.1 0

JmtJ O

S
s
s
s
s

s
s

s
s

S.fS C
4.07 5
1.278 *
OJ2 1

0.22 J

0.112 5

24.2 9
19.13

MiKb.'l

S
S
s
s
s

s
s

s
s

8.85 2
4.43 2
1.636 5

0.2*5

0.2!3

0.125
0.112 5

22.10
18.E 6

Net revenue
Gross margin
Net income
Basic earnings per common share .
Diluted earnings per common share
Dividends per share

Declared
Paid

Market pnce range common stock*
High
Low..

' Dtaing the fourth quarter af200S, w rtcwded a total of SWS million in nrpoimtmr charges rtloted to air Cbarmrt Mtsimettis. SW
million nor related to our imvstnent in dearvjre LLC and $176 miSion was related to our anestment in The nnv Ciraroirr Cwjwrarton
ForfordKr information, see "Note 6: Eqiriy .Uerficd and Cwri/effedZnwsftneni;" and "Note 5: .&ailabie-for-$ale Investments,"
rKpitrivefy, m the .Vw« fo Consolidated Financial Statements oj'rhh Farm 10-K.

- Mel'; common stock /symbol KTQ trades on The N.1SDAO Gkbai Select A/arfe/* and ii quoted in lite Wall Street Jouraal and orher
newspapers. Intel's common stock also trades on The Swiss Exchange .k of December 27, 200S, rftfrcww? approximate!)' I&O.OQO
registered holders of common stock. Ail ffofk price: are closing prices per The NASDAQ Global Select Market.

J it connection writ IKS smlemente reached in 2007, we rvcffded a $326 million tax benefit (including $50 million of accrued interest) in
ine firs! quarter of 2007 and a S155 million tax benefit in the second quarter of 2007 Far further irsforaiation, see "Xolf23: Taxes" in
thrXotesto Consolidated Financial Statements of this Form 10-K. We did not have am-significant settlements and related tax benefits in
the third and fourth quarters of 2007
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ITIM 9, CHANGES IN AND DISAGREEMENTS T\TTH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL
DISCLOSURE

Not applicable.

ITEM 9 A. CONTROLS AM) PROCEDURES

Evalua t ion of Dr.d'jim e Controls and Piw«Uirf 7-

Based on management's valuation (tilth the participation of cur CEO and Chief Financial Officer (CFO)}. as of the end cf the period
covered by diis report, our CEO and CFO haw concluded that our disclosure controls and procedures (as defined in Rules Ba-15(e) and
15d-15(e) under the Securities Exchange Act of 1934. as amended (the Exchange Act)), are effective to provide reasonable assurance that
information required to be disclosed by us in reports that we file or submit under the Exchange Act is recorded, processed, summarized, and
reported within the ome periods specified in SEC rules and forms, and is accumulated and communicated ro management including our
pnndpal executive officer and principal financial officer, as appropriate, to allow timely decisions regarding required disclosure.

Changes in Internal Control Over Financial Reporting

There were no changes to our internal control over financial reporting (as denned in Rules I3a-15(f) and 15d-l5(f) under the Exchange Act)
that occurred during the period covered by this report that have materially affected, or are reasonably likely to materially affect our internal
control over financial reporting.

Management Repert on Internal Control Over Financial Repot tin;

Our management is responsible for establishing and maintaining adequate internal control over financial reporting (as defined in
Roles 13a-15(f) and 15d-15(f) under the Exchange Act) to provide reasonable assurance regarding the reliability of our financial reporting
and the preparation of financial statements for exrernal purposes in accordance with U.S. generally accepted accounting principles.

Management assessed our internal control over financial reporting as of December 27. 2003. the end of our fiscal year. Management based
its assessment on criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Orgamzanons of
the TreacJway Commission. Management's assessment included evaluation of elements such as the design and operating effectiveness of key
financial reporting controls, process documentation, accounting policies, and our overall control environment

Based on oui assessment management has concluded that our internal control over firvmrtaj reporting was effective as of the end of the
fiscal year to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external reporting purposes in accordance with US. generally accepted accounting principles. We reviewed the results of management's
assessment with the Audit Committee of our Board of Directors.

Our independent registered public accounting firm, Ernst & Young LLP. independently assessed the effectiveness of the company's internal
control over financial reporting Ernst & Young has issued an attestation report concurring with management's assessment which is
included at the end of Part H Item S of this Form 1 0-K.

Inherent Limitations on Effectiveness of Controls

Our management including the CEO and CFO, does not expect that our disclosure controls or our internal control over financial reporting
will prevent or detect all error and all fraud. A control system, no matter how well designed and operated can provide only reasonable, not
absolute, assurance that the control system's objectives will be met. The design of a control system must reflect the fact that there are
resource constraints, and the benefits of controls must be considered relative to their costs. Further, because of the inherent limitations in all
control systems, no evaluation of controls can provide absolute assurance that misstatements due to error or fraud will not occur or that all
control issues and instances of fraud if any. flaw been detected. These inherent limitations include the reahnes that judgments in decision-
making can be faulty and that breakdowns can occur because of simple error or mistake. Controls can also be circumvented by the
individual acts of some persons, by collusion of two or more people, or by management override of the controls. The design of any system
of controls is based in part on certain assumptions about the hlelihood of future events, and there can be no assurance that any design will
succeed in achieving its stated goals under all potential future conditions. Projections of any evaluation of controls effectrveness to future
period: are subject to risks. Over time, controls may become inadequate because of changes in conditions or deterioration in the degree of
compliance with policies a procedures.

ITEM SB. OTHER INFORMATION

None.

115



 Appendix 747

mar27068_app_678-748.indd   747mar27068_app_678-748.indd   747 11/13/09   10:41:14 PM11/13/09   10:41:14 PM

PABTm

ITEM 10. DIRECTORS. EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The LLfcinuaucn m our 2009 Ptoxy Statement regarding directors and executive officers appearing under the headings "Proposal 1: Election
of Directors' and 'Other Matters—Section 16(a) Beneficial Ownership Reporting Compliance" is incorporated by reference in this section.
The infonnaQDn under the heading 'E^cuhve Officers of the Registrant' in Part L item 1 of this Form 10-K is also incorporated by
reference in this section In addition, the information under the beading "Corporate Governance" in our 2009 Proxy Statement i>
incorporated by reference in this section.

The Intel Code of Conduct (Code) is our code of ethics document applicable to ail employees, including all officers, and including our
independent directors, who are not employees of the company, with regard m their Intel-related activities Tne Code incorporates our
guidelmes designed to deter wrongdoing and to piomote honest and ethical conduct and compliance with applicable laws and regulations.
The Code also incorporates our expectations of our employees that enable us to provide accurate and timely disclosure in out filings with
the SEC and other public communications. In addition, the Code incorporates guidelines pertaining to topics such as complying with
applicable laws, rules, and regulations: reportmf Code violations; and maintaining accountability for adherence to the Code.

The full text of our Code is published on our Investoi Relations website at . We intend to disclose future amendments to
certain provisions of our Code, or waivers of such, provisions granted to executive officers and directors, on the web site within four
business days following the dace of such amendment or waiver.

ITEM 11. EXEQTIVE COXff ENSATION

The information appearing m our 2009 Proxy Statement under the headings "Director Compensation," "Compensation Discussion and
Analysis." "P.epcrt of the Compensation Committee." and "Executive Compensation" is incorporated by reference in this section.

ITEM II SECOITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS .AND MANAGEMENT .AND RELATED
STOCKHOLDER OTTERS

The information appearing m our 2009 Proxy Statement under the beading "Security Ownership of Certain Beneficial Owners and
Management" is incorporated by reference m this section.

Information regarding shares authorized for issuance under equity compensation plans approved and not approved by stockholders m our
2009 Proxy Statement under the heading "Proposal 3: Approval of Amendment and Extension of the 2006 Equity Incentive Plan"7 is
incorporated by reference in this section.

ITEM IJ. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

The information appearing m our 2009 Proxy Statement under the headings "Corporate Governance" and "Certain Relationships and
Related Transactions" is incorporated by reference in this section.

ITEM 14. PRINCIPAL ACCOrMING FEES .AND SERVICES

The infonoaaon appearing in our 2009 Proxy Statement under the headings "Report of the Audit Committee" and ^Proposal 2: Ratificaaon
of Selection of Independent Registered Public Accounting Firm" is incorporated by reference in this section.
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  capital,   621, 637–640, 644, 647  

  cash,   552–554  

  cost of goods sold,   550  
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  long-run analysis of,   640–642  

  statement of,   358–368  

  activities in,   6  

  budgeted,   555  

  content and format of,   358–361  
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  defi nition of,   648  

  in make or buy decision,   629–631  

  in scarce resource allocation decision,  

 634–635  

  in sell or process further decision,  

 624–625  

  in special pricing decision,   625–628  

  in target costing question,   628–629  
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   Comptrollers,   6   

   Computerized accounting systems,   672–675   

   Conservatism principle,   51, 202, 272   

   Consistency principle,   50–52, 168, 202   

   Consolidated fi nancial statements,   270, 

274, 392   

   Contingencies, in Intel Corporation annual 

report,   736–739   

   Contingencies and commitments, disclosure 

of,   396–397, 404   

   Contingent liabilities,   271–272, 274   

   Continue or discontinue segments decision,  

 631–634   

   Continuous budget,   543   

   Continuous improvement,   560   

   Contra assets,   156, 177, 204   

   Contra liabilities,   252, 274   

   Contributed capital,   306;  see also  Common 

stock; Preferred stock   

   Contribution margin model  
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(SEC) and,   16  

  standard cost variance analysis for,  
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   Deferred charges,   173, 177, 264   
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   Deloitte Touche Tohmatsu,   5   
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   Deposits in transit,   151, 177   

   Depreciation  
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   Depreciation expense,   42, 56   

   Derivative instruments, Intel Corporation, 

annual report notes on,   711–713   

   Differential costs,   622, 647   

   Current assets,   146–197;  see also  Assets; 

Noncurrent assets  

  accounts receivable as,   155–159  

  on balance sheet,   148  

  cash and cash equivalents as,   148–152  

  deferred tax assets as,   174  

  defi nition of,   37, 56  

  inventories as,   160–172  

  accounting alternatives for,   168–170  

  cost-fl ow assumptions for,   162–165, 

167–168  

  errors in,   171–172  

  infl ation and defl ation effects on,  

 165–166  

  lower of cost or market valuation 

of,   172  

  overview of,   160–162  

  quality changes in,   166–167  

  marketable securities as,   152–155  

  notes receivable as,   159–160  

  prepaid expenses as,   173–174  

  in working capital,   82   

   Current liabilities,   249–258;  see also  

Noncurrent liabilities  

  accounts payable as,   253  

  accrued,   257–258  

  deferred credits or unearned revenue as,  

 253–256  

  defi nition of,   37, 56  

  in Intel Corporation annual report,  

 719–721  

  long-term debt current maturities as,  

 252–253, 274  

  payroll taxes and withholdings as,  

 256–257  

  short-term debt as,   249–252  

  in working capital,   82   

   Current ratio,   82, 89   

   Customer lists and relationships,   213   

   CVP analysis;  see  Cost-volume-profi t (CVP) 

analysis    

  D 
   Database management systems,   674   

   Database mining technology,   674   

   Database warehouses,   674   

   “Data-capturing,”    113   

   Data protection,   113   

   Days’ sales in accounts receivable,   418, 

437, 552   

   Days’ sales in inventory,   418, 437   

   Debenture bonds,   267, 274   

   Debit cards,   109   

   Debits,   109, 126   

   Debt  

  “bad,”    155–158  

  cash fl ow impact of,   364  

  cash fl ows from,   42  

  defi nition of,   37  

  in Intel Corporation annual report,  

 719–721  

  interest deductibility with,   426  

  long-term  

  current maturities of,   252–253  

  interest expense recognition for,  

 264–266  

mar27068_index_749-762.indd   752mar27068_index_749-762.indd   752 11/12/09   10:05:09 AM11/12/09   10:05:09 AM



 Index 753

  Financial Accounting Standards Board 

(FASB)  —Cont.
   Statements of Financial Accounting 

Concepts  of,   10, 15, 17–20  

   Statements of Financial Accounting 
Standards  (SFAS) of,   10–11, 17, 20  

  on stock options,   394  

  Web site of,   14   

   Financial calculators,   222   

   Financial controls,   150, 177   

   “Financial engineering,”    2   

   Financial Executives International,   11   

   Financial leverage  

  defi nition of,   275  

  measures of,   425–429, 437  

  ROI versus ROE as,   259–260   

   Financial reporting,   17–21;  see also  

Financial statements   

   Financial review,   386, 404   

   Financial statements,   32–73;  see also  

Balance sheet; Cash fl ows; 

Explanatory notes to fi nancial 

statements; Income statements; Intel 

Corporation; Owners’ equity  

  absorption costing for,   513–514  

  accounting concepts and principles in,   47–53  

  analysis of,   414–448  

  activity measures for,   416–420  

  book value per share for,   429–430  

  common size,   430–432  

  leverage measures for,   425–429  

  liquidity measures for,   415–416  

  profi tability measures for,   420–425  

  in annual report,   53  

  balance sheet, overview of,   35–38  

  bookkeeping transactions and,   112–115  

  comparative,   43–44  

  compilations of,   402–403  

  example of,   34–35  

  explanatory notes to, overview of,   395  

  fi ve-year summary of,   399–401  

  income statement, overview of,   38–40  

  Internet-based,   674  

  interpretation of,   74–103  

  DuPont Model expansion on return on 

investment,   79–81  

  return on equity (ROE),   81–82  

  return on investment (ROI),   76–79  

  trend analysis for,   84–88  

  working capital and liquidity measures,  

 82–84  

  relationships in,   44–47  

  statement of cash fl ows, overview of,   41–43  

  statement of changes in owners’ equity, 

overview of,   40–41  

  transactions for,   33–34   

    Financial Times, The,     88   

   Financing activities, cash fl ows from,   42, 

359–361, 364   

   Financing leases,   212   

   Finished goods inventory,   169, 177, 503, 521   

   Firewalls,   113   

   First-in, fi rst-out cost-fl ow assumption;  see  

FIFO (fi rst-in, fi rst-out) cost-fl ow 

assumption   

   Fiscal year,   35, 56   

  Expenses  —Cont.
  maintenance and repair,   207–209  

  net pension,   393  

  “noncontrollable,”    584  

  operating,   350, 550–551  

  period costs as,   501  

  prepaid,   173–174   

   Expensing, capitalizing versus,   201, 207, 227   

   Explanatory notes to fi nancial statements,  

 391–398;  see also  Intel Corporation  

  defi nition of,   404  

  details of other fi nancial statement 

amounts in,   395  

  disclosures in,   395–398  

  overview of,   386  

  signifi cant accounting policies in,  

 391–395   

   Extensible Business Reporting Language 

(XBRL),   674   

   Extra dividends,   425, 437   

   Extraordinary items, on income statement,  

 356–357, 367    

  F 
   Face amount, of bonds,   259, 262, 275   

   Fair market value,   393, 396, 699–704   

   Fair value method, of stock option 

accounting,   394   

   Favorable variances,   583, 587–588, 603   

   Federal income tax withholding,   256   

   Federal Trade Commission (FTC),   214, 628   

   Feedback, from performance reporting,   620   

   FICA tax,   256, 275   

   FIFO (fi rst-in, fi rst-out) cost-fl ow assumption  

  cost of goods sold impact of,   165  

  defi nition of,   177  

  example of,   163–164  

  in explanatory notes to fi nancial 

statements,   392  

  infl ation and defl ation effects on,   165–166  

  inventory quality effects on,   166–167  

  in perpetual inventory system,   170  

  prior period adjustments for,   302  

  selecting,   167–168   

   Financial accounting  

  managerial accounting versus,   451–454  

  overview of,   6–7, 25   

   Financial Accounting Foundation (FAF),   10   

   Financial Accounting Standards Board 

(FASB)  

  accounting changes based on,   395  

  on capital leases,   211  

  on cumulative foreign currency translation 

adjustment,   308  

  description of,   25  

  on expenses,   345  

  infl ation-adjusted data and,   52, 397  

  International Accounting Standards Board 

(IASB) standards and,   672  

  on noncontrolling interests,   271, 311–312  

  on pension accounting,   270, 393  

  on present value concept,   221  

  on reporting comprehensive income,  

 306–307  

  on revenues,   340–342  

  on statement of cash fl ows format,   358  

  Earnings per share (EPS)  —Cont.
  defi nition of,   56  

  in explanatory notes to fi nancial 

statements,   393–394  

  on income statement,   39  

  in Intel Corporation annual report,   731  

  in price/earnings ratio,   421   

   e-banking systems,   152   

   e-commerce,   113   

   Economies of scale,   475   

   Effective interest method of 

amortization,   266   

   Effective interest rate,   251   

   Effi ciency variance,   587–588   

   Electronic delivery of proxy materials,   53   

   Electronic transaction fl ows,   673   

   Embezzlement,   149   

   Emerging technologies,   475   

   Employees  

  accounting information and,   4  

  benefi t plan obligations for,   20, 269, 393  

  Intel Corporation incentive plans for,  

 726–730   

    Employers’ Accounting for Defi ned 
Benefi t Pension Plans and Other 
Postretirement Plans   (Statements of 
Financial Accounting Standards),     20   

   Enron Corporation,   389  

  accounting standards and,   11  

  auditors’ consulting services and,   12  

  bankruptcy fi ling of,   2  

  cash fl ows versus accrual accounting in,   50   

   Enterprise resource planning (ERP) 

systems,   113   

   Entities,   3, 25, 47   

   Entries, journal,   111, 126   

   Environmental hazards,   271–272   

   EPS;  see  Earnings per share (EPS)   

   Equipment;  see  Buildings and equipment   

   Equity;  see  Owners’ equity   

   Equity incentive plans,   394   

   Equivalent units of production,   513, 521   

   Ernst & Young,   5   

   Estimates,   52, 640   

   Ethics, accounting,   15–17   

   Events subsequent to balance sheet 

date,   397   

   Exception, management by,   583, 604   

   Exchange rates,   307–308   

   Ex-dividend date,   304, 318   

   Expenses;  see also  Income statements; 

Liabilities  

  accrued,   246  

  amortization,   214  

  bad debt,   156  

  capital,   554  

  common fi xed,   596  

  defi nition of,   38, 56, 366  

  direct fi xed,   596  

  general, selling, and administrative,   350, 511  

  on income statement,   345–346  

  income tax,   352  

  interest  

  calculation methods for,   249–252  

  deductibility of,   300, 426  

  on long-term debt,   264–266  
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  Income statements —Cont. 
  other income and expenses on,   351–352  

  overview of,   33, 38–40, 56  

  revenues on,   340–345  

  segmented,   596–597, 633   

   Income taxes  

  absorption costing for,   513–514  

  accountants specializing in,   9  

  asset useful life determination for,   207  

  business organization and,   34  

  on capital project cash fl ows,   641  

  depreciation impact on,   208  

  disclosure of,   392–393  

  in expensing versus capitalizing 

decision,   201  

  income before,   352, 367  

  on income statement,   39  

  infl ation effect on,   167  

  interest deductibility from,   426  

  withholding of,   256   

   Indenture, bond,   266   

   Independence of auditors,   12, 15, 25   

   Independent auditors’ report,   7–8, 25, 388, 

400–402, 743–744   

   Independent directors,   294, 318   

   Indifference point, between fi xed and variable 

cost alternatives,   473–474, 477   

   Indirect costs,   499, 521   

   Indirect method presentation, for statement 

of cash fl ows,   358, 362   

   Industrial accounting,   5   

   Industrial Revolution,   9, 298   

   Infl ation  

  data adjusted for,   52, 397  

  discount rate and,   222  

  inventory valuation effect of,   165–167   

   Inside directors,   294, 318   

   Installment loans,   251   

   Institute of Internal Auditors (IIA),   14   

   Institute of Management Accountants 

(IMA),   11, 14–15   

   Insurance,   113, 173   

   Intangible assets,   213–217, 228, 393, 716–719   

   Integrity, in ethics codes,   15, 25   

   Intel Corporation  

  activity measures for,   417–418  

  comparative statements of,   44  

  consolidated statements of,   351  

  electronic delivery of proxy materials 

by,   53  

  equity incentive plan of,   394  

  fi scal year of,   35  

  governance issues on Web site of,   388  

  gross profi t or gross margin ratio of,   348  

  note to fi nancial statements of,   33  

  on 100 Best Corporate Citizens list,   16  

  par value of stock of,   41  

  trend analysis of,   84–88   

   Intel Corporation,     annual report of,  

 6, 678–748  

  CEO letter in,   681  

  chairman letter in,   682  

  consolidated balance sheet in,   688  

  consolidated income statement in,   687  

  consolidated statement of cash fl ows 

in,   689  

   Governance, corporate,   386–391, 404;  see 
also  Intel Corporation   

   Government Accounting Standards Board 

(GASB),   13–14, 25   

   Government organizations,   5, 8, 12–13, 313   

   Graphic Arts Information Network,   595   

   Graphic Arts Technical Foundation,   595   

   Great Depression,   85   

   Greenpeace,   5   

   Gross method of recording purchases,  

 253–255   

   Gross pay,   256, 275   

   Gross profi t/gross margin  

  defi nition of,   39, 56, 367  

  on income statement,   348–350  

  ratio of,   348–349, 367    

  H 
   Hacker invasions,   113   

   Harmonization, IASB efforts in,   14   

   Harvard University,   600   

   Hedge funds,   428   

   Held-to-maturity securities,   152   

   “High-low” method, of estimating cost 

behavior pattern,   459   

   Historical scorekeeping, accounting as,   19   

   Horizontal fi nancial statement relationship 

model,   112, 126   

   Horizontal model, product and period costs 

in,   502   

   Hybrid costing system,   512–513    

  I 
   IBM, Inc.,   16   

   Ideal standards,   557, 563   

   Idle capacity,   626–628, 647   

   Illiquidity,   84   

   Imprest accounts,   149, 177   

   Income  

  from continuing operations,   356, 367  

  operating  

  in continue or discontinue segments 

decision,   633  

  contribution margin model of,   464–465  

  operating leverage and,   473–474  

  in special pricing decision,   626, 628  

  from operations,   39, 56, 350, 367  

  residual,   599–600   

   Income statements,   338–358  

  adjustments effect on,   118  

  alternative presentation for,   354–356  

  budgeted,   551–552  

  cost of goods sold on,   346–348  

  for cost-volume-profi t analysis,   459–463  

  discontinued operations on,   356  

  expenses on,   345–346  

  extraordinary items on,   356–357  

  gross profi t or gross margin on,   348–350  

  income before income tax expenses on,   352  

  income from operations on,   350–351  

  Intel Corporation example of,   687  

  net income and earnings per share on,  

 352–354  

  noncontrolling interest in subsidiary 

income on,   357–358  

  operating expenses on,   350  

   Five-year summary of fi nancial data,  

 399–400, 404   

   Fixed costs  

  activity level and,   581–582  

  allocated,   584, 625  

  in break-even analysis,   471–473  

  in continue or discontinue segments 

decision,   632–633  

  contribution margin to cover,   464  

  in cost formula,   461–462  

  in cost of goods manufactured 

budget,   549  

  in cost to volume of activity relationship,  

 455–456  

  defi nition of,   478, 563  

  direct costing effects on,   514  

  organizational unit analysis of,   596  

  overhead as,   626  

  planning for,   540  

  in special pricing decision,   628  

  variance analysis of,   592–594   

   Flexible budget,   585–586, 603   

   Flexible manufacturing,   513   

   Flexing the budget,   586, 589   

   Floating-rate notes,   154   

   Flow of costs,   502   

   FOB destination shipping terms,   344, 367   

   FOB shipping point shipping terms,   344, 367   

   Forced liquidation,   294   

   Forecasting models,   544   

   Foreign Corrupt Practices Act of 1977,   16   

   Foreign currency translation adjustment, 

cumulative,   307–309   

   Form 10-K fi lings,   398;  see also  Intel 

Corporation   

    Fortune  magazine,   87–88, 317   

   401(k) plans,   316   

   Franchises,   213   

   Freight collect,   344, 367   

   Freight prepaid,   344, 367   

   Freight transportation, economies of scale 

in,   475   

   Full capacity,   626–628, 647   

   Full disclosure concept,   51, 211   

   Fund balances, in not-for-profi t and 

government entities,   313   

   Future value calculation,   219–221, 227, 261    

  G 
   Gains and losses  

  capital,   422  

  defi nition of,   344–346, 367  

  on income statement,   38, 56  

  from sale or abandonment of assets,   361  

  unrealized,   154, 201   

   General, selling, and administrative 

expenses,   350, 511   

   General journal entry,   111   

   Generally accepted accounting principles 

(GAAP),   8, 14, 25, 302, 494, 672   

   Generally accepted auditing standards 

(GAAS),   7, 25   

   General Mills, Inc.,   16   

   General Motors Corp.,   270   

   Going concern concept,   48, 56, 402   

   Goodwill,   213, 215–217, 227, 393, 716   
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   Investment center analysis,   597–600, 604   

   Investments  

  in capital projects,   641  

  cash fl ows from,   42, 359–361  

  growth strategy and,   364  

  Intel Corporation annual report notes on,  

 705–711  

  land as,   199  

  long-run analysis of,   635–636, 643–644  

  personal,   316–317  

  in working capital,   642   

   Investors, accounting and,   4, 25   

   Issued shares, of common stock,   297–298, 318    

  J 
   JIT (just-in-time) inventory,   418   

   Job costing,   673   

   Job order costing system,   512–513, 521   

   Johnson & Johnson Co., Inc.,   16   

   Joint variance,   587   

   Journal entry format,   111, 121, 126   

   Journals, bookkeeping,   108, 126   

   Junk bonds,   428   

   Just-in-time (JIT) inventory,   418   

   Just-in-time manufacturing,   513    

  K 
   Kaplan, Robert S.,   600   

   KPMG,   5    

  L 
   Labor, direct,   501   

   Land, as noncurrent asset,   199–202   

   “Language of business,” accounting as,   3   

   Last-in, fi rst-out cost-fl ow assumption;  see  

LIFO (last-in, fi rst-out) cost-fl ow 

assumption   

   “Lean accounting,”    494   

   Leaseholds,   213–214, 227   

   Leases,   211–213   

   Least cost projects,   642   

   Ledgers, bookkeeping,   108, 126   

   Legal capital, of corporation,   296, 318   

   Leverage  

  fi nancial,   259–260  

  in fi nancial statement analysis,   425–429  

  operating,   472–475   

   Leveraged buyouts,   428   

   Levitt, Arthur,   389   

   Liabilities,   246–291  

  current,   249–258  

  accounts payable as,   253  

  accrued,   257–258  

  deferred credits or unearned revenue as,  

 253–256  

  long-term debt current maturities as,  

 252–253  

  payroll taxes and withholdings as,  

 256–257  

  short-term debt as,   249–252  

  deferred tax,   173  

  defi nition of,   36–37, 56  

  noncurrent  

  contingent,   271–272  

  deferred taxes as,   268–271  

  long-term debt as,   258–268   

   Internal Revenue Code  

  on accelerated depreciation methods,   208  

  accounting and,   13  

  on asset useful life,   207  

  on inventory evaluation,   168  

  on Modifi ed Accelerated Cost Recovery 

System (MACRS),   268   

   International accounting standards,   13–14   

   International Accounting Standards Board 

(IASB),   11, 13–14, 25, 671–672   

   International Anti-Bribery and Fair 

Competition Act of 1998,   16   

   International fi nancial reporting standards 

(IFRS, International Accounting 

Standards Board),   13–14, 25, 672   

   Internet  

  annual reports available on,   53  

  corporations connecting to customers 

on,   673  

  dot-com companies and,   475  

  e-commerce on,   113  

  Graphic Arts Information Network on,   595   

   Interpolation,   251, 275, 639–640, 647   

   Interstate commerce, in securities,   10   

   Intrinsic value method, of stock option 

accounting,   394   

   Intruder detection,   113   

   Inventories,   160–172  

  absorption versus direct costing and,   514  

  accounting alternatives for,   168–170  

  control standards for,   559  

  cost-fl ow assumptions of  

  comparing,   162–165  

  in cost accounting,   500  

  cost of goods sold affected by,   346  

  defi nition of,   367  

  in explanatory notes to fi nancial 

statements,   392  

  infl ation and defl ation effects on,  

 165–166  

  in perpetual inventory system,   170  

  quality changes effect on,   166–167  

  selecting,   167–168  

  working capital affected by,   415–416, 

437  

  defi nition of,   37  

  errors in,   171–172  

  fi nished goods,   503  

  just-in-time (JIT),   418  

  lower of cost or market valuation of,   172  

  number of days’ sales in,   418–419  

  overview of,   160–162  

  purchases/production budget and,   548  

  raw materials,   500–501  

  raw materials purchase price variance and,  

 591–592  

  RFID (radio frequency identifi cation) 

of,   673  

  sales forecasts and,   547  

  turnover measure for,   416  

  in variance accounting,   594–595  

  work in process,   503, 507   

   Inventory accounting system,   164, 168–170, 

172, 177, 345–346   

   Inventory profi ts,   167, 177   

   Inventory shrinkage,   345, 367   

  Intel Corporation,     annual report of  —Cont.  
  consolidated statement of owners’ equity 

in,   690  

  controls and procedures in,   746  

  directors and compensation information 

in,   747  

  fi nancial information by quarter in,   745  

  Form 10-K in,   683–685  

  independent auditors’ report in,   743–744  

  notes to consolidated fi nancial statements  

  accounting policies,   691–699  

  acquisitions,   714  

  available-for-sale investments,   705–707  

  borrowings,   719–721  

  comprehensive income,   731–732  

  contingencies,   736–739  

  credit risk concentrations,   713–714  

  derivative instruments,   711–713  

  divestitures,   715  

  earnings per share,   731  

  employee incentive plans,   726–730  

  equity and cost method investments,  

 707–711  

  fair value,   699–704  

  gains and losses equity investments,  

 711  

  goodwill,   716  

  intangible assets,   716–719  

  interest,   714  

  operating segments,   739–742  

  presentation,   691  

  retirement benefi t plans,   721–726  

  stock repurchases,   730  

  taxes,   733–736  

  trading assets,   704   

   Interest  

  accrual of,   154–155  

  annual percentage rate (APR) of,   250, 274  

  bank,   109  

  of bonds,   261  

  calculation methods for,   249–252, 275  

  deductibility of,   300, 426  

  defi nition of,   89  

  on discount amortization,   361  

  effective interest method for amortization 

of,   266  

  on income statement,   39  

  Intel Corporation annual report 

notes on,   714  

  on long-term debt,   264–266  

  rate of  

  defi nition of,   89  

  in present value calculation,   222  

  in ROI calculation,   77  

  stated versus market,   262–264  

  times interest earned ratio,   428   

   Internal accounting, standards for,   11–12   

   Internal auditing,   8, 25   

   Internal control systems,   149–150, 177, 560   

   Internal rate of return (IRR) method  

  accrued earnings versus cash fl ows 

in,   642  

  calculations in,   639–640  

  defi nition of,   647  

  Microsoft Excel for,   644–645  

  present value analysis in,   637   
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   Microsoft Excel,   462, 644, 674   

   Minority interest, in subsidiaries,   270;  see 
also  Noncontrolling interests, in 

subsidiaries   

   Misstatements, in fi nancial reporting,  

 389–391   

   Mixed costs,   541, 563   

   Modifi ed Accelerated Cost Recovery System 

(MACRS),   208, 228, 268   

   Money, time value of,   219–227  

  compounding frequency impact on,  

 226–227  

  future value calculation in,   219–221  

  present value calculation in,   221–226   

   Monopoly license, patent as,   214   

   Moody’s Investors’ Service,   417   

   Mortgage bonds,   267, 275   

   Mortgages, subprime,   154   

   Motion and time studies,   557   

   MotleyFool.com Web site,   316–317   

   “Moving” average cost-fl ow assumption,   170   

   Multinational corporations,   670   

   Multiple regression analysis, for estimating 

cost behavior pattern,   459   

   Multiple-step format, of income statement,  

 354, 367   

   Mutual funds,   316    

  N 
   Nasdaq Exchange,   317   

   Natural resources,   217   

   Net assets, defi nition of,   36, 56   

   Net book value,   204, 209, 228   

   Net income  

  attributable to noncontrolling interest,  

 357–358, 367  

  attributable to parent companies,  

 357–358, 367  

  defi nition of,   367  

  on income statement,   38, 56, 352–354  

  inventory evaluation effect on,   165  

  retained earnings and,   301   

   Net method,   253–255   

   Net pay,   256, 275   

   Net pension expense,   393, 404   

   Net present value (NPV) method,  

 637–639, 647   

   Net realizable value, for accounts receivable,  

 155, 178   

   Net sales,   38, 56, 367   

   Net worth,   36, 56   

   New York Bond Exchange,   261   

   New York Stock Exchange,   10, 317   

   Nonbusiness organization fi nancial 

reporting,   21   

   “Noncontrollable” expenses,   584   

   Noncontrolling interests, in subsidiaries  

  on consolidated fi nancial statements,  

 270–271  

  defi nition of,   275  

  income statement and,   357–358  

  owner’s equity in,   311–313   

   Noncurrent assets,   198–245  

  buildings and equipment as,   202–210  

  acquisition costs of,   202  

  depreciation of,   202–207  

   Management process,   4, 451, 495–498   

    Management Report on Internal Control over 
Financial Reporting,  388,   398, 404   

   Management’s Discussion and Analysis, in 

annual reports,   53, 390, 398–399, 

404, 681–682   

   Managerial accounting,   450–493  

  cost classifi cations in,   454–457  

  cost-volume-profi t analysis in,   451, 

457–475  

  break-even point analysis in,   467–472  

  cost behavior patterns in,   457–459  

  expanded contribution margin model 

for,   463–466  

  modifi ed income statement format for,  

 459–463  

  operating leverage in,   472–475  

  sales mix considerations for,   467–468  

  defi nition of,   477  

  fi nancial accounting versus,   451–454  

  overview of,   7, 25   

   Manufacturing overhead;  see also  Cost 

accounting; Managerial accounting  

  absorption versus direct costing and,   513  

  cost distortion in,   516–517  

  defi nition of,   501, 521  

  overapplied and underapplied,   507, 586  

  predetermined overhead application rate,  

 503, 506  

  in special pricing decision,   626  

  variable overhead effi ciency variance 

for,   588  

  variable overhead spending variance 

for,   588  

  variance analysis of,   592–594   

   Margin;  see also  Contribution margin model  

  defi nition of,   89  

  in DuPont Model,   79  

  gross,   39, 348–350  

  of safety,   470, 477  

  segment,   596  

  trend analysis of,   87   

   Marketable securities, short-term,  

 152–155, 178   

   Market rate of interest,   262–264   

   Market value,   154   

   Mark-to-market,   154, 669   

   Markup,   544   

   Master budget,   544, 563   

   Matching principle  

  in accrued liabilities,   257  

  in bookkeeping,   49  

  defi nition of,   56, 367  

  depreciation as application of,   202  

  for revenue and cost of goods sold,   345  

  in ROI, ROE, and liquidity measures,   118   

   Material changes, in auditors’ reports,   402   

   Materiality concept,   51, 201   

   Mattel, Inc.,   16   

   Maturity dates, on loans,   249, 275   

   Measurement, units of,   48   

   Merchandise inventory,   37, 56, 169, 178   

   Merchandising fi rms;  see  Cost accounting   

   Mergers and acquisitions,   395, 428   

   Mesopotamian civilization,   9   

   “Method of Venice” bookkeeping system,   9   

   Licenses,   213–215   

   LIFO (last-in, fi rst-out) cost-fl ow 

assumption  

  Accelerated Cost Recovery System 

(ACRS) versus,   208  

  cost of goods sold impact of,   165  

  defi nition of,   177  

  explanation of,   164–165  

  in explanatory notes to fi nancial 

statements,   392  

  infl ation and defl ation effect on,   165–166  

  inventory quality effect on,   166–167  

  in perpetual inventory system,   170  

  prior period adjustments for,   302  

  selecting,   167–168   

   LIFO conformity rule,   168   

   LIFO liquidation,   167, 178   

   LIFO reserve,   415   

   Limited liability company (LLC),   34   

   Limited liability partnerships (LLP),   34   

   Limit tests,   150   

   Linearity assumption, in cost behavior 

pattern,   458   

   Liquidating value, of preferred stock,   299, 318   

   Liquidation,   48, 167, 294   

   Liquidity  

  defi nition of,   89  

  in fi nancial statement analysis,   415–416  

  inventory evaluation effect on,   165  

  measures of,   82–84  

  trend analysis of,   87   

   Litigation, pending,   271–272   

   Long-run analysis for decision making,  

 635–644  

  accounting rate of return for,   643  

  capital budgeting in,   637–640, 644  

  cash fl ow considerations in,   640–642  

  on cost of capital,   636–637  

  estimates in,   640  

  on investments,   635–636, 643–644  

  least cost projects in,   642  

  payback method for,   642–643  

  working capital investment in,   642   

   Long-term debt  

  current maturities of,   252–253, 274  

  defi nition of,   37, 275  

  interest expense recognition for,   264–266  

  original issuance of bonds payable,  

 261–264  

  overview of,   258–261  

  retirements and conversions of,   266–267  

  terminology for,   267–268   

   Long-term investments,   217   

   Losses  

  capital,   422  

  defi nition of,   38, 56, 344–346, 367  

  reasonable estimable,   271  

  from sale or abandonment of assets,   361  

  unrealized,   154, 201   

   Lower of cost or market inventory 

evaluation,   172, 178    

  M 
   Machine usage, standards for,   559   

   Make or buy decision,   629–631   

   Management by exception,   583, 604   
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   Partnerships,   34, 57, 292, 313, 318   

   Par value of stock  

  capital in excess of,   301  

  defi nition of,   57, 318  

  as legal capital,   296  

  signifi cance of,   40–41  

  stock splits and,   305   

   Past experience standards,   557, 563   

   Patents,   213–215, 228   

   Payback method,   637, 642–643, 647   

   Payment date, for dividends,   304, 318   

   Payroll taxes,   256–257   

   PCAOB;  see  Public Company Accounting 

Oversight Board (PCAOB)   

   Peachtree Software,   672   

   Pension plans;  see also  Retirement benefi ts  

  fair market value of,   393  

  obligations to,   269–270  

  in  Statements of Financial Accounting 
Standards,     20   

   Percentage-of-completion method,   344   

   Performance guarantees, as accrued 

liabilities,   258   

   Performance reporting,   580, 583–586, 604, 620   

   Period costs,   501–502, 511   

   Periodic inventory accounting system,   164, 

168–170, 172, 178, 346   

   Perpetual inventory accounting system,   164, 

168–170, 178, 345   

   Personal investments,   316–317   

   Petty cash,   149, 178   

   Phantom profi ts,   167, 178   

   Physical inventory,   169, 178, 346   

   PIA  Ratios  (Printing Industries of America, 

Inc.),   595   

   Planning,   538–579  

  budgeting in,   541–556  

  analytical purposes for,   561–562  

  balance sheet for,   554–556  

  cash,   552–554  

  cost of goods sold,   550  

  income statement for,   551–552  

  operating expense,   550–551  

  overview of,   541–542  

  process of,   543–547  

  purchases/production,   547–550  

  time frame of,   542–543  

  cost classifi cations for,   540–541  

  in decision making,   620  

  defi nition of,   563  

  standard costs for,   556–561  

  costing products with,   558–559  

  developing,   557–558  

  other uses for,   559–561   

   Planning and control cycle of management,  

 452, 495–496, 538, 580, 620   

   Plant and equipment, turnover measure 

for,   416   

   Point-of-sale technology,   345   

   Postaudits of projects,   640, 647   

   Posting, in bookkeeping,   108, 126   

   Predetermined overhead application rate,  

 503, 506   

   Predictive business models,   560   

   Preemptive rights, from common stock,  

 297, 318   

   Opportunity costs,   52, 56, 623, 628, 631, 647   

   Organizational unit analysis  

  balanced scorecard for,   600–602  

  investment center analysis in,   598–600  

  segment reporting in,   596–598   

   Original cost principle,   52   

   Other income and expenses,   351, 368   

   Outliers, in cost-volume relationship,   460   

   Outside directors,   294, 318   

   Outsourcing,   629, 647   

   Outstanding checks,   151, 178   

   Outstanding shares of common stock,  

 297–298   

   Overapplied overhead,   586   

   Overfunded pension plans,   270   

   Overhead  

  absorption versus direct costing and,   513  

  cost distortion in,   516–517  

  defi nition of,   501, 521  

  overapplied and underapplied,   

506–507, 586  

  overhead application rate for,   516, 521  

  predetermined overhead application rate 

for,   503, 506, 521  

  in special pricing decision,   626  

  variable overhead effi ciency variance 

for,   588  

  variable overhead spending variance 

for,   588  

  variance analysis of,   592–594   

   Owners, absentee,   9   

   Owners’ equity,   292–336  

  accounting equation balanced by,   44  

  accumulated other comprehensive income 

and loss as,   306–309  

  defi nition of,   36–37, 56  

  Intel Corporation example of,   690  

  noncontrolling interests in,   311–313  

  in not-for-profi t and governmental 

entities,   313  

  overview of,   292–294  

  paid-in capital as,   294–301  

  additional,   301  

  common stock in,   294–298  

  preferred stock in,   298–301  

  in proprietorships and partnerships,   313  

  reporting changes in,   311  

  retained earnings as,   301–306  

  statement of changes in,   33, 40–41  

  treasury stock as,   309–311    

  P 
   Pacioli, Luca,   9   

   Paid-in capital, in owners’ equity,   293–301  

  additional,   301  

  common stock in,   293–298  

  defi nition of,   56  

  example of,   105–107  

  preferred stock in,   293, 298–301  

  on statement of changes in owners’ 

equity,   40   

   Parent companies,   48, 357–358;  see 
also  Noncontrolling interests, in 

subsidiaries   

   Participating dividends,   299, 318   

   Participative budgeting,   542, 563   

  Noncurrent assets —Cont.   
  disposal of depreciable,   209–210  

  maintenance and repair expenses of,  

 207–209  

  capital leases as,   211–213  

  intangible,   213–217, 228, 393  

  land as,   199–202  

  natural resources as,   217  

  time value of money in,   219–227  

  compounding frequency impact on,  

 226–227  

  future value calculation in,   219–221  

  present value calculation in,   221–226   

   Noncurrent liabilities  

  contingent,   271–272  

  deferred taxes as,   268–271  

  long-term debt as  

  interest expense recognition for,  

 264–266  

  original issuance of bonds payable,  

 261–264  

  overview of,   258–261  

  retirements and conversions of,   266–267  

  terminology for,   267–268   

   Nonoperating items,   351   

   No-par-value stock,   41, 296–297   

   Norton, David P.,   600   

   Notes payable,   249, 275   

   Notes receivable,   159–160, 178   

   Not-for-profi t organizations,   5, 8, 313   

   NPV (net present value) method,   637–640, 642   

   NSF (not suffi cient funds) checks,   151, 178   

   Number of days’ sales in accounts 

receivable,   418, 437, 552   

   Number of days’ sales in inventory,   418, 437    

  O 
   Objectivity principle,   15, 25, 49   

   Off-balance sheet fi nancing,   212   

   Offi ce of Federal Procurement Policy,   12   

   On account, sales,   111, 126   

   100 Best Corporate Citizens list,   16   

   Open database connectivity (ODBC) 

drivers,   674   

   Operating activities, cash fl ows from,   42, 

359–360   

   Operating assets, turnover measure for,   416   

   Operating budget,   544, 563, 644   

   Operating cycle,   146, 178   

   Operating expenses,   350, 368   

   Operating income  

  in continue or discontinue segments 

decision,   633  

  contribution margin model for,   464–465, 

473–474  

  defi nition of,   367  

  on income statement,   350  

  inventory evaluation effect on,   165  

  in special pricing decision,   626, 628   

   Operating leases,   212, 228   

   Operating leverage,   472–475, 477   

   Operational budgeting,   635   

   Operations  

  discontinued,   356  

  income from,   39, 350–351  

  income from continuing,   356   
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   Restructuring charges,   351   

   Retained earnings  

  defi nition of,   57, 318  

  in owner’s equity,   293, 301–306  

  statement of changes in,   40–41   

   Retirement, of long-term debt,   266–267   

   Retirement benefi ts  

  in Intel Corporation annual report,  

 721–726  

  reporting obligations of,   20, 270–271, 393   

   Return on equity (ROE)  

  calculation of,   81–82  

  defi nition of,   90  

  inventory evaluation effect on,   165  

  leverage and,   259–260  

  as profi tability measure,   420  

  treasury stock purchase effect on,   310   

   Return on investment (ROI)  

  actual versus budgeted,   598–600  

  in balanced scorecard,   600–601  

  in capital budgeting,   635  

  defi nition of,   90  

  DuPont Model expansion on,   79–81  

  inventory evaluation effect on,   165  

  leverage and,   259–260  

  overview of,   76–79  

  as profi tability measure,   420  

  value chain in,   496   

   Returns and allowances, sales,   343   

   Revenues  

  defi nition of,   57, 368  

  on income statement,   38, 340–345  

  recognition of,   49, 161  

  unearned,   253–256   

   Reverse stock split,   305   

   Revolving line of credit,   249, 275   

   RFID (radio frequency identifi cation),   673   

   Risk  

  of cost distortion,   516  

  cost of capital and,   636  

  credit,   84, 713–714  

  data security and,   113  

  defi nition of,   90  

  fl exible budget and,   585  

  liquidity ratios and,   87  

  margin of safety measure of,   470  

  in ROI calculation,   77   

   Robinson-Patman Act,   628   

   Rolling budget,   543, 563    

  S 
   Safety, margin of,   470   

   Sales  

  on account,   111, 126  

  of assets,   361  

  defi nition of,   368  

  forecast of,   544, 563  

  on income statement,   38  

  number of days in accounts receivable,  

 418, 552  

  revenue from,   343   

   Sales mix  

  in break-even analysis,   469  

  cost-volume-profi t analysis for,   467–468  

  defi nition of,   368, 478  

  in total gross profi t,   348   

  Public Company Accounting Oversight 

Board (PCAOB)—Cont.  
  auditing standards of,   7  

  corporate governance and,   388  

  description of,   26  

  purpose of,   2, 11  

  Web site of,   14   

   Purchase accounting,   395, 404   

   Purchase returns and allowances,   346, 368   

   Purchases/production budget,   547–550    

  Q 
   Qualifi ed auditors’ report,   401   

   Quality changes, inventory evaluation and,  

 166–167   

   Quality control, standards for,   559   

   Quantity variance,   587–589, 604   

   QuickBooks,   672   

   Quick ratio,   83    

  R 
   Radio frequency identifi cation (RFID),   673   

   Rate of return;  see also  Return on equity 

(ROE); Return on investment (ROI)  

  accounting,   637, 643  

  internal,   637, 639–640, 642  

  on investments,   76, 89   

   Rate variance,   587   

   Raw material inventory account,   169, 178, 

500–501, 521   

   Raw materials,   500–501, 521   

   Raw materials price variance,   588, 604   

   Raw materials purchase price variance,  

 591–592, 604   

   Raw materials usage variance,   588, 604   

   Realization of revenue,   342–345, 368   

   Reasonableness tests,   150   

   Reasonably estimable losses,   271   

   Recession of 2008–2009,   494   

   Reclassifi cations,   116–117   

   Recognition of revenues,   49   

   Record date, for dividends,   304, 318   

   Redemption value, of preferred stock,   299, 318   

   Registered bonds,   267, 275   

   Regression analysis,   459, 544   

   Regular dividends,   425, 437   

   Regulations, investment decisions and,   644   

   Relevant costs,   623–635  

  in continue or discontinue segment 

decision,   631–634  

  defi nition of,   648  

  in make or buy decision,   629–631  

  in scarce resource allocation decision,  

 634–635  

  in sell or process further decision,   624–625  

  in special pricing decision,   625–628  

  in target costing question,   628–629   

   Relevant range assumption,   456, 477   

   Reliability concept,   202   

   Replacement costs,   52, 203   

   Report format,   110   

   Research and development expenses,   350   

   Residual income,   599–600, 604   

   Resources, scarce,   634–635   

   Responsibility center,   597, 604, 622   

   Responsibility reporting,   583, 604   

   Preferred dividend coverage ratio,   425, 437   

   Preferred stock,   298–301, 318, 353   

   Prepaid expenses,   173–174, 178   

   Prepaid insurance,   173, 178   

   Prepaid pension cost,   393, 404   

   Presentation, Intel Corporation annual report 

notes on,   691   

   Present value  

  in bond price calculation,   261, 263  

  calculators for,   222  

  compounding frequency effect on,  

 226–227  

  cost of capital and,   637–639  

  defi nition of,   228  

  interest calculation with,   250–251  

  of lease payments,   211  

  tables for,   222–226   

   Present value ratio,   638, 647   

   Price/earnings ratio,   421, 437   

   Prices  

  bond,   261, 263  

  setting,   349  

  special pricing decision for,   625–628  

  transfer,   598, 604   

   Price variance,   587   

   PricewaterhouseCoopers,   5   

   Prime rate of interest,   249, 275   

   Principal,   77, 89, 261   

   Printing Industries of America, Inc. 

(PIA),   595   

   Prior period adjustments,   302   

   Private equity fi rms,   428   

   Proceeds  

  cash,   251, 275  

  of sale of depreciable assets,   211, 228   

   Process costing system,   512–513, 521   

   Product costs,   500, 502, 506, 521   

   Production standards,   453, 477   

   Productivity, American Productivity & 

Quality Center for,   595   

   Profi tability  

  asset base size and,   86  

  cash fl ows to show,   50  

  ethical conduct and,   16  

  fi nancial statement analysis measures of,  

 420–425  

  gross profi t to show,   348–350  

  on income statement,   38–39, 57  

  inventory reduction effect on,   146  

  phantom,   167  

  return on investment and,   78   

   Profi tability index,   638, 647   

   Profi t and loss statement,   38, 57;  see also  

Income statements   

   Profi t center,   597–598, 604   

   Projected benefi t obligations,   393   

   Property taxes,   582   

   Proprietorships,   34, 57, 292, 313, 318   

   Prospectus,   316, 396, 404   

   Protection of data,   113   

   Proxy materials,   53, 396   

   Public accounting,   7–8, 25;  see also  

Certifi ed Public Accountants (CPAs)   

   Public Company Accounting Oversight 

Board (PCAOB);  see also  Sarbanes-

Oxley (SOX) Act of 2002  
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   Statement of fi nancial position,   35, 57;  see 
also  Balance sheet   

   Statement of operations,   38, 57;  see also  

Income statements   

    Statements of Financial Accounting 
Concepts  (Financial Accounting 

Standards Board),   10, 15, 17–20   

    Statements of Financial Accounting 
Standards  (SFAS, Financial 

Accounting Standards Board),  

 10–11, 17, 20, 26   

   Stock;  see also  Common stock; Preferred 

stock  

  cash fl ow impact of,   364  

  convertible bonds and,   267  

  description of,   34, 57  

  dividends as,   303–306, 310, 319  

  splits in,   303–306, 310, 319  

  treasury,   293, 297–298, 309–311   

   Stockholders,   34, 53, 57   

   Stock option plans,   394, 404   

   Stock purchase plans,   394   

   Straight interest calculation,   250   

   Straight-line amortization,   265   

   Straight-line depreciation,   204–206, 

228, 268   

   Structured Query Language (SQL),   674   

   Suboptimization,   599, 604   

   Subprime mortgages,   154, 669   

   Subsidiaries  

  in consolidated fi nancial statements,   392  

  noncontrolling interest in,   270–271, 

357–358  

  parent corporations of,   48, 57   

   Sum-of-the-years’ digits accelerated 

depreciation method,   205   

   Sunk costs,   623, 625, 648   

   System Life Cycle (SLC) methodology,   113    

  T 
   T-accounts,   109, 124, 126   

   Take-home pay,   256   

   Tangible assets,   36;  see also  Assets; Current 

assets; Noncurrent assets   

   Target costing,   625, 628–629, 648   

   Taxes  

  accounting for,   9  

  business organization and,   34  

  deferred,   174  

  FICA,   256  

  income  

  absorption costing for,   513–514  

  on capital project cash fl ows,   641  

  depreciation impact on,   208  

  in expensing versus capitalizing 

decision,   201  

  income before,   352  

  infl ation effect on,   167  

  withholding of,   256  

  income disclosure of,   392–393  

  on income statement,   39  

  in Intel Corporation annual report notes,  

 733–736  

  interest expense deductible from,   300, 426  

  payroll,   256–257  

  property,   582   

  Short-run analysis for decision 

making—Cont.  
  make or buy decision in,   629–631  

  relevant costs in,   623–624  

  scarce resource allocation in,   634–635  

  sell or process decision in,   624–625  

  special pricing decision in,   625–628  

  target costing question in,   628–629   

   Short-term debt,   37, 249–252   

   Short-term marketable securities,   152–155, 178   

   Signifi cant accounting policies, in 

explanatory notes to fi nancial 

statements,   391–395, 404   

   Simple interest calculation,   250   

   Simple regression analysis,   459   

   Single-period budget,   542, 563   

   Single-step format, of income statement,  

 354, 368   

   Slack, budget,   551   

   Slate voting, of corporate directors,   296, 318   

   Social Investment Forum,   16   

   Social responsibility,   388   

   Source documents, of transactions,   111, 126   

   Special pricing decision,   625–628   

   Specifi c identifi cation cost-fl ow assumption,  

 162, 178   

   Spending variance,   587   

   “Spread” (markup),   544   

   Standards;  see also  Financial Accounting 

Standards Board (FASB)  

  auditing,   7–8  

  convergence in,   671–672  

  government accounting,   12–13  

  history of,   10–11  

  internal accounting,   11–12  

  international accounting,   13–14  

  production,   453   

   Standard costs,   556–561  

  costing products with,   558–559  

  defi nition of,   539, 563  

  developing,   557–558  

  in fl exing the budget,   589  

  other uses for,   559–561  

  in variance accounting,   594   

   Standard cost variance analysis,   586–595  

  accounting for variances in,   594–595  

  of fi xed overhead variances,   592–594  

  of variable cost variances,   586–592   

   Standard & Poor’s Corporation,   317, 417   

   Stated rate of interest,   262–264, 275   

   Stated value, of common stock,   296, 318   

   State income tax withholding,   256   

   Statement of cash fl ows;  see  Cash fl ows   

   Statement of changes in capital stock,   40, 

57;  see also  Owners’ equity   

   Statement of changes in owners’ equity; 

 see  Owners’ equity   

   Statement of changes in retained earnings;  see  

Owners’ equity; Retained earnings   

   Statement of cost of goods manufactured,  

 507, 521   

   Statement of earnings,   38, 57;  see also  

Income statements   

    Statement of Ethical Professional 
Practice  (Institute of Management 

Accountants),   15   

   Sales returns and allowances,   343, 368   

   Salvage value,   52, 211   

   Sarbanes-Oxley (SOX) Act of 2002  

  accounting retrospective analysis 

from,   668  

  corporate governance and,   388–389  

  documentation required by,   675  

  internal controls reporting in,   16  

  planning and budgeting and,   560  

  purpose of,   2, 11   

   SAS software,   518–519   

   Scarce resource allocation,   634–635   

   Scattergrams, of cost-volume 

relationship,   460   

   Schilit, Howard,   389   

   Scorekeeping, historical,   19   

   Securities, corporate,   316;  see also  

Investments   

   Securities Act of 1933,   10, 396   

   Securities and Exchange Act of 1934,  

 10, 395   

   Securities and Exchange Commission (SEC)  

  accounting information and,   4  

  corrupt fi nancial reporting and,   669  

  description of,   26  

  disclosures required by,   386, 388  

  electronic delivery of proxy materials 

and,   53  

  Enron and WorldCom bankruptcies and,   2  

  fi nancial reporting misstatements and,   389  

  full disclosure requirements of,   51  

  history of,   10  

  IASB standards and,   14, 671  

  internal controls and,   16  

  reports to,   395–396  

  on revenue recognition,   345  

  Web site of,   14   

   Security, of data,   113   

   Segment margin,   596, 604   

   Segments  

  operational units as, in Intel Corporation 

annual report,   739–742  

  organizational units as  

  continue or discontinue decision on,  

 631–634  

  defi nition of,   604  

  disclosures about,   397–398  

  reporting for,   596–598   

   Selling, general, and administrative 

expenses,   39, 350   

   Sell or process decision,   624–625   

   Semilogarithmic graphs, for trend analysis,  

 88, 90   

   Semivariable costs,   456, 478   

   Serial bonds,   267, 275   

   Service, standards for,   559   

   Service charges, of banks,   151   

   Service organizations, cost accounting 

in,   515   

   Shareholders, accounting and,   4   

   Shares;  see  Common stock; Preferred stock   

   Shipping terms,   344, 368   

   Short-run analysis for decision making,  

 623–635  

  continue or discontinue segments in,  

 631–634  
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   Variable overhead spending variance,  

 588, 604   

   Variances  

  accounting for,   594–595  

  defi nition of,   604  

  drivers of,   560  

  favorable and unfavorable,   583  

  fi xed overhead,   592–594  

  variable cost,   586–592  

  volume,   592–593, 604   

   Verifi cation, in bank reconciliation,   151   

   Virus protection,   113   

   Volume of activity,   455–457, 540–541, 

581–582;  see also  Cost-volume-

profi t (CVP) analysis   

   Volume variance,   592–593, 604   

   Voting for corporate directors,   53, 296    

  W 
   Wages, accrued,   116   

    Wall Street Journal, The,  88,   423   

   Wal-Mart Stores, Inc.,   160   

   Warranties, as accrued liabilities,   258, 

270–272   

   Web-based stockholder voting,   53   

   Web sites, fi nancial disclosures on,   674   

   Weighted-average cost-fl ow assumption,  

 162–163, 170, 178   

   Withholdings,   256–257   

   Working capital  

  defi nition of,   90  

  inventory cost-fl ow assumptions and,  

 415–416, 437  

  investment in,   642  

  as liquidity measure,   82–84  

  loan on,   249, 275  

  trend analysis of,   87   

   Work in process inventory,   169, 503, 

507, 521   

   WorldCom, Inc.,   2, 11, 389   

   “Worry point” guide, cost of capital as,   636   
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  X 
   XBRL (Extensible Business Reporting 

Language),   674    

  Z 
   Zero-based budgeting,   542, 563    

   Turnover,   416  

  defi nition of,   90  

  in DuPont Model,   79–80  

  trend analysis of,   86–87    

  U 
   Uncollectible accounts,   155–158, 178   

   Underapplied overhead,   506, 521, 586   

   Underfunded pension plans,   270   

   Unearned revenue,   253–256, 275   

   Unfavorable variances,   583, 587–588, 604   

   Uniform Standards of Profession Appraisal 

Practice (USPAP),   51   

   U.S. Department of the Interior,   518   

   U.S. Fish and Wildlife Service, activity-

based costing for,   518–519   

   United Way,   5   

   Units of measurement, dollars as,   48   

   Units-of-production depreciation,   206, 228   

   Unqualifi ed auditors’ report,   12, 400   

   Unrealized gain or loss,   154   

   Usage variance,   587   

   Useful life of assets,   207    
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   Valuation  

  adjustments to,   156, 178  

  inventory,   165–167, 392  

  lower of cost or market,   172  

  of marketable securities,   152–154  

  “mark-to-market,”    154   

   Valuation accounts,   157, 178   

   Value, stated, of common stock,   296   

   Value chain,   495–496, 521   

   Value Line Publishing, Inc.,   417   

   Variable costing,   513, 521   

   Variable costs  

  activity level and,   581  

  in break-even analysis,   472–473  

  contribution margin model and,   549  

  in cost formula,   460, 462  

  in cost to volume of activity 

relationship,   455  

  defi nition of,   478, 563  

  direct costing effects on,   514  

  planning for,   540  

  in special pricing decision,   626, 628  

  variance analysis of,   586–592   

   Variable overhead effi ciency variance,  

 588, 604   

   Tax Reform Act of 1986,   208   

   Technology, accounting and,   672–675   

   Temporary difference items,   268   

   10-K fi lings,   388, 396, 398   

   Term bonds,   267, 275   

   Theft, by customers,   149   

   Times interest earned ratio,   428, 437   

   Time value of money,   219–227  

  accounting rate of return and,   643  

  compounding frequency impact on,  

 226–227  

  future value calculation in,   219–221  

  present value calculation in,   221–226   

   Top-down budgeting,   542, 563   

   Total costs,   455–457, 540–541, 581–582; 

 see also  Cost-volume-profi t (CVP) 

analysis   

   Total operating assets,   416   

   Trademarks  

  appraising value of,   51–52  

  defi nition of,   228  

  as intangible assets,   213–215   

   Trading assets,   704   

   Trading securities category,   154   

   Transaction analysis methodology,  

 119–124, 126   

   Transactions  

  accounting principles related to,   48–49  

  authorization of,   150  

  in bookkeeping,   105, 107–108  

  in computerized accounting systems,   113  

  credit,   109  

  defi nition of,   57, 126  

  electronic,   673  

  for fi nancial statements,   33–34  

  product and period costs as,   502  

  revenue recognition,   161  

  source documents of,   111   

   Transfer price,   598, 604   

   Transparency, regulatory increase in,   2;  see 
also  Sarbanes-Oxley (SOX) Act of 

2002   

   Treasury stock  

  on balance sheet,   293  

  cash fl ow impact of,   364  

  defi nition of,   319  

  outstanding shares versus,   297–298  

  recording,   309–311   

   Trend analysis,   82, 84–88, 90   

   Trustee of bonds,   267, 275   
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